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""THE INDIAN ECONOMY IS LIKE A SLEEPING GIANT WHICH, IF
AWAKENED, COULD BY ITSELF TRANSFORM THE FACE OF THE

GLOBAL ECONOMY. INDIA HAS THE POTENTIAL TO FORM AN
INDEPENDENT ECONOMIC BLOC ON HER OWN, WITHOUT TOO
MUCH DEPENDENCE ON ANYBODY ELSE”
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GLOSSARY OF TERMS

Amcrican Depository Reeeipt (ADR)- “American Depository Receipt” means a sccurily
issucd by a bank or a depository in United States of America against underlying rupee

shares ol a company incorporated in India

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 werce

independent of each other.

Arm’s length price- Arm’s length price is the price at which two unrelated and non-

desperate parties would agree to a transaction.

Arm’s length transaction- Arm’s length transaction is a transaction between two related
or affiliated parties 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 balance 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 Investment- 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 sum of equity capital, reinvestment of earnings, other long-term capital,

and short-term capital as shown in the balance of payments.




Export Processing Zones (EPZs)- EPZs are special arrangements, ollen a distinct

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

Foreign Currency Convertible Bond (FCCB)- “Foreign Currency Convertible Bond”
(FCCB) 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 (FDIs)- 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
issued by a bank or a depository outside India against underlying rupee shares of a

company incorporated in 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 sale of 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, such 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
pranted inorder o incerease the net cash Tow or lower the risk ol g venture over what

would have been expected without incentives.
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Joint venture- Joint venture is a highly structured and formal strategic alliance that

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

in one place and 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 will 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 that
owns or confrols production or service Jacitities in more than one comtry. 1n other
words, a multinational 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
for Economic Cooperation and Development describes itsell as “an intergovernmental
organization comprising 29 advanced economies from Europe, North America and the
Pacific region”. It’s mainly known for gathering economic data and is often called the

“think tank™ of the rich countries of the world.




Ownership advantage- Ownership advantage relers lo some aspecl, such as a unique

product design, that a firm does better than others.

Tax sparing- Tax sparing is a tax treaty provision whereby a contracting state agrees to
grant relief from residence taxation with 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 artificially, in order to reduce profits and avoid

taxation, or circumvent profit repatriation rules in the host country.




RESEARCH METHODOLOGY

OBJECTIVE

The primary objective ol 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 play a
determining role in the volume and composition of foreign capital flows to the host
country. The extent and the form of influence, which such factors exert on forcign direct
investment, has been attempted to be established in the study. However, to 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 of 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 of a 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 play a vital role in investment
-decision by the investors and their relation and impact on the form and volume of the
foreign dircet investment so that the formulation of the foreign investment policy takes

into consideration these factors.




MAIN OBJECTIVES

The following are the main objectives of the dissertation:-

a)
b)

c)
d)

To examine the regulation of foreign direct Investment in India

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

To find out the extent and form of impact these concept have on investment

To highlight the need for regulation of foreign investment policy keeping in mind

the influence such concepts

GUIDING RESEARCH QUESTIONS

The questions that this dissertation has tried to answer are:-

a)
b)

c)
d)
e)
)

)

How is FDI regulated in India?

What are the legal and procedural technicalities faced by the foreign direct
investors during entry and at the time of exit?

What is the importance of FDI to the host country?

What is the impact of FDI on the host country?

Is there any need to regulate the flow of FDI1?

What are factors and legal concerns to be taken into consideration while
formulating an investment policy?

What is the extent to which such factors affect the volume and composition of
FDI and the consequent impact on the country’s economy and legal regulatory

framework?




METHODOLOGY

The study relies both on primary as well as secondary sources of data. Apart from books,
journal and Internet articles, guidance has also been taken from vartous notilication and
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 analytical. A

uniform mode of footnoting is followed throughout the study.

LIMITATIONS

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 concepls, theories and
findings is to avoid too much of technicality. Moreover, the concept (IFD1) 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 like development, balance of payments etc. The remaining dissertation is divided
inlo two parts. Part A concentrates on the legal regulatory framework of FDI in India.
Chapter 1 of part A traces the development of FDI policy in India. Chapter 11 gives a bricf
preview of the routes available for FDI in India. Chapter 111 describes the entry strategies
for the foreign investors. Chapter IV gives an overview of with the investment routes
available for the NRls. Chapter V discusses the .sector specific guidelines for FDI in
India. Chapter V1 examines the FDI related Government bodies in India. Chapter VII is

about the repatriation facilities available to the foreign investors. Chapter VIl discussed
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the mode of taxation of forcign investment. Chapter EX highlights the prominent aspects
in drafting of a foreign collaboration agreement. Chapter | of part B3 discusses the
incentives that are offered by different economies in order to attract FDI towards their
country. Chapter 11 explains the concept of tax incentives and their overall contribution to
the host country. Chapter HI is about competition among countries to attract FDI and its
ramifications on their legal regulatory framework. Chapter 1V examines the necd of
corporate governance in Foreign Direct Investment. Chapter V discusses how protection
of Intellectual property rights in the host country acts as a determinant of flow of FDI.
Chapter VI is a brief analysis of the impact of international bodies on FDI. This is
followed by a summarized study of salient features of FDI in Singapore. The Conclusion

follows the study.




INTRODUCTION

FOREIGN INVESTMENTS

Foreign Investment can be defined as the acquisition by governments, institutions or
individuals in one country of assets in another. Total foreign investments, as an item in
the capital account, can conceptually be divided into two components: (a) foreign direct
investments (FDI); and (b) foreign portfolio investments (FPI).

1

Foreign Direct Investment refers to international investment in which the investor obtains
a lasting interest’ in an enterprise in another country. Most concretely, it may take the
form of buying or constructing a factory in a foreign country or adding improvements to
such a facility, in the form of property, plants or equipment. The IMF defines FDI as
“direct investment reflecting the lasting interest of a resident entity in one cconomy
(direct investor) in an entity resident in another economy (direct investment enterprise),
...and covers all transactions between direct investor and dircct investment
enterprise...”.>An 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 a 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 FP1 usually take the form of interest payments or non-voting dividends.

" A lasting inicrest implics the existence of a long-term rclationship between the direct investor and the
cnterprisc and a significant depree of influence by the investor on the mianagement of thic enlerprise.

K

- World Investinent Report, 1994,
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FPIs are purely financial assets such as stocks and bonds denominated in a national
currency. With bonds, the investor simply lends his capital to get fixed payments or a
return at regular intervals and receive the face value of the bond at a pre-specified date.
With stocks however, the investor purchases equity or a claim in the net worth of a firm.
FDIs on the other hand are actual investments in factories, capital goods, land and
inventories where both capital and management are involved and the investor retains
control over usc of the invested capital. FDI are usually undertaken by MNCs engaged in

manufacturing resources extraction or services.

However, The definitions of these two forins of investment are not the same to all people,
and hence a semantic problem may arise unless these are clarified at the very outset.
Two definitions are in fairly wide currency today. These are ;
a) FPtis the acquisition of domestic non-equity instruments; whercas FDI involves
equily participation, whether in new or existing companies.
b) FPLinvolves the acquisition of existing financial assets, whether debt or equity;
whereas DI leads to an expansion of the equity base either in a new or an

existing company.

Moreover, fhc acquisition of the asset becomes FDI when the non-resident investor
intends to manage that asset. Hence, the management control distinguishes FDI [rom
portfolio investments’. The level of ownership that accords control is hard to specify
unambiguously: it dépends on the legal framework of corporate governance, and the
specific pattern of holding of voting stock of the tirm. Another important distinction that
exists between FDI and FPI is that in the present era of globalization, 1P can be much
more volatile. Changes in the investment conditions in a country or region can lead (o
dramatic swings in portfolio investment. But because FDI implies a controlling stake in a
business, and often connotes ownership of physical assets such as a equipment, buildings
and real estate, FDI is more difficult to pull out or sell off. Consequently, direct investors
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 1s firm or

3 Why Shoultdn’t We Hype Up FDI? Bibek Debroy, financial Express, . Tucsday. Junc 18" 2002
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Ratlnec e o payments neeonntants have detined foreapn diveet investiment ns any fHow of
lendig 10, o parchase of ownership in, a loteign enterprise that is Tugely owned by
residents of the investing country™. The proportions of ownership that deline “largely”
vary from country to country. In the United States, 10 % ownership by the investing firm

suffices as an official definition of direct investment .

Balance of payments accountants have also defined FDI as “direct investment and any
lending in, or purchase of stock in, firms owned in greater proportion by partics in the
investor’s home country even if the individual investor does not own 10% of the firm

H . ¥
being invested™.

DI is normally undertaken by Multinational Enterprises (MNEs), which invest their
normally huge capital in different nations. They can be market sccking, efficiency
sceking or resource/ asset seeking. They take either the form of new investiments, 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 are
carried out that at first glance may be regarded as foreign direct investment when in fact
they do not meet the criteria. For example:

a) An enterprise undertakes to build for a foreign client, usually a Government, a
complete manufacturing plant, (o provide technical know how, and 1o manage and
operate a plant for a number of years, without an ongoing on-sitc managerial
presence and without other criteria for existence of a direct enterprise being met.
It has complete control over day-to-day oberations 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.H.Lendert, Iiternational conomics, 362 (New Delhis IRWIN, 19873,
" hid at 563.
“Id.




b) An enterprise has a long term contract with a foreign company, provides it with
technical know-how and has considerable influence over the quality and quantity
of output. The enterprise may provide a loan to the foreign company and
sometimes will have a member on the company’s board. However, there is no
equity stake. It is once again a cross-border service.

¢) Some host countries shave made agreements with a number of foreign enterprises
where the host country supplies factory accommodation, electricity, staff
accommodation, administration and labour. The foreign enterprise supplies all
production machinery, fixtures and fittings for the building and production
materials, and is responsible for the initial traming of the labour force. The
foreign enterprise then pays an agreed piecework rate for each item produced.
When the production machinery and fixtures and fittings remain the property of
the foreign enterprise, there is technically a direct investment branch, though the
branch’s profits will be zero. There is no direct investment interest il the
machinery becomes the property of the host country.

d) Other cases might include foreign sales and representative oflices, as well as

foreign stations, terminal or fort facilities of domestic airlines or ship operators.

VERTICAL VERSUS HORIZONTAL FDI

Vertical FDI takes place when the multinational fragments the production process
internationally, locating each stage of production in the country where it can be done al
the least cost. Horizontal FD1 occurs when the multinational undertakes the same

production activities in multiple countries.

FFirms should service foreign markets with horizontal FDI when the OLI conditions are

satisfied:

a) Ownaership advantage- The parent firm must have a product or process to which
other firms don’t have access.

> Patent, blueprint, or trade secret




> reputation
b) Location advantage- It must be more proflitable to produce the product abroad
than at home.
> shipping is costly, ’
there are advantages to being close to one’s clients (e.g., cuxlﬁm products),
trade barriers,

there are special government-sponsored enticements in the host country,

labor is cheap in the host country,

vy v v v Vv

plant-level scale economies are modest relative to firm-level scale
cconomies
¢) Internalization advantage- The parent company must be betvter able to extract the
rents from its ownership advantage by producing the product itselt 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 need a license to
produce that product. More generally, coniract enforcement s
problematic.
» Lven if a licensing agreement is reached, turnover among skilled workers,

technicians, etc. may diftuse the proprietary knowledge to competitors,

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
countries’. The essential elements that constitute a favourable climate from investing

country’s point of view may be briefly indicated below:

a) Political stability and freedom from external aggression.

b) Security of life and property.

? United Nations Economic Commission for Asia and Far East (ECAFE). Commitice on l'ndus(r_v and
Trade, Sceond Scssion., “Forcign tnvestment Laws and Regulation in the ECAFE Region™. Bangkok.
March 1930, pp.4-3.
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¢) Availability of opportunities for earning profits.

dy Prompt payment of lair compensation and its remittance to the country ol origin
in the event ol compulsory acquisition of a foreign enterprise.

¢) Facilitics for the remittances of profits, dividends, interests, cle.

f) Facilities for the immigration and employment of foreign technical and
administrative personnel.

g) A system of taxation that does not impose a crushing burden on private enlerprise.

h) Freedom from double taxation,

i) Absence of various controls.

i) Non-discriminatory treatment of foreigners in the administration of controls.

k) Absence of competition of state owned enterprises with private capital

) A general spirit of [riendliness for loreign investors.

MOTIVES FOR FDI

The two basic motives for FDI are to earn higher returns, and to diversity risk. However,
it 15 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 conditions and
thus to be at a comparative advantage as compared to the foreign investors. There are
several possible factors for this trend. Firstly, large corporations often have some unigue
production knowledge or managerial skills that could easily and profitably be utilized
abroad and over which the corporation wants to retain direct comtrol. This involves
“horizontal integration”™ or the production abroad ol a decentralized product that is also
produced at home. Sccondly, to obtain control of needed raw material and thus ensure an
uninterrupted  supply at the fowest possible cost. This is referred to as “vertical
integration” and is the form of most direct foreign investments in developing countries
and in some mineral rich developed countries. Vertical integration involving
multinational corporations can also go forward into the ownership of sales or distribution

. . 5 . . 10
networks abroad, as is the case with most of the world’s major automobile producers™.

" Dominick Salvalore, infernational Eeonomics, 351 (New York: Maciillan Publishing Co.. 1987).

S
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According to Dunning’s OLI theory, there are three aspects that motivated the firms

towards choosing FDI as a mode of entry to foreign markets''. These are: -

> Ownership Advantage: the firm must have a product or a production process such
that the firm enjoys some market power advantage in foreign markets.

> Location Advantage: the firm must have a reason to want to locate production
abroad rather than coneentrate it in the home country, especially il there are scale
economies at the plant fevel.

> Internalization Advantage: tlhe firm must have a reason to want lo exploit its
ownership advantage intema?!y, rather than license or sell its product/process to a

foreign firm, I‘

He also identified four primary reas;‘bns for corporate foreign investments:
|

a) Market seeking- Firms may go overseas to find new buyers for goods and
services. The top executives or owners of a company may realize thal their
product s unique or superior to the competitio.n in foreign markets and seek to
take advantage of this opportunity. So market seeking may happen when
producers have saturated sales in their home market, or when they believe
investments overseas will bring higher returns than additional investments at
home. This is often the case with high technology goods.

b) Resource seeking- A company may find it cheaper to produce its product in a
foreign subsidiary for the purpose of selling it either at home or in loreign
markets. The foreign facility may be able to obtain superior or less costly access
to the inputs of production (land, labor, capital and natural resources) than at
home.

¢) Strategic asset seeking - Firms may seek to invest in other companics abroad to

help build strategic assets, such as distribution networks or new technology. This

H Dunning. J.H. cd). Glohalisation, Trade and Foreign Dircet Investment. 194-203 (Amsierdany: Elscvicr.
1998).




may mvolve the establishment of partnerships with olher existing loreign T
that specialize in certain aspects ol production.

d) Elficiency secking- Multinational companies may also seck to reorganize 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, because of
access for the facility to lower tariff rates within the group. Fluctuations in
exchange rates may also change the profit calculations ol a firm, leading the firm

to shift the allocation of its resources.

ARGUMENTS IN FAVOUR OF FDI

The pro-loreign investment arguments grow largely out of the traditional analysis of the
determinants of economic growth. Foreign direct investment is typically scen as a way of
filling the gaps between the domestically available supplies of savings, forcign exchange,
Government revenue, and management skills and the desired level of these resources
essential to attain growth and development targets. Hence the most vital and well cited
contribution of FDI to a country’s economy has been its role in filling the resource gap

between targeted or desired investment and locally mobilized savings.

Another noteworthy contribution, that is analogous to the first, has been the FDI
contribution to filling the gaps between targeted foreign exchange requirements and these
derive from net export carnings plus net public foreign aid. This is also known as

“foreign exchange or trade gap”.

Third favourable argument has been that FDI could overcome the gap between targeted
governmental tax revenues and locally raised taxes. By taxing FDI profits and
participating financially in their local operation, developing countries’ governments are
thought to be better able to mobilize public financial resources for development project.
Fourth pros of FDI has been that FDI inflows not only provide financial resources bul

also supply a “package” of required non-financial resources including management




experience, entreprencurial abilities, and technological skills to bridge the gap in

management, entrepreneurship, technology and skill of the host country’s lirm(s).

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

production processes while transferring the modern machinery and equipment (o capital

poor developing countries. Such transler ol knowledge, skills and technology are

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

ARGUMENTS AGAINST FDI

There have been two basic arguments against FDI in general and the activities of MNCs

in particular- the strictly economic and the more philosophical and the ideological.

Economic arguments that are against the FDI are as under:

a)

b)

¢)

Though FDU provides capital, it may also lower domestic savings and investment
rates stilling competition through exclusive production agreements with host
governments, lailing to reinvest much of their profits, gencrating domestic

incomes for those segments with lower savings propensitics, inhibiting the

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

instead importing these products from foreign affiliates, and imposing high
interest cost.on capital borrowed by host governments.

The initial impact of FDI is to bring improvement in the foreign reserve of the
host country. However, it is argued that its long-run impact might be 1o reduce
foreign exchange earnings on both capital and current accounts. The current
account may deteriorate due to considerable imports of idermediate goods and
capital goods. Smuilarly the capita account may worsen due to the overscas
repatriation ol profits, interest, royalties, and management fces,

FDI inflows do contribute to public revenue in the form of corporate taxes.
However, it is believed that their contribution is always considerably less than
what it should be. This is due to liberal tax structure, excessive investment
allowances, disguised public subsidies, and tariff protection available to foreign

investors by the host countries.




d)

It is also argued that the management, entrepreneurial skills, technology, and
forcign contracts available through FDIE might have little impact on the

development of local resources of these deficient skills and resources and might in

lact inhibit their development by stifling the growth and development ol

indigenous enterpreneurship as a result of the FDU's dominance in local markets.

The Third World countries have specifically raised the following objectionsr regarding

DI

a)

b)

d)

The impact of FDI on the host country’s economic development is very uncven,
As a result, in some situations, it leads to dualistic economic structure which in
turn generates income inequalities. 1t is also seen that, it tends (o 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 structure within the
firm(s) affecting its workers and efficiency.

Secondly, the inflow of FDI produces or manufactures inappropriate goods meant
for elite class, stimulate inappropriate consumption patterns  (hrough
advertisement and also their monopolistic market power, and to do this all with
mappropriate technologies of production.

Thirdly, the local resources tend 1o be allocated for socially unwanted projects.
This further aggravates the existing magnitude of incqualitics between rich and

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

imbalances in the host country.

FDI uses its economic dominance to influence Government decisions in regard (o
various development policies protecting or favouring its interests that may have
ar reaching effects on growth and development process. It possess an ability (o
derive sizeable economic and political benefits from the host countnes
Governments in regard to excessive protection, fax rehates, investinent
allowances and fuctory site at a comparatively cheaper price and certain vital

social services Theses benelits in turn fead o a situation wherein private prolis
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always have an edge over social benelits that should not be there from the host
country’s point ol view,

¢) Another criticism has been that FDI inflows may damage host country by
suppressing entrepreneurship and using their superior knowledge, worldwide
contracts, much superior advertising skills, and range of vital support services to
drive out local competitors and inhibit the possibility of emcrging new and
potential small scale enterprise.

f) It is also feared that higher dominance of FD! in a host country take control over
the local assets and job market and makes the working of the host country’s
government difficult and also exerts infTucnce on political decisions from top to

bottom levels.

Ieis clear from the abave discussion that there has only been a difference of ideology and
value judgments between pro-FDE economists and against FDE-cconomists in regard to
the nature, sources and meaning of economic growth and development. Pro-economists
advocates that FDI brings “free-market, private enterprise, laissez faire”™ in an economy.
Whereas economists against FD! inflow believe that FDI1 leads to “lack of national
control over domestic economic activity and minimization of dominance, dependence off

relationship between MNCs and the Third World Countries” Governments™.

EFFECTS OF FDI

FDI inflows have tremendous impact on the host country. The host country Taces the
problem of balance of payments. In short run, the host country may have normal balance
ol payments as well as Tavourable terms of trade, However, in the long run the trends
may be dilterent. The transler of profits will lead to a negative termi in its balance of

paymentsn.

Secondly, FDI inflows have direct bearing on the quality of cmployment. Some

economists believe that FDI “ignores local employment practices™. It is also potnted oul

" 1t is belicved that FDI is bencficial as long as its positive clfect on the host countny’s cconomic
development, is more than the negative effect on its balance of payments,
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that FD1 could shift the quality of employment in an unfavourable way reducing the
“number of good jobs and replacing them with bad jobs”. This shows a dilference of
human capital-good workers versus bad workers, not good jobs versus bad jobs Under
such conditions the investing country reduces higher wage jobs in a host country, leaving
the host country with lower wage jobs on g increasing scale. This situation creates

imbalance in the labour market ol a host country.

Lastly, I'Dl inflows in the host countries some times make the national planning difficult
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 development in the

‘host country.

FDI AND BALANCE OF PAYMENTS

The balance of payments is a comprehensive statement of a country’s  cconomic
transactions with the rest of the world for a given period of time - normally a quarter or a
year. 1tis an account ol all transactions between one country and all other countries -
transactions (hat are measured in terms of receipts and ;)ay:'nents“v Any transaction that
caunses money (0 flow into a conntry is a credit to its BOP accowmnt, and any transaction

that canses money to flow out is a debit.

The three main components of the Balance of Payments are:
> The Current Account measuring transactions associated with goods and
services (Exports Imports), Investment income and transfers (rents, profits,
interest). The current account mcasures {low ol real resources including
exports and nports of goods and services, income receivable and payable
abroad, and current transters from and to abroad. The standard components
covering poods, services, and income are to reflect the provision and

acquisition of real resources by an economy to and {rom other cconomies.

" The balance of payments should not be confused with the balance of trade. which is & narrower concept
that measurcs only trade in goods and scrvices.




Flows recorded as credit measure the cconomy’s domestic outpul (exports ol
goods and services) provided to other cconomices, as well as receipt ol factor
incomes arising from its factors of production (compensation of employees
and investment income) used in the productive process in other cconomics.
Conversely, flows recorded as debit measure the acquisition of output of other
economies (imports of goods and services) and payment of lactor incomes (o
other economies for the use of the latter’s factors ol production

» The Capital Account measuring linancial Tows such as purchases of bonds
and equitics or direct investihent activities. The capital account measures
external (ransactions in capital transfers' (mainly debt forgiveness and
migrant transfers) and non-produced / non-financial asscts (such as patents
and copyrights). The financial account shows how an cconomy’s external
transactions are financed. Transactions in this account are classified into direct

investment’s, portfolio investment'®,  financial  derivatives'’,  other

. 1% I
investment'® and reserve assets'’.

> The Balancing Account allowing for changes in oflicial reserve assels.

"CA capital transter is o transfer of ownership of a fixed assel or forgiveness ol a liability, For example,
Feonomy A extends o o to Heanomy B in o given period. and later on agrees to write of U ihe loan, The
forgiveness of such o toan is recorded under capital translers,

" Direct imvestment refers to external investment in which an investor of an ccononty acquires a listing
interest and s degree of iflucnce or contral over the management of an enlerprise luc.:nlcd in another
cconoty. '

' Portfolio investment refers to investment in non-resident cquitics (i.c. stocks and shares) sand deb
securitics (c.g. bonds. notes, negotiable certificales of deposits). Compared with direet investors. portlolio
investors in cquity and debt securitics of non-resident enterpriscs have no lasting inicrest or influcnce in the
management of the companices lhey invest. A holding of less than 10% cquily in an enterprise is regasded as
portfolio investment.

" Financial derivatives are financial instruments that arc linked to a specific financial instrument or
indicator or commodity, and through which specific financial risks can be traded in Hnancial nirkets in
their own right (c.g. options, warrants).

** Other investment refers 1o other financial claims on and liabilitics (o non-residents that are not classificd
as dircel investinenl, portfolio investment, financial derivitives, or reserve assels. Examples ol these
finamcial claims and Habilitics include short-term and long-lerm non-marketible loans. deposiis, finanein
leases and trade credits.

" Reserve asseis consist of external assets that are readily available 1o and controlled by monctary
authoritics of an cconomy for directly financing pavment imbalinces and for inditectly repntating the
asienitude of such imbalances through intervention in the exchange nuirkels to aftect the currency
exchanpe rife of that cconomy.




While the initial impact of an inflow of FDI on the host country’s balance of payments
s 20 . . . . . -
may be positive®™, the medium-term impact is ofien negative®, as the MNC increases

importts of mtermediate goods and services, and begins to repatriate profits,

FOREIGN DIRECT INVESTMENT AND DEVELOPMENT

The essence of FDI is control as opposed to ownership-control in the managerial sense.
On the first glance foreign direct investment would seem to be uniquely beneficial for
developing countries. It provides a vehicle for the transfer of scarce resources, and may

provide both needed capital and foreign exchange.

The hst of potential benelits is umpressive. Forcign investment may help transfer
technology and skills, provide management and training ol local workers, aid in the
creatton of mdigenous skills i admimistration, marketing and other business techniques,
and  “with appropriate | saleguards™ it can contribute to the growth of local
enlerprencurship. It may make for more competitive markets, provide access to
international markets, contribute to tax revenues and help fill foreign exchange gaps.
Foreign investment may also create employment opportunities and may raise domestic

wages.
The role of FD1 in the development process may be enumerated as follows:

1) Injection of real capital.

2) Transfer of “embodied™ technology (Foreign firms training ground).

1) A way of adapting to changing comparative advantages. (A reason for FDI,
instead of selling of1 the machinery or technology, 1s complementary know-how

of marketing channels, management etc.)

* FDI can have a bencficial effect on a country's balance of paynicnts by (i) the initial capilal investment.
(i1} substituting lor imports that contribule (o a current account deficil. and (#i) the current siecount surplus
that results from exporting the products produced from a facility built with the initial ¥D1.

! The negative impact may be due to increasc in import of inputs and payments of dividends and royalties
abroad,
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4) Means to circumvent trade barriers gain market access. It may have negalive
effect in the form of outcompeting inefficient domestic firms.

5) Increases competition, enhances efficiency of domestic firms.

Thus foreign direct investment would seem 1o have the potential 1o connibute muach
needed resources to developing countries. Yet, it is by no means certain that the net
results from a given investment will be positive. The situation is complex with foreign
investment bringing simultaneous costs and benefits to the host countries. It is obvious
that foreign direct investment is viewed as less than universally benelicial by many in the

developing countries.

The list of potential negatives of foreign investment is lengthy and well known,
Arguments range from excessive cost of resources transferred, decrease in competitive
ness of domestic markets and inappropriate technology translers to increased dependence
on industrialized countries, a loss of political and economic sovercignly and a
strenglhening of imperial or exploitative relationships. Many feel that in spite of its
potential, forcign investment actuatly hinders development by suppression of the growth
of focal entreprencurs. Foreign tnvestment is also accused of undermining indigenous

societies by imposing Western values and lifestyles.

The answer to the question whether FDI contributes to development is by no means
determinate. Foreign direct investment has the potential to contribute much needed
resources to developing countries. Yet resources are not so transferred in the abstract;
they come as a part of a business enterprise responsible to an authorily in an
industrialized country interested in maximizing a global objective which may or may not

relate positively to the development goals of the host economy.

WIIY INVEST IN INDIA

India’s cconomic reforms have played a critical role in the performance of the economy

since 1991 Structural velorms, removal of controls on private and forcign direct
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ivestment, opening the cconomy  to - foreign trade, dismantling  of quantitative
restrictions, liberatizing imports and reducing tariffs, exchange rate flexibility, public
sector reforms and disinvestment, private investment in infrastructure, banking and
insurance scelor reforms - all these symbolize a great move forwards. Demographic
trends, specially a slightly declining population growth rate and a rising sharc of working

population, contribute to higher per capita income.

Changes in the policy regarding foreign investment have been more radical. These
reforms have involved a total reorientation of foreign investment policy with foreign
investment being actively sought not as a preferred means of financing balance-of-
payments deficits compared with external borrowing, but also because it provides access

(o closely held technology and global marketing finkages.

The policy environment in India provides clear guidelines for entry, frecdom of location,
choice of technology, production, repatriation of capital, dividends, ectc., which is
specifically aimed of enhancing the flow of FDI. There is also a package of excellent

fiscal incentives.

> India allows full and free repatriation of capital, technical fee, royalty and
dividends. There is no Income Tax on profits derived from export of poods

» There is complete exemption (rom Custom Duty on industrial mputs, and
Corporate Tax holiday for five years {or 100% export oriented units and units m
Expott Processing Zones. The Corporate Tax applicable to forcign compantes of a
country for which agreement for avoidance of’ Double Taxation exists 18 lower
than the rates prevailing in any of the two countries and the treaty rates.

> India has a sophisticated legal and accounting system, and a long history of stable

parliamentary democracy.

Y

India has a rich base of mineral and agricultural resources.
> India has a long history of market economy infrastructure and a sophisticated

financial sector.
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The economy has also been opened to portfolio investment. Moie than 500
Foreign Institutional Investors are already registered with the Sceurtties and
Exchange Board of India.

India has a sprawling and rapidly growing consumer market. The middle class of
about 300 mathon people constitutes the market for branded consumer goods. This
is growing at 8% per annum. The demand for several consumer 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 of over 150
million. Skilled manpower and professional managers are available at highly
competitive cost.

As apposed to China, where skills in marketing and human resourees are in short
supply, and a huge defictt in qualified nmaiagcrs ts already visible, India has one
ol the Targest pool ol scientists, engineers, technicians and managers in the world.
Although services m India are growing faster than any other scctor, it is the
Information Technology that has produced the best results. India’s I'T sector has
grown at an annual average rate of 50%, from almost nothing in 1991 to sales of
US $ 8.3 billion in 2000, employing about half a million people, and if;(ms[iluiing
15% of India's exports,

India is a signatory to TRIMS. Among other things it means that mvestors should
not be subject to export obligations and domestic content requirements. ‘the

adherence 10 TRIMS is believed to lower transaction costs i investment

WHY REGULATI FDI

Most countries presently accept the importance of foreign investment and are trying their
best to attract foreign investiments. However, there is evidence that foreign investment
can have both positive and negative effects, and a major objective of development policy

is to maximise the positive aspects whilst minimising the negative ones, so that, on
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balance, there is a significant benefit. Experience shows that for forcign investment to
play a positive role, the government must have the right and powers to regulated its entry,

terms of condition and operations®*.
The potential reasons for regulating foreign direct investments are:- !

a) In cerlain areas of economic activity, regulation ol FDI s used by the
governments o correct market failures, protection of property rights ete. For
example, access to fisheries resources might be restricted tn order 1o protect the
resource i the face of incentives to over-fish. Where it proves difficult to devise a
tax or regulatory regime that fully removes the “excess profis™ carned by those
with access to the resource, it may be desirable to ensure that any excesses are
appropriated by the host country rather than by the foreign investors.

b) Owing to strategic considerations certain areas of national defense might
desirably be closed to foreign participation on strategic grounds.

c) FDI is one of several methods of financing a deficit on the current account of the
balance of payments. Restricting FDI will only alter the amount to which the host
country becomes indebted to foreigners to the extent that restricting DI changes
the current account deficit. For the most part, a decision to regulate DY implics a
decision about the refative merits of balance of payments financing by DI or by
borrowing abroad 1 other ways.

d) Controls over ‘DI have olten also been motivated by concerns not dircctly related

to foreign ownership such as resource management purposes.

POLICY ISSUES

There are certain policy issues that must be incorporated within the investment policy of

any host country:-

. . A . . . . . . . .
a) Most favoured nation” - The principle implies that forcign investors from

difTerent countries are treated the same so that there is no discrimination between

YONartin Khor, The need 1o regithate forcign investment, available at hup/Aviww fwvnside org sp/tide/oag | -
cihim (May 17, 2002),




countrics. To cnsure that nations do not disadvantage foreign vestment from
certain nations i favor of dnvestiend from other ones, His basie concept of
international trade agreements - and now the key provision in international
agreements on investment - seeks to prevent discrimination among investors from
different countries. The phrase “most favored nation” refers to the obligation of
the country receiving the investment to give that investment the same treatment as
it gives to investments from its “most favored” trading partner.

b) National treatment®® - This means that foreign investors are treated the sanie as
domestic investors. This has been a core element of most agreenients on trade in
goods and services, and is also a critical issuc pertaining 1o international
investment. Typically, this principle cnsures that foreign investors and their
subsidiary companies are “treated at feast as well as their domestic counterparts™,
or “no less favorably™ than domestic industries. A law which taxed foreign-owned
entittes at a higher rate than domestically owned entities would therefore violate
this principle, However, if a government wishes to give lorcign-owned companices
an incentive to invest such as tax-free treatment of manulacturing in an export
processing zone (EPZ’s), this would not generally constitute a violation of these
agreements.

c) Right of establishment- This principle implies that foreign investors have the right
to establish their presence in a foreign country.

d) Transparency - All laws and regulations of a couniry arc posted so that evetyone

can see them and have access (o them.

" Maost Favoured Nation (Adticle T of GATTY refers 1o the non-discriniimony principle that o GATYT
member country must offer the same treatment to exports from any other GATT member as the most
favourable terms that il offers to any specific member,

! National Treatment (Article It of GATT) gives GATT members the same market aceess and other riphts
as the domestic producers of any other member.
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CHAPTER I : DEVELOPMENT OF I'DI POLICY IN
INDIA

INDUSTRIAL POLICY, 1948

The first ever statement of industrial policy by the Government of India was on April 6,
1948. The government of India recognized in the statement that though the participation
of foreign capital and enterprise particularly as regards industrial technique and
knowledge, will be of value to the rapid industrialization of the country, it is necessary
that the conditions under which they may participate in Indian industry should be
carefully regulated in the national interest. Thus while foreign participation, particularly
in industries requiring technology was allowed liberally, the policy made it very clear that
conditions will be imposed through suitable legislation in order (o ensure that the
operations of the foreign enterprises conform to national interest- tegislation that will
provide [or the scrutiny and approval by the Central Government of every individual case
of patticipation of foreign capital and management in industry; that will provide that as a
rule, the major interest in ownership and eflective control, should always be in Indian
hands, but power will be taken to deal with exceptional cases in a manner calculated to
serve national interest. The policy statement further provided that ¢ven in such cases, the
training of suitable Indian personnel for the purpose of eventually replacing foreign
experts will be insisted upon®. However, by and large, the role of forcign capilal and
forcign technology was set out to be very liberal®. The policy made a bold front in
regard to placing the foreign enterprise on par with the Indian companies Foreign
interests were permitted to carn profits and allowed to have the Facility of remittances
abroad. While no restrictions were placed on withdrawal of forcign capital in India, the

remiftance facility was to be governed by loreign exchange considerations.

1948 Industrial Policy Resolution, No. 1(3) 44(13)/(48). !
° R, Krishnan, Handbook en Fereign Collaborations and lnvestments in India 2 (New Delbic Commereint

law publishers, 2001).
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On 0™ April 1949, the then Prime Minister Pandit Jawaharlal Nehra made an iniportant
statement in the parftament on the participation of foreign capital in industries. The
statement  highlighted the importance of utilization of forcign in a manner most
advantageous (o the country. The statement recognized the low level of national savings,
which in turn hampered capital formation. The statement called upon forcign
undertakings to generally conform to the requirements of the industrial policy in the
country. The statement assurcd that it cver Torcign enterprizes were comptlsorily
acquired, Government would provide reasonable factlitics for the remittance of (he
proceeds and also payment of compensation on a fair and cquitable basts. The statement
clarified that while major interest in the ownership and clfective control of the
ondertaking was sought 1o be in India’s hands, the industrial pohicy had provided for
exceptions from this rule i national interest. Simitarly, there was no restriction on non-
Indians occupying posts in Indian companies requiring technical skifl and knowledge. At
the same time, the statement underfined the importance of traming and employment (o

Indians even for such posts in the quickest possible manner,

THE INDUSTRIAL (DEVELOPMENT AND REGULATION)
ACT, 1951

In 1951 the tndustrial (Development and Regulation) Act, (IDRA) was promulgated to
. . . . . 27
regulate the method and manner of issue of an industrial ficence™ as well as the terms

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 to be achieved by two nodal avthonties

= the pure legal sense. licenee is o kind of permission for doing an act. which athernise wonld be
untasviul and illegal. Industrinl ficence confers fegality to the undertaking of o manofacting activity in
respect of which sach hicensing, has been stipuiitted.




under the Act, calted the Central Advisory Council and the Development Council. Both
these authorities are created by notification issued by the Government of India and have
the status ot a corporaie body. While the [ormer functions purely as an advisory body the
tatter has well defined functions, enmerated in the sceond schedule to the Act™ The
regalatory objective is sought (o be achieved by varnous methods namely, requiring
registration of exiting industrial undertakings, licensing of certain activitics, conducting
of investigation into the working of scheduled industries, takeover of” management and
control of scheduled industrial undertakings, disposal of the underiakings so taken as per

the alternatives specified in the Act.

SCOPE OF THE ACT

. . . . . . . . . .M
Fhe Act applies only to those industries carried on in a factory, 1e, the manufacturing

activity pertaining to the scheduled industries only are covered under the act. But not all
manufacturing activities would be subject to the provisions of the Act. To come within

the purview of the Act, the manulacturing activity should be carried on in a factory™ ic.-

a) where the manufacturing activity is carried on with the aid of power il filly or
more workers are working or were working thereon on any day of the preceding
twelve months;

b) where the manufacturing activity is carried on without the aid of power il one
hundred or moré workers are working or were working thercon any day of the

receding twelve months.

The wdea of exempting the above type of factories is that they are too msignificant to be
conttolled or regatated and their production may not matter in overall context of

regutation. Morcover service industries are totally outside the purview of the Act.

* Section 5 & 6 of theAct. .
e} . 4 . . . . . . . . .
* Manufacturing™ would mcan bringing into cxistence a conunodity with a distinctive name. character or

usc.
* Section 3 (¢ ) of the Act
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REGISTRATION OF EXISTING INDUSTRIAL UNDERTAKINGS

The Act provides for the registration of existing industrial undertakings''. “Existing
Industrial Undertakings” has been defined to mean an industrial undertaking which is in
existence or for the establishment of which effective steps have been taken on the date on
which the activity has been brought within the purview of the Act by a statutory
amendment. For example, a new industry is added to the First Schedule to the Act by a
statutory amendment from say I December 2001, then all the industrial undertakings
which are alrcady in existence on I December, or all undertakings (hrough not in
existence, but for the establishment of which effective steps have been 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 (o take out a
licence, but offer themselves for registration under the Act and thus be subject to all

regulations under the Act.
LICENSING REQUIREMENTS UNDER THE ACT

The Act requires the owner of an industrial undertaking to apply for an industrial licence

for the fotlowing purpose:

a) for establishment of a new industrial undertaking
b) for manufacture of a new article™
¢) for effecting substantial expansion of its aclivities

d) for effecting change of location of the factory

In addition to the above, under the following circumstances also an industiial icence has

to be applied for:

section 10
Y Section 11
Y Seciion 1A
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a) where a cernificate of registration carlier granted has been revoked and the
business of the undertaking is required to be carried on

by where the industrial undertaking was required to be registered but the undertaking
did not get itself registered within the time stipulated for the pur;msc,a‘nd it wants
to carry on the business of the undertaking nevertheless

c) where the provisions of the Act did not originally apply to the undertaking, but
became applicable subsequently for any reason whatsocver, and the undertaking
desires to carry on its activity beyond a period of three months

d) where the undertaking has been exempt from licensing by a notification under tha
Act and later exemption has been withdrawn, such an undertakimg deswres to carry

on s activities turther

In the above four cases, the undertakings apply for what is known as the “carry on

business licence”.

REGULATORY POWERS

The Act contains the following regulatory powers, namely:-

a) conducting ol investigation into the working of scheduled undertakings
b) issuing directions after such mvestigations
¢ Aaking over the management and control of scheduled industrial undertakings
d)y managing the undertakings 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 of India docs not take over

management ol any industrial undertaking under the Act i view of (he fact that the
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experience in this regard in the past has had a serious implication of Government funding

the units and dealing with labour related issues.

INDUSTRIES REQUIRING COMPULSORY LICENSING UNDER
THE ACT

There are cltectively only 6 industries which require licensing compulsorily, namely:-

a) Distillation and brewing of alcoholic drinks

b) Cigars and cigarettes of tobacco and manufactured tobacco substituies

c) Electronic Aerospace and defence equipment: all types

d) Industrial explosives including detonating fuses, safcety fuses, gun powder,
nitrocellulose and matches.

¢) ITlazardous chenicals

0 Drugs and Pharmaccuticals

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 come to a close by
then. The policy has also to be seen in the context of the fact that the Constitution of
India had declared securing justice, liberty, equality and Iraternity and further in the
context of the fact that the Constitution provided for a set of Dircctive Principles of State
Policy for ensuring social, cconomic and political justice. The hightights ol this policy

e -

@) 1 recognized the coneept of mixed economy where both the state and the private
sector would have defined roles in the industrial development of the country.
b) A list of industries, which would be the exclusive responsibility of the State, was

drawn up specifying 17 industries.
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¢) A sccond category of industries consisting of 12 industries in all was also
specified wherein the state was to increasingly establish new undertakings. At the
same lime, the private enterprise was also to have equal opportunity to develop in
this field either on its own or with State participation.

d) All the remaining industries were to fall in the third category in which the
initiative and enterprise will be entirely left to the private scctor. At the same

time, it was open lo the State to start any industry even in this category.

The policy remlorced its Faith tn the mixed economy and embraced the approach ol
planned cconomic development in the efforts towards setting up a modern industrial

ceonomy.

INDUSTRIAL LICENSING GUIDELINES, 1970

The Cabinet, in the year 1970, announced certain guidelines which were by and larpe in
the context of the new law which was enacted to regulate monopolies and regulate the
activities of large industrial enterprises, namely the Monopolies and Restrictive Trade
Practices Act, 1969 The MRTP Act sought to define monopoly and farge industrial
houses i terms ol the control over assets and control over market power. The whole
exercise that preceded the enactment of the MRTP Act was intended to ensure that there
was no conceitration of economic power to the common detriment and that the material
resources of the country were so distributes as to subserve the common good. Therefore
the 1970 Industrial licensing guidelines laid special importance to exports, promotion ol
small scale industries and drew up scheme of export obligations in certain cases. The

highlights of the policy were:-

a) Exports [rom small-scale industrics to be developed to the maximum extent.
by MRTP undertakings to participate mainly i core, heavy imvestment sectors
¢) Minimum export obligations in the case of MRTP undertakings to be 60% of the

additional production,




d) MRTP undertakings to undertake 75% export commitiment in case they enler
arcas where the products are reserved for the small-scale sector,

¢) Hhgh priority to be accorded to export oriented units.

FOREIGN EXCHANGE REGULATION ACT, 1973

Exchange control regulations in India have come a long way since they were first
introduced in 1939 under the Defence of India Rules. They were enacted info a statute in
1947 known as Foreign Exchange Regulation Act, 1947 (FERA, 1947). The Act was
completely overhauled in 1973 and replaced by a brand new Act known as Foreign
Exchange Regulation Act, 1973(FERA 1973). The Foreign Exchange Management Act,
(FERA) 1973 was an act to regulate dealings in foreign exchange and Toreign securities
with the objective of conservation ol foreign cxclmhge resources of India and its proper
utithization i the economic development of India. It was a very stringent act. Unlike other
faws where everything is permitted unless specifically prohibited, under FEERA nothing is
permitted unless specifically permitted. Hence the tenor and tone of the Acl is very
drastic. [t provided for imprisonment for violation of even a very minor offense. Under
this act, a person was to be presumed guilty unlcss he proves himsell” innocent whercas
under other laws, a person is presumed innocent uniess he is proven guilty. Therelore one
had to be very careful while dealing in foreign exchange and cnsure that all fegal

sompliances are carried oul.
a

FERA imposed restricion on every dealing involving foreign exchange. No dealing in
forcign exchimge was permitted unless allowed by the RBL Under scetion 8, except with
the previous general or special permission ol the reserve bank, no person, other 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 from, or
sell, or otherwise transfer or exchange with any person not being an 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 money changer or othenwise,

could enter into any transaction which provided for the conversion ol Indian currency




into foreign currency or foreign currency into Indian currency at rates of exchange other

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

FERA imposed restrictions on the dealing and investing outside India of Indian
securities. It also imposed restrictions on dealing and imvesting in forcign seeurities in
India and averrode the provisions of the Companies Act also i this connection, The Act
imposed certain restrictions on the appointment ol certain persons and companies and
agents of technical o1 management advisers in India™. A person resident outside India,
whether a citizen ol 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, except with the general or

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

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

Where any such person or company acted or accepted appointment as such agent without

. . - . . . b
permission of Reserve Bank, such acting or appointment was 1o be void '

FERA restricted the establishment of business of place in India.™ A person resident
outside India, whether a citizen or not, or a person who is not cilizen of India but is
resident v India or company (other than banking company ) which is not incorporated
under law in force in India or any branch of such company couldnot except with general

or special permission of the Reserve Bank :

1) Carry on in India or establish in India a branch office or other place of business for
carrying the activittes of a trading, commercial and industrial nature other than activity

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

2)Acquire the whole or any part of any undertaking in India of any person or the
company carrying on such trade, commerce or indusiry or purchase the share of such

company m India,

M Section 28
B rd
3 Section 29 of the Act.
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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. Hlustratively, in the
mid-80s, some  fiberalization of policics and procedures pertaining to new  FDI,
technology transfer ete. was attempted. Still, the restriction on the foreign cquity
ownership (to a maximum ol 40%) continued, thereby implying that effective control of
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 FDI

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

The principal factors which were responsible for the indifferent attitude ol 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 foreign technology
agreements (in the form of: contractual provisions, low royalty rates, higher tax liability,

inappropriate norms for lump sum payments etc.).

It is here that the Industrial Policy of 1991 and its subsequent revisions and
modifications, made radical departures from the past, especially in formulating a policy-

environment conducive to FDL

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 halt years of policy instability and political uncertainty. The policy was
announced in the context of the fact that a deep and pervasive economic crisis had over-
taken the country, the credit rating of the country was at its towest ¢bb, 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 led 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
be averted by borrowing from the IMF under sténdby arrangements and other emergence
measuers taken by thé Government to restrict imports. In June 1991, a new government
headed by Mr. P.V. 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 (N1) was announced on 24" 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
command 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 :

(1) Industrial licensing was abolished for all industries other than 18
industries (now reduced to 15).

(i)  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 investinent up:to 51% was
permitted.

(iv)  Location policy was relaxed in non-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 priority industries subject to certain limits under the automatic

permission route of the Reserve Bank.
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(vit)

(vin)

(ix)

(x)

Sick companies in the Public Sector were to be either wound up or
referred to the Board for Industrial and Financial Reconstruction
(BIFR).

Regulation over large industrial houses and dominant undertakings
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.

Free permission of repatriation of earnings and remittances of profits,
except in the case of some specified consumer goods industries and
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., doubtlessly,

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 FD1 FLOWS (IN RS MILLIONS)

CATEGORY 1991 1992 1993 1994
(first
quarter)

1. Direct Investment’’ | 3,514.3 6,752.2 17,860.0 5,939.1

2. Of which NR1 1,602.5 1,496.9 1,817.4 1,817.4

Investment

3. FD1(1-2) 1,911.8 5,2553 12,264.0 4,121.7

4. Monthly average of 3 | 159.3 4379 1,022.0 1,373.9

Sounrce: Reserve Bank of India

37

Excluding Portiolio Investment
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FOREIGN EXCHANGE MANAGEMENT ACT, 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 of FEMA 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

towards greater openness vis-a-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 from 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 ol 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 FERA, violations of the FEMA would not attract
crininal proceedings. And, two, any contravention of the provisions of the proposed Act
would attract a penalty, after the process of adjudication is gone through, up to twice the
amount involved in such contravention. Where the mount involved is not quantifiable, the
penalty would be up to two lakh rupees®®. This makes a departure from the FERA, where
the penalty was five times the amount involved in the contravention and simultaneous

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

™ Section 13 of Foreign Exchange Management Act, 1999




given the discretionary power to suspend the operation of the Act if it considers it

necessary to do so in public interest®.

Under the FEMA, the Reserve Bank of India is authorized to make, by notification,
regulations to carry 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 notifted thereunder.

¥ Section 40
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CHAPTER 11: GENERAL QUTLINE O THE POLICY
REGARDING FOREIGN DIRECT INVESTMENT

There are essentially two types of foreign collaborations which involve direct investment

in shares of Indian 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 coliaborator with due compensation for the same.

Whether it 1s technical collaboration or financial 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 enterpﬁses would have the freedom to remit profits and repatriate capital,

subject to foreign exchange considerations.
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Foreign direct iﬁvestment is freely allowed in all sectors including the services sector,
except where the existing and notified sectoral policy does not permit FDI beyond a
ceiling. FDI 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, 2000* provide that a person resident outside India (other than
a citizen of Bangladesh or Pakistan or Sri Lanka) or an entity outside India, whether
incorporated or not, {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 1*! (o the notification.
AUTOMATIC ROUTE

An Indian company which is not engaged in any activity, or in any manufacturing of
items included in annexure’, may issue shares or convertible debentures to a person
resident outside India, referred to in paragraph 1 of the schedule upto the extent specified,
subject to the compliance with the provisions of Industrial Policy and Procedures as |
notified by the Sccretariat for Industrial Assistance (SIA) in the Ministry of Commerce

and Industry, Government of India, from time to time, provided-

“ para 5(1). Notification No. FEMA 19/2000-RB, dated 3" May, 2000

! Hercinafter referred to as schedule.

2 Annexure A to Schedule 1 of Foreign Exchange Management (Transfer or Issuc of Sccurity by a Person
Resident ontside Indin) Regulations, 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 policy*’ notified by Government of India 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 B**.

According to the “Manual on Industrial Policy and Procedures in India”, February 2000,
issued by SIA, all new ventures regarding items/ activities for FDI/NRI/OCB investment
up to 100% fall under the Automatic Route except: -

a) all proposals that require an Industrial Licence which includes (i) the item
requiring an Industrial Licence under the Industries (Development and
Regulation) Act, 1951; (1) foreign investment being more than 24% in the equity
capital of units manufacturing items reserved for small scale industries; and (1ii)
all items which require an Industrial Licence in terms of the locational policy

notified by Government under the New Industrial Policy of 1991.

* 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, Electromes, Computer
software and Printing (and anv other industry which may be notified in future as "non polluting industry")
are exempt from such locational restriction. Relaxation in the aforesaid locational restriction is possible if
an industrial license is obtained as per the notified procedure”. 1t further provides that, “the location of
industrial units is further regulated by the local zoning and land use regulations as also the environmental
regulations. Hence, even if the requirement of the locational policy is fulfilled, if the local zoning and tand
use regulations of a State Government, or the regulations of the Ministry of Enviromment do not permit
setting up of an industry at a location. the entrepreneur would be required to abide by that decision.

* Annexure at the end regarding sectoral cap on investment by persons resident outside India.




b) all proposals in which the foreign collaborator has a previous venture/tieup in
India.

¢) 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 in

which FDI 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 EOU/EPZ/SEZ/EHTP/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 FDI/NRI/OCB investment 1s also available
to the existing companies to induct foreign equity, For existing companies with an
expansion programme, the additional requirement are that (1) the increase in equity level
must result from the expansion of the equity base of the existing company without
acquisition of existing shares by NRI/OCB/foreign investors, (it) 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
eiigibility 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 wifh 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.
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The 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 ADB*, IFC*’, ¢DC*",
DEG"Y. etc in domestic companies is permitted through automatic route subject to

SEBI/RBI 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 1s available to NRIVOCB investment also.

A company which is a small scale industrial unit®™® and which is not engaged in any
activity or in manufacture of items included in annexure Al 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

* 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.

% Asian Development Bank.

" International Finance Corporation.

* Commonwealth Development Corporation.

* Deustche Entwicklungs Gescelschafi.

0 An industrial undertaking is defined as a small scale unit if the investment in fixed asscts in plant and
machinery does not exceed Rs 10 million

! Annexure A to Schedule | 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 FDI/NRI/OCB through the FIPB

shall be necessary:-

a)

b)

c)

d)

All proposals that require an Industrial Licence which includes (i) the item
requiring an Industrial Licence under the Industries (Development and
Regulation) Act, 1951, (i1) 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.

All proposals in which the foreign collaborator has a previous venture/tieup .
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 1T sector.

All proposals relating to acquisition of shares in an existing Indian company in
favour of a foreign/NRI/OCB investor.

All proposals falling outside notified sectoral policy/caps or under sectors in

which FDI is not permitted.

Areas/Sectors/Activities hitherto not open to FDI/NRI/OCB investment shall continue to

be so uniess otherwise decided and notified by Government.
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For greater transparency in the approval process, Government have announced guidelines
for consideration of FDI proposals by the FIPB. The sector specific guidelines for FDI

and Foreign Technology Collaborations are also stated.

FDI APPROVALS (IN CRORES)

PERIOD AMOUNT MONTHLY %CHANGE
AVERAGE

Jan 1981-Dec 1990 1,1,51 9.6 -

Aug 1991-July 1992 1,950 , 162.5 159.2

- Aug 1992-July 1993 7,220 601.6 270.2

Aug 1993-March 1994 | 5,170 646.2 (-7.41)

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 in case of trading companies for the following
activities:
a) exports;
b) bulk imports with export/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 thud party wuse or onward

transfer/distribution/sales.

1) the following kinds of trading are also permitted, subject to the provisions of

EXIM policy:

a)

b)

c)

e)
B

h)

Companies for providing after sales services (that is not trading per se).
Domestic trading of products is permitted at the wholesale level by such
trading compantes who wish to market manufactured products o behalf of
their joint ventures in which they have equity participation in India
Trading of hi-tech items/items requiring specialized after sales service.
Trading of items for social sector

Trading of hi-tech/medical and diagnostic items.

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 1ts brand name.

Domestic sourcing of products for export.

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 vyears, and investment in setting up manufacturing facilities
commences simultaneocusly with test marketing.

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




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
ADR/GDR/FCCB

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 GDR/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 1ssue 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 in
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 1s 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/S1 per cent/74 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 investment 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. 1f the preference shares are structured without such conversion

option, they would fall outside the foreign direct equity cap.
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CHAPTER I1I: 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

b

It may do so through an Indian arm i.e. through a subsidiary company set - up n

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 of India’s rules and regulations

COMPLIANCE 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:-




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 in 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 comptlation 1s 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 V1 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 company™ through a branch

3 Foreign Companies means a company incorporated in a country outside India under the law of that other
country and has cstablished 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 QFFICE

A foreign company can set up a liaison or representative office in India to test the Indian
Market. It 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 can be done through a liaison or representative office. A liaison office’* 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 ;ﬁossiblc 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
office™ 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.

1 “Liaison Office” means a place of business to act as a channel of communication between (he principal
place of busincss or head office by whatever name called and entities in India but which docs not undertake
any commercial/trading/industrial activity, directly or indirectly, and maintains itscll out of inward
remittances received from abroad through normal baunking channel”. Clause 2(e), Foreign Exchange
Managemen( (Establishment in India of Branch or Office or other Place of Business) Regulations. 2000

* ~Project office™ means a place of business to represent the interests of the forcign company exceuting a
project in India but excludes a liaison office.

¢ 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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BRANCH 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

A%

To conduct research work in the area in which the parent company is engaged

\%

To undertake export 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

companies.

A branch office is not allowed to carry out manufacturing, processing 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 financial position of the company while scrutinising the application.
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specific 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 o investments in the capital of a

firm or proprietary concern in India.

INVESTMENT BY NRIs/OCB IN SHARES/CONVERTIBLE
DEBENTURES ON NON-REPATRIATION BASIS

Non-resident Indians (NRIs) and Overseas Corporate Bodies (OCBs)™ 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 NRI/OCB should designate a branch of an authorized dealer for routing of

the investment transactions.

™ The term “overseas corporale body™ means a company, partnership firm, socicty or other corporate body
owned directly or indircctly (o the extent to at least 60% by non-resident Indians and includcs overscas trust
itt which not less than 60% of the bencficial interest is held by non-resident Indians directly or indirectly
but irrevocably.
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(c) The total investments by each NRI/OCB 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.

(¢) The total aggregate paid-up shares of any company purchased by all NR1s/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 NRIs/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 ee‘ich series of debentures purchased by all NR1s/fOCBs
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.
PAYMENT 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: if 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 in
NRE/FCNR/NRO/NRNR/NRSR account of the NRI/OCB concerned maintained in

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 NRIs under the OCB becoming less than 60%.

This a voluntary compliance expected of OCBs.

REPORT TO BE SUBMITTED TO RESERVE BANK BY
AUTHORIZED DEALER

The designated branch through whom purchase/sale is taking place is under obligation to
furnish to the Chief General Manager of the Reserve Bank of India (ECD), Central Office

Mumbeal, 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 NRI/OCB. This is for the purpose centralized monitoring

and control by RBIL.
REMITTANCE OF SALE PROCEEDS OF SHARES BY NRIs/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 NRI/OCB investor if the funds for purchase of the time
of imitial investment were from the NRSR Account or to be credited;
(b) To his/its NRO/NRSR Account, where the shares/debentures were purchased on

non-repatriation basis or
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(¢} At the NRI 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 repatriation basts.
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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 st 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 guidelines are as follows:

BANKING

NRI 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
companies including multilateral financial institutions. Multilateral institutions are
allowed to invest within the overall foreign direct investment cap of 40% in case of

shortfall in foreign direct investment contribution by NRls.

Non Banking Financial Companies (NBFC): FDI /NRIVOCB investments allowed in the
following 17 NBFC activities: merchant banking; underwriting, Portfolio Management
Services,Investment 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 activitiecs: US$ 0.5

million, to be brought upfront.
For fund-based NBI*Cs:

1. For FDI upto 51% - US$ 0.5 million to be brought upfront

[

For FDI above 51% and upto 75% - US$ 5 million to be brought upfront
3. For FDI above 75% and upto 100% - US$ SO million out of which US$ 7.5

million is to be brought upfront and the balance within 24 months.
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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

FDI upto 40% permitted in domestic airlines; however, no direct or indirect equity

participation by foreign airlines is allowed. Upto 100% investment by NRIs /OCBs is

allowed in domestic airlines.

TELECOMMUNICATIONS

FDIL up to 100% is allowed with some conditions for the following activities in the

Telecom sector :

1) ISPs not providing gateways ( both for satellite and submarine cables ),
2) [Infrastructure providers providing dark fibre ( IP Category 1)
3) Electronic Mail and

4y Voice Mail.

FD1 upto 74% is permitted for the following telecom services subject to licencing and

security requirements:-
1) Internet service providers with gateways

2) radio paging

3} End-to-end bandwidth.
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PETROLEUM

I Under the exploration policy FDI upto 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%

s

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% wholly owned subsidiary is permitted for investment/financing.

7 For actual trading and marketing, minimum 26% Indian equity is required to be

brought in over S years.

All approvals are under the Specific Approval Route only.

HOUSING & REAL ESTATE

No foreign investment is permitted in this sector. However, NRIs/OCBs are allowed to

invest in the following:

Development of serviced plots and construction of built up residential premises.

2. lInvestment 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. lnvestment in participatory ventures in (1) to (5) above
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7.

Investment in housing finance institutions.

COAL AND LIGNITE

t2

Private Indian companies setting up or operating power projects as well as coal or
lignite mines for captive consumption are allowed FD1 upto 100%.

100% DL 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.

FDI upto 74% is allowed for exploration or mining of coal or lignite for captive
consumption.

In all the above cases, FDI 1s allowed upto 50% under the automatic route subject

to the condition that such investment shall not exceed 49% of the equity of a 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 A domestic VCF/VCC may not invest in excess of 5% of its paid up corpus, in

any 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 tor third party use or onward transfer / distribution/sales.

t-J

The following kinds of trading are also permitted, subject to provisions of EXIM
policy. Companies for providing after sales services (that 1s 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 on technology provided
and laid down quality specifications, a company can market that item under its
brand name Domestic sourcing of products for exports. 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.

INVESTING COMPANIES IN  INFRASTRUCTURE
/SERVICE SECTOR

In respect of companies in the infrastructure/service sector, where there is a prescribed

cap for foreign 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.

ATOMIC ENERGY

The following three activities are permitted to receive FDI/NRI/OCB investment through
FIPB:

1. 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 following FDI participation is permitted:

I. Upto 74% in both pure value addition and integrated projects.

12

IFor pure value addition projects as well as integrated projects with value addition
upto any intermediate stage, FDI1 is permitted upto 74% through joint venture
companies with Central / 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

. DI upto 74% in the case of bulk drugs, their intermediates and formulations
(except 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 drﬁgs 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

FDU upto 100% under automatic route is permitted in projects for construction and
maintenance of roads, highways, vehicular bridges, toll roads, vehicular tunnels, ports

and harbours.

HOTELS & TOURISM

100% FDl 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 transport agencies, units providing facilities for cultural, adventure and wild life
experience (o tourists, surface, air and water transport facilities to tourists, leisure,
enlertamnment, amusement, sports, and health units for tourists and convention / Seminar

units and organizations.

Automatic route is available upto 51% subject to the following parameters. For foreign

technology agreements, automatic approval is granted if:

1. 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 ftee, and
3 upto 0% ol gross operating profit is payable for management fee, including

incentive fee.

81




MINING

I. 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

FDL 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, Upto 74% FDI in advertising sector.
20 Upto 100% EDV m film 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 in films, TV, music, finance and
insurance would be permitted.
2. The company should have a minimum paid up capital of USS 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$ 1 million in other cases.
4. Debt equity ratio of not more than |:1, t.e., domestic borrowings shall not exceed

equity

Provistons of dividend balancing would apply. In all other sectors/ activities, there is no
upper linit 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 specific approval

process.

POWER

Foreign Investment in 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 Indian Private sector participation

with FD1 permitted upto 26%. both subject to licensing.




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
cntreprencurial assistance, investor facilitation, receiving and processing all applications
that require Government approval, conveying Government decisions on applications
filed, assisting entrepreneurs 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 of Industry.

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
imvestor friendly agency, it provides information and assistance to Indian and foreign
companies in setting up industry and making investments. It guides prospective
entreprencurs and dissemiates 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

Cases where 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
the intention of the government to issue an industrial licence to the applicant if the terms

and conditions specitfied 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
years i order to enable the applicant to take steps to finalize foreign collaborations, tie-

. “ - . f . . st
up inports and arrange for 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 vahidity of Letter of Intent cannot be extended bevond tive years

from the date of issuce.
ENTERPRENEURIAL 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 extends this facility 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 industrial approvals.

* Licensing, Procedure Simplification-Increase in initial validity period of Letters of Intent under IDRA.
Press nofe no. 15 (1988 Scries) di. 10.6. 1988 issucd by the Department Industrial Development.




INVESTMENT PROMOTION AND INFRASTRUCTURE
DEVELOPMENT CELL

In order to give further impetus to facilitation and monitoring of investment, as well as

tor better coordination of infrastructural requirements for industry, a new cell called the

“Investment Promotion and Infrastructure Development Cell” has been created. The

functions ol the cell include.

a)
b)

c)

d)

n

k)

Dissemination of information about investment climate in India;

Investment facilitation:

Developing and distributing multimedia presentation material and other
publications;

Organizing symposiums, seminars etc on investment promotion;

Liaison with State Governments regarding investment promotion;

Documentation of single window systems followed by various states;
Match-making service for investment promotion;

Coordination  of progress  of  infrastructure  sectors  approved  for
mvestment/technology transfer, power, telecom, ports, roads etc.;

Facilitating Industrial Model Town Projects, and Industrial Parks;

Promotion of Private Investment including Foreign Investment in the
infrastructure sector;

Compilation of sectoral policies, strategies and guidelines of infrastructure
sectors, both in India and abroad; and

Facilitating preparation of a perspective plan on infrastructure requirements for

industry.

PROJECT MONITORING WING

The Project Monitoring Wing has been created with the Investment Promotion and

infrastructure Development Cell with a view to monitoring the implementation of

86




projects approved and lor 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
EDI, 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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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 Cell” has been created. The

functions of the cell include;

a)

b)

c)

d)

g)

h)

i),

k)

)

Dissemination of information about investment climate in India;

Investment facilitation;

Developing and distributing multimedia presentation material and other
publications;

Organizing symposiums, seminars etc on investment promotion;

Liaison with State Governments regarding investment promotion;

Documentation of single window systems followed by various states;,
Match-making service for investment promotion;

Coordination of progress of infrastructure sectors approved for
imvestment/technology transfer, power, telecom, ports, roads ctc.;

Facilitating Industrial Model Town Projects, and Industrial Parks;

Promotion of Private Investment including Foreign Investment in the
infrastructure sector;

Compilation of sectoral policies, strategies and guidelines of infrastructure
sectors, both in India and abroad; and

Facilitating preparation of a perspective plan on infrastructure requirements for

industry.

PROJECT MONITORING WING

*? 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
ASSOCHAM, 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 etc. 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 FDI

would be brought in through special efforts.
WHAT MORE 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 companies 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
(FIIA)

Government has set up the Foreign Investment Implementation Authority (FI1A} in the
Ministry of Commerce & Industry. The FIIA facilitates quick translation of Foreign
Director Investment (FDI1) 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 FIIA is

headed by the Secretary (Deptt. Of Industrial Policy & Promotion) and is serviced by the
SIA

ROLE OF FIIA
The FIA takes steps to:

v

Understand and address concerns of investors;

v

Understand and address concerns of approving authorities;

4

Initiate multi agency consultations; and
Refer matters not resolved at the FIIA level to high levels on a quarterly basis,

including cases of projects slippage on account of implementation bottlenecks.
FUNCTIONS OF FIIA

The functions of the FIIA are as under:
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Expediting various approvals/permissions,

Fostering partnership between investors and government agencies concerned;
Resolve difference 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.

MODALITIES OF FUNCTIONING OF FIIA

The modalities of functioning of FIIA are as under:

a)

The FIIA 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 various

approvals/permissions are to be given on a project to project basis. FTC shall also

flag issues that need to be resolved by FIIA. Based on the inputs provided by

FTC, the FIIA 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.

The FIIA will imitiate 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.

The FIIA will act as a single point interface between the investor and Government
agencies including Administrative Ministries/State Governments/Pollution

Control Board/DGFT/Regulatory Authorities/Tax Authorities/Company Law

Board, etc.




d) The FIIA 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 FDI approval holders regardless of the quantum
ot investment.

e} The FUA shall also make recommendations from time to time on any issue
relating to the speedy implementation of FDI projects and also to provide

transparency in government functioning with respect to FDI 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 of India has to be made to the authorized dealer of
Reserve Bank of India. The Reserve Bank of India has now prescribed Form A-2* 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 this purpose the foreign investor will require Reserve Bank of
tndia’s permission for which an application has to be made in Form TS-1 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

" Cucular No 31, dated 5-12-1997.
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Dividend on shares held by foreign investors is fully repatriable subject to certain
conditions on dividend balancing”', wherever applicable. Interim dividend is also allowed

to be fully repatriated.

[ndian 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 prescribed by the Reserve Bank of India, namely RCD-1. The
form contains the fult details of all the documients 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

¢) one copy of the application in Form RCD 1 should be forwarded to the Reserve
Bank within whose jurisdiction the Head/Registered Office of the company is

situated.

' The condition of dividend balancing has been removed with effect from 14" July. 2000.
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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 RCD 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
147 July, 2000 the condition of dividend balancing has been removed vide Press
Notification No. 7 dated 14" July, 2000 issued by the Ministry of Commerce and

Industry, Government of India.

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
collaboration 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
Chartered 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 of India.

The Indian company 1s 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 1s 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 for any change in the lumpsum amount payable, such supplemental
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c)
d)

e)

agreement or amendment letters must have been filed with the authorized dealer
and the Reserve Bank of India.

The payment of technical know how fee is always net of taxes.

[t should be made clear as to whether the lumpsum payment is towards the first
mstalliment or second mstallment or the third installment, as the case may be. In
case the nstallment is not the first instaliment, 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

The company should have paid the cess payable under the Research and
Development Cess Act due on the technical know how fee.

The Chartered Accountant/Chartered Engineer who gives the certificate in Form
TCK will also call for the collaboration agreement and examine the terms thereof
betore 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 1s enabled to give the certificate and based on that, apphcation 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™ may be divided

a)

b)

in the following two categories: -

Not permanently resident in India;

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

% The expression “foreigners™ does not include the foreign diplomats, the officials and staff (by whatever
name called) of an Embassy, High Commission, Legation, Commission, Consulatc. 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 of engagement in India is again divided into two categorics-

» Upto 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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d)

agreement or amendment letters must have been filed with the authorized dealer
and the Reserve Bank of India.

The payment of technical know how fee is always net of taxes.

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

The company should have paid the cess payable under the Research and
Development Cess Act due on the technical know how fee.

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 1s 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® 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

2 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 of engagement in India is again divided into two categories-

» Upto 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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b)

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
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 companies 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 and 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




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:

(1) residence in India;
(i) receipt of income in India;,
(n1)  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 1s 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 of India, 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 ornigin within the meaning of
Explanation to clause (e) of section 115C, 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

(1) 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 speaking, the status of Foreigners in India will be that of ‘not

ordinarily resident’.”
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A corporate body would be a ‘resident” when
(1 it is registered in India; or

(1) the control and management of its affairs is situated wholly in India.

The expression “Control and Management” means defacio 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 China®,
has held that a company in liquidation 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
liguidator who is empowered to do all acts and deeds for winding up subject to sanction

and control of the Cdurt.

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 1s his total

income during the year of evaluation, to the following extent only:

(1) the income which 1s received or deemed to have been received in India in the
year of evaluation, either by him or on his behalf; and
(1) the income which accrued or arises or is deemed to accrue or arise to him in

india.

RECEIPT QF INCOME 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

64

India®. A receipt may be in money or money’s worth; L.e. a receipt may be in kind as

well as in cash. It may be an actual receipt or a constructive receipt (a constructive

53 (1985) 154 ITR 617 (Cal)
8 CIT v. 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 is remitted to India, it would not be treated as

income received in India because 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 paéses on from the seller to the purchaser. The title to the goods passes

from the seller to the purchaser under the following conditions:

(i) where the contract of sale is unconditional and is for goods ready for dispatch, |
at the place where the purchase order is accepted;

(i)  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 Lid. v.
CIT%}; and

-

% (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) 1ncome 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 immaterial whether the income is earned in India or received

in India or not.

CATEGORIES OF INCOME CHARGEABLE TO TAX

Where tax incidence arises in the case of

Resident or

Resident but not

Non resident

India (whether received in India or

outside India) i

resident and ordinarily

ordinarily resident

resident
Income received in India (whether Yes Yes Yes
accrued in or outside India)
Income deemed to be received in India | Yes Yes Yes
(whether accrued in or outside India)
Income accruing or-arising in India Yes Yes Yes
(whether received in India or outside
India)
Income deemed to accrue or arise in Yes Yes Yes
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h) Operating industrial park
1) 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 QF 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. 1f 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 2001, 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 bsoadly 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 1* APRIL 1976

INITIAL LUMP SUM

Section 9(1)(vi)*”’ 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 1** 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" April, 1976. In this context,
where the agreement was entered into on 16™ December, 1975 but the same was modified
on 24 August, 1976, it was held that agreement would be taken as entered into before 1%
April, 1976, and the royalty will not be taxable in India if the prescribed conditions of the

proviso are fulfilied”’.

-

* The provisions of section 9(1)(vi) are reproduced below:
“The following incomes shall be deemed to accrue or arise in India-
Inconic by way of rovalty payable by-
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 earing any income from any source
outside India; or
¢) a person who is a non-resident. where the rovalty 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.
Provided that nothing contained in this clause shall apply in relation to so much of the income by way of
royalty as consists 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 trade mark or similar property, if such income
is pavable in pursuance of any agreement made before the 1% day of April, 1976, and the agreement is
approved by the Central Government.”
" CIT v, Shri Krishna Qi Complex Ltd., (2000) 242 1TR 48 (AP)
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A combined reading of section 9(1)(vi) and the proviso to that section clarifies that no
income shall 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 resp.ect 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* April, 1976, and

the agreement is approved by the Central Government’".

ROYALTY AND 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 1* April, 1976, and approved by :
the Central Government. For this purpose, an agreement made on or after 1™ 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 amendmert seeks to provide that income by way of fees for technical services
payable in pursuance of an agreement made before 1" April, 1976, and approved by the
Central Government shall not be deemed to accrue or arise in India under section

9(1){vii) of the Income-tax Act.

" CITv. Kova Seiko Co. Ltd., (1998) 233 ITR 421 (AP)
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Therefore, in order to tax fees for technical services payable in pursuance of an
agreement made before 1" 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 g‘)erformed by the foreign participants in India and the

payment is also received by them outside India, royalty would not be taxed in India’.

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 an agreement entered into before 1 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
connection” 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

2 CIT v, Ruti Machinery Works Ltd., (2000) 243 1TR 442 (Mad)
"3 ~Business connection” 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 gains. and some activity in India, which contributes directly or indirectly to the
caming of those profils of gains. It predicates an element of continuity between the business of the non-
resident and the activity in India-a stray or isolated transaction is normally not regarded as business
connection. The term business connection normally contemplate-

a) abusiness in India

b) a connection between the non-resident person and that business, and

c) adirect or indirect eamning of income by virtue of or through that connection.
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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 1s reasonably attributable to the operations carried out in India.

AGREEMENTS MADE ON OR AFTER 1** APRIL, 1976
ROYALTY

The term “royalty” is defined in Explanation 2 to section 9(1)(vi) of the Income-tax Act

as follows:

“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 —

(1) the transfer 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;

(1) 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;

(i)  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 use or right to use, any industrial, commercial or scientific 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 broadcasting, 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 1s 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 make 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” ™.

" Hindusthan Flectrographites Ltd. v. 1.4.C., (1984) 145 TTR 84 (MP).
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Rates of Tax : Section 115-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 31" May, 1997. For
agreements made on or before 31% May, 1997, the rate of tax was 30%. This rate of 30%
was introduced with effect from 1% April, 1987. Upto 31™ March, 1987, the rate was
40% but in case of lump-sum payment the rate was 20%. The uniform rate of 30% (on

all types of royalty) was introduced w.e.f. 1* April, 1987.

FEES FORTECHNICAL SERVICES

Section 9 seeks to tax income byway of fee for technical services rendered by the non-

restdent 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 1n 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 receives 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 foreigners, 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 31stMay,
1997 and 30% in ca;e of agreements made on or before 31% May, 1997. The rate of 30%
was introduced from 1" April, 1987. Prior to this the rate was 40% of the gross amount

of fees received by a foreign company.

DIVIDEND/SHARE QF 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 i1s in India, the receipt of shares mounts to ‘receipt of

income’ in India.

THE TAX  IMPLICATIONS 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 01.0 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 1s 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 expendi.ture, 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.

TECHNICAL 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

120




in nature because no advantage of enduring value is derived by the assessee’””. The
Supreme Court in Jonas Woodhead and Sons (India) Lid. v. CIT’®, has laid the following
tests to determine the question when an expenditure can be regarded as a capital or

revenue expenditure:

“The question whether a particular payment made by an assessee under the terms of the
agreement forms a part of capital expenditure or revenue expenditure would depend
upon several factors, namely, whether the assessee obtained a completely new plan with
a completely new process and completely new technology for manufacture of the product
or the payment was made for technical know-how which was for the betterment of the
product in question which was a/rr'zady being produced; whether the improvisation made,
is part and parcel of the existing business or a new business was set up with so-called
technical know-how for which payments were made; whether on expiry of 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 factory that has been set up with
the collaborafion of the foreign firm, the cumulative effect on a consiruction of the
various terms and conditions of the agreement; ;whether the assessee derived benefits
coming fo 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 infinife variety of
situational diversities in which the concept of what is capital expenditure and what is
revenue arises, it is not possible to form any general rule even in the generality of cases, |
sufficiently accurate and reasonable comprehensive, draw any clear line of
demarcation’. This court further held that there is no single definitive criterion which, by
itself, is demarcative, whether a particular outlay is capital or revenue. And, therefore,
the ‘once for all’ test as well as the fest of ‘enduring benefit’ may not be conclusive.
Consequently, the various ferms and conditions of the agreement, the advantage derived
by an assessee under the agreement, the payment made by the assessee under the
agreement are all fo be taken into account and then it has to be decided whether the

whole or a part of the payment thus made is capital expenditure or revenue expendifure.”

" CIT v. Simpson and Ca. Ltd., (1999) 239 ITR 83 (Mad)
" (1997) 224 ITR 342
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In CIT v LA.E.C. (Pumps) Ltd.”", where a payment was made to a foreign company for
granting a licence td’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 C/7" v Ciba of India Ltd’*. 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 without 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 § 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)
™ (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 S years liable to be terminated in 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.

) The stipulated payment was recurrent dependent upon the sales, and only for the

period of theagreement.

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




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
Lid v, CIT. (1982) 136 ITR 340 (DEL); CIT v. Power Build Ltd.,(2000) 244
ITRI9(GUJ)].  In the present day’s condition of rapid scientific development,
technological know-tiow 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 E]eéto Medical s v. CIT. (1987) 163 ITR 807 (MP), CIT.
v. Sudarshan Chemical Industries (P.) Ltd, (1986) 159 ITR 629BOM).

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 expenditure”.
THE YEAR OF ALLOWABILITY OF EXPENSLES:

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. CIT*, considered this issue at length. In the said case, payment to the

" CITv. Wavin India Ltd. (1999) 236 ITR 314 (SC)
9 (181) 127 I'TR 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 revenug 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 Woodroffe & Co. Ltd. v. CIT"', 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

¥ (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
endurtng 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 that are before the court.

In another case of (/7' v. Southern Structurals Ltd*?, 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, tree 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”. 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 depreciation™.

TECHNICAL KNOW-HOW FEES HELD AS A PLANT

(1977 110 ITR 890

S Jonas Woodhead & Sons (India) Lid. v. CIT. (1979) 117 ITR 35 (MAD- FB) and M.R. FElectronic
Components Lid, v. CIT, (1982) 139 ITR 305 (MAD)

“CIT v, Warner Hindustan Lid., (1999) 239 ITR 366 (SC)
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In CIT v. Elcon Engineering Co. Lid®, an interésting 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. CIT®. 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 Bon;bay High Court in Mahindra Ugine Steel Co. Ltd.",
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.** 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:-

(i) 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.

*(1974) 96 ITR 672 (Guj.)

% (1986) 157 ITR 86 (S@)

¥ (1993) 203 ITR 383

& (1986) 159 ITR 629(BOM)
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(i1) 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 m 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.

(i) 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 “book§” 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 CONSIDERATION FOR
TECHNICAL KNOW-HOW

In Eimco-K.C.P.Ltd. v. CIT®, 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 dtherwise, 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 Iforeign 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

. (2000) 242 ITR 639 (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*, 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 forgign 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 any one or more of the following

Services:

(1987 167 ITR 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
1s 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 tiie 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)(i1) of the Income tax dealing with accrual of salary income provides:

* The following income shall be deemed to accrue or arise in India .

(ii) income which falls under the head “salaries” if it is earned in [ndia.
Explanation:

For the removal of doubts, it is hereby declared that the income of the nature referred fo

in this clause payablg 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 and forms part of the service contract of employment,

shall be regarded assincome 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)(11) 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’' -
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.

*UB.P. Rayv. ITO, (1981) 129 ITR 295 (SC)
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EXEMPTION FROM TAX AVAILABLE WITH EFFECT FROM 1°T
JULY, 1995

An amendment was made in section 10(14) by the Finance Act, 1995, w.e.f 1™ 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 e 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 10(14)(1) 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 -
helper is engaged for the performance of the duties of an office or employment of
profit;

(e) any allowance granted for encouraging the academic research and training
pursuits in educational and research institutions;,

(h) 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 the purpose of clause (a), “aliowance 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 TAXATION AVOIDANCE AGREEMENTS

A foreign investor or company planning 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

(¢) 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 i1t 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



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 first 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 completaly avoided””. 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 {¢) and (d) is

specified in the following circular, issued by the Central Board of Direct Taxes.

Circular No. 108F. 131(9) 173 TPL, dated 20" March, 1973
Provisions for enabling the Central GGovernment (o enter into tax treaties with foreign

couniries for exchange of information for preventing evasion or avoidance of taxes and

recovery thereof.

Under Section 90 the Central Government is empowered to enfer into an agreement with
the Government of any foreign country for the avoidance of double taxation of income
and 1o make provisions for implementing the agreement by the issue of notification in the
Official Gazette. Some of the iax payers having transactions with ouiside countries
resort to dubious methods for evading their liability under the tax laws. Tax evasion is
thus closely linked with transaction involving over invoicing and under invoicing in
import and export business operations through secrei foreign bank accounts and
smuggling of valuable articles into and out of India. Cases of taxpayers who thwarl the
attempis of the administration to collect tax dues by either retaining their assets abroad
or fransferring them secretly oulside India are also not unknown. With a view 1o
enabling the tax adnzinislratf(m 1o tackle the problem of tax evasion having international
ramifications, the Finance Act, 1972 has substituted a new section for the existing
Section 90 in order to empower the Central Government (0 enter info agreements with
Jforeign countries not only for purposes of avoidance of double taxation of income but

also for enabling the tax authorities 1o exchange information for the prevention of

% Shell Company of India Limited v. CIT, (1964) 51 ITR 669 (Cal)
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evasion or avoidance of laxes on income or for investigation of cases involving tax

evasion or avoidance or for recovery of faxes in foreign countries on a reciprocal basis.

A consequential change has also been made in the provision of the Income-tax Act
relating to recovery of arrears of taxes by inserting a new section 2284. Where the lax-
treary provides for the recovery of taxes due fo the Government of one treaty country in
the other and the Government of the foreign country or any authority specified in this
behalf in the tax treaty sends the Central Board of Direct Taxes a certificate for the
recovery of any lax e in the Sforeign country, the Board has been empowered to send
the certificate 1o the Tax Recovery Officer within whose jurisdiction the property of the
defaulters is situated and thereupon the Tax Recovery officer will proceed to recover the
dues in the manner specified in the Income-tax Act. Likewise, if a taxpayer in India has
property in the foreign country, the Income-tax officer will be enable to send a certificate
to the Board, certifying the amount of arrears due from the tax-payer and thereupon the
Board will take action for the recovery of the dues in the foreign country in accordance

with the terms of the tax treaty.

The Companies (Profits) Sur-Tax Act, Wealth-Tax Act and Gift-Tax Act also contain
similar provision enabling the Central Government fo enfer into agreements with foreign
countries for the avoidance e of double taxation will respect to taxes levied under these
Acts. The corresponding provisions in these Acts have also been brought in line with the .

provisions of the Income-tax Act.

The above modifications have come info force with effect from 1.4.1972.
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
(1) 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”.




It is an established position 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 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 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 him™.
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 wnder 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.

% Arabian Express Line Ltd., of UK & Others v. Union of India, (1995) 212 ITR 31 (Guj)
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CHAPTER _ IX: DRAFTING OF  FOREIGN
COLLABORATION AGREEMENT

The collaboration agreement is essentially a contract between the Indian party and the
foreign collaborator,. It 1s 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 print 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
¢) in case of technical collaboration
» know-how fee payable
~ royalty payable
» technical service, personnel exchange for training
~ warranty/guarantees
~ buy back arrangements
# exclusive use of techni‘ology/sub-licensing etc.
~ mutual rights and obligations
d) in case of financial collaboration
» extent of equity participation

» 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

. N IR 3 Y
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 following aspects, namely-

a)
b)
)
d)

the nature of the product/project for which the collaboration is envisaged;
obtaining of approval of government/other authorities;

capital structure

raising of loans

composition of the Board of Directors

Reimbursement expenses

Voting rights/transfer of shares

Know how agreement

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: -




g)

definition of important terms used in the agreement-know how, plant, basic
engineering, equipments, patent rights, etc.
supply/transfer of technical know-how, design, drawings and documents;
Guarantees b;/ the seller (foreign party)
Grant of Licence-whether exclusive or in conjunction with any other party; if so,
for how many vyears etc.
Secrecy of the seller’s (foreign party) technical information — Buyers’ obligations
thereof
Warranty by seller in regard to patent rights
Price and payments consisting of-
(i)  Know-how
(1) Detailed engineering review
(1)  Improvements
(iv)  Tax aspects
(v) Instalments in which payments are to be made
(vi)  Opening of letters of credit, etc. to secure the payment
Parties” right to assign the agreement
Effective date of the agreement
Law governing the agreement
Arbitration of disputes

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
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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 :

Q) Meaning of technical services, know-how, etc

(1)  Level of personnel who would provide the technical service

(iti)  Scale of remuneration payabie

(iv)  Manner of payment of remuneration

(v) Conduct aspects of the technical personnel deputed to India

(vi) \N;hether the payment of remuneration will be net of taxes or not

(vil)  Working hours, stay, boarding and lodging, etc. aspects of the foreign

technical personnel visiting India.

AGREEMENT FOR TRAINING OF INDIAN TECHNICAL
STAFF ABROAD

[n any technical collaboration, there is a dire necessity for imparting of training to the
[ndian 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 :

(1) Number and level of trainees to be sent abroad

(1) Working hours and conduct

(itt)  Duration of training (training programme)

v Meeting of expenses of the trainees abroad.
g p

DISPUTES, DEFAULTS AND THEIR SETTLEMENT IN
TECHNOLOGY TRANSFER AGREEMENTS-LEGAL
ASPECTS °

140




DEFAULTS UNDER TECHNOLOGY TRANSFER AGREEMENTS

The technology transfer agreement is essentially a contract between the licensor (foreign
party) and the licensee (Indian 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
1s 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 licgnsee.
DEFAULTS 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
Indian 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) failur.e 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) 1llegal sub-licensing of the technology.
NORMAL REMEDIES 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 with 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.
SETTLEMENTOF 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
*

adrising 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 1n India. These subtle legal points deserve discussion at some length.
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CHAPTER I: ATTRACTING FDI THROUGH
INCENTIVES

INTRODUCTION

.
“To attract companies like yours ... we have felled mountains, razed jungles, filled
swamps, moved rivers, relocated towns ... all to make it easier for you and your business

16 o business here ™™,

Attracting FDI has become a poli'cy priority in many countries, both developed and
developing. Restrictions on FDI 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 manner”. They include measures specifically
designed either to increase the rate of return of a particular FDI 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 FDI, the general regulatory
and fiscal regime for business operations, the free repatriation of profits or national
treatment. While these policies certainly bear on the locational decision of Multinational

Corporations, they are not FDI incentives per se.

! An advertiscment placed in Fortune in 1993 by the Philippine government.

” A distinction needs to be made between incentive and a subsidy which is “a financial aid granted by a
government or other organization to an individual or legal entity for something that is considered to be of
some advantage to the public”. A subsidy may take the form of payment by the government or of the
government's forcgone revenue it would otherwise receive. While most incentives have, in one way or
another. a subsidy component. there are some (e.g. monopoly rights or market preferences) that do not
catail a {inancial cost to the governments.
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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:

[) 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 ingduce the prosp‘ective 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, i-nvestments will be made that would not be made in the absence of Y
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 territories’®. This might be true even if the investor would, in

" Sometimes referred to as the prisoner’s ditemma- a game theory where two players in the game can
choose belween two moves, cither “cooperate” or “defect”. The idea is that each player gains when both
cooperate. but if only onc of them cooperates, the other one. who defects, wilf gain morc. If both defect.
both losc {or gain very littlc) but not as much as the “chcated” cooperator whosc cooperation 15 not
returnied. The game got its namic from the following hypothetical situation- two criminals arrested under the
suspicion of having commitied 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
them and offer a deal: the onc 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 ek 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 can affect the spatial distribution of irv;festment, 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 1s 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 produ(;t) 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 increase 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 of FDI incentives can be distinguished:
FISCAL INCENTIVES

Their overall objective 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

other hand. will receive the full punishment, since he did not help the police, and there is sufficient proof. If
both betray, both will be punished. but less severely than if they had refused to talk. The dilemma resides in
the fact that cach prisoncr has a choice between only two options, but cannot make a good decision without
knowing what the other onc will do.
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between the home and the host countnies. 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 1s 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.

MAIN TYPES OF FISCAL INCENTIVES FOR FDI”'

Reduction of the standard corporate income tax rate; tax
Profit-based holidays, allowing losses incurred during the holiday period
to be written off against profits earned later (or ealier).

Capital Accelerated depreciation; investment and reinvestment

Investment based | allowance.

‘Labour based o | Reductions in social security contributions; deductions from
taxable earnings based on the number of employees or on

other labour related expenditure.

Sales based Corporate income tax reductions based on total sales.
Value added | Corporate income tax reductions or credits based on the net
based local content of outputs’™; granting income tax credits based

99
on net value earned””.

»

“ UNCTAD. Division on Transnational Corporations and Investment.

“-Net local content” is the value of sales less depreciation of capital equipment and value of imported raw
matcriads and supplies.

7 The net valuc camed” is the value of sales less the cost of raw materials and components, supplies and
utilitics. and depreciation of capital equipment.
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Based on OtheI
particular

expenses

Corporate income-tax deductions based on, for instance,

expenditures relating to marketing and promotional activities

Import based

Exemption from import duties on capital goods, equipment

on raw materials, parts and inputs related to the production

process.

_E;(port based

a)

b)

Output related e.g., exemptions from export duties;
preferential tax treatment of income from exports;
income tax reduction for special foreign exchange
eami'ng activities or for manufactured exports.

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

Government grants

A 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.
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participation

Government credit at subsidized | Subsidized loans; loan guarantees, guaranteed

export credits.

" Government equity participation | Publicly funded venture capital participating in

investments involving high commercial risks.

Government

Insurance

preferential rates

at | Usually available to cover certain types of risks
such as exchange rate wvolatility, 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 tp increase the profitability of a foreign affiliate by non-financial

means. Examples are certain subsidized services, preferential treatment on foreign

exchange, etc.

| MAIN TYPES OF OTHER INCENTIVES FOR FDI

Subsidized

infrastructure

dedicated

Includes provision at less than commercial prices of land,
building, industrial plants, or specific infrastructure such
as telecommunications, transportation, electricity and

water supply.

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

150




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;

granting of monopoly rights.

Preferential treatment on | Special exchange rates; elimination of exchange risks on

foreign exchange foreign loans; special concessions on the repatriation of

. earnings and capital.

*

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
may be granted before the conditioning element has taken place or retroactively after the

condition has been met,

Not only there 1s 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 the same benefit for the foreign investor may cost a government less or more,’
depending on the type of incentive used and how it i1s administered. In practice, however,
in the casc 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

incentives offered elsewhere or to compensate, e.g., for perceived higher structural costs.

PROMOTIONAL PROGRAMS

Investment incentives are one “pricing” technique governments have used to try to attract
investment, but thest 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, Iréland, 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

3) Techniques directed as servicing existing and prospective investors

Although governments tend to engage in all three types of investment promotion
activities to varying degrees most of the time, they usually concentrate their mix of

promotional activities at any one 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 for this is the large number of developing and emerging market economies that |
have 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 FDI. For example, China alone has moved from a policy of virtually
excluding FDIL, until 1979, to successfully attracting an annual FDI inflow of over $40
billion by the mid 1990s 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 FDL The crisis that emerged in Asia in 1997 has tended, if

anything, only to heighten those worries .

" Charles P, Oman, Policy Competition for Foreign Direct Investment: A Study of Competition among
Governments (o Attract FDIL available at hitp:/wwwi .oecd.org/daf/conference/oman.pdf. (May 24, 2002),
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There are two types of competition among countries to attract FD1. 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
property rights, strengthening the rule of law & improved judicial systems; the
establishment of “export-processing zone’s or special economic zones” with distinct
fcgislation from the rest of the country; the privatization of state owned enterprises;

o

market deregulation: and the liberalization of trade and investment policies.

Incentives-based forms of competition refer to fiscal and financial incentives. Common
Jiscal incentives include: a reduction in the base income tax rate a particular category of
ivestors must pay; tax holidays; exemptions from import duties or duty drawbacks;
accelerated depreciation allowances; investment and re-investment allowances, specific
deductions from gress 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 tor the investment project.

Another prominent form of incentive offered 1s profit repatriation. Companies enjoy
unconditional transferability of net profits or dividends; payment in respect to loan
servicing where a foteign 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
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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'®'. However lowering the cost of the main
factors of production was found to have an impact on investments for export. Investment
incentives such as tax holidays or direct cash grants to investors were found to influence
ivestment 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. d

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 FDI'® This study also added an important dimension to the
question: investors generally do not consider incentives as a determining factor in their
mvestmient 1f 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
countries, 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 offer 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
secems to support: that fiscal incentives (or more generally cost-reducing incentives) tend

to be clfective in two apparently different but basically similar situations: where the

mvestment decision is amonyg either:

~ Similarly attractive platforms for producing for export to other

markets, or

M Siephen E. Guisingeg and Associates. Javestment Incentives and Performance Requirements, 78 (New
York. Pracger, 1985),
(1SN

fed.
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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 1s very important.

The cticctiveness 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 of other countries to the increasing or decreasing of incentives by their

. . L4 > - . .
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,

~ in places where the other aspects of the business climate are also
favorable, and

~ where the incentives occur sooner in 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 ol issues facing national and regional policymakers throughout the world.

Perhaps even more important, the ease with which incentives can be granted imposes still
another cost: policvmakers tend to ignore the more difficult reforms that will have a
larger impact on foreign investment. These include relaxing constraints on investors (for

example, closed industries, domestic content requirements, domestic ownership




requirements), reducing bureaucratic barriers, remedying deficiencies in infrastructure,

and so on.
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CHAPTER II: TAX INCENTIVES FOR FDI

INTRODUCTION

“Tax excmption is ke a dessert. it is good to have, but il does not help very much if the meal is

net there ™.

Different countries have being taking various approaches to attract FDI due to the
assumed roles of FDI in these countries. These roles include, but are not limited to,
possibility for increased government revenue mainly through taxation'”®, employment
creation, improved balance of payment by increasing exports and/or reducing imports,
technology transfer, improved managenial and entrepreneurial skills, increased

competitiveness in the market, and linkage with the rest of the economy.

Amonyg the approaches taken by countries to attract more FDI include a general
improvement in the, investment environments in these countries like improvement of

infrastructure, hberalisation 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
mcreasingly 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

" Tax systems are used by the governments to achicve a varicty of policy and political objectives. A
revicn of tax systems across countrics and over time shows a remarkable degree of diversily in approaches
that have been faken m pursuit of these goals. Despite the diversity one can identify at a fundamental level
three mann roles or functions of tax system.

The most important role of a tax system is its revenue raising function. In addition to relying on the
{ssuauce of debt and creation of money, governments impose taxes to finance the cost of expenditures they
undertake.

Sccond. Gix systems have an important income distribution function. Individuals that arc better off than
others in tenus of their ability (o pay taxes measured by overall or compreheusive income, should pay
proportionalely more tax. For (his reason, most countries provide an exemption for some initial threshold
income amount and/or apply a progressive personal income tax rate schedule which taxes successively
higher bands ol income at higher marginal personal tax rates. This recognizes that a general perception that
the Lax svstem imposes a Tair lax burden across taxpavers is cssential to the cffcctive opceration of a
voluntiry compliance svstem of taxation.

FThird tas systems play an import resources allocation function.

157




multinational corporations. Therefore much of the pressure for accommodating changes
to fower host country tax burdens in order to attract capital is focused upon this tax. The
policy makers strive to ensure that their tax systems are internationally competitive and
that impediments to FDI1 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.

HOW FDI AFFECTS CORPORATE TAX REVENUE

;

FDI affects corporate tax revenue mostly through transfer pricing. To take for instance, a
multinational in a high-tax country producing a good with inputs from a branch in a low-
tax country. For iterfirm trade, the multinational has an incentive to overstate the price
ol iputs, 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'**
countries have adopted transfer-pricing'® 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,
nurelated seller would freely agree to transact), transfer pricing is part of corporate

reality.

WHY TAX INCENTIVES ARE USED TO ATTRACT FDI

The corporate income tax system may be used as a policy instrument to inﬂuence‘
cconomic behaviour including foreign direct investment. A variety of arguments have
been advanced for using 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& D and those tied to exports

" Organization for Economic Cooperation and Development.

" Transter pricing the practice of cither under-invoicing or over-invoicing transaction taking place
between a parenl cowmpaay and its subsidiaries. The aim of under-invoicing is to lower the costs of (he
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 artificially, in order to reduce profits and
avord taxation, or circumvent profit repatriation rules in the host country.
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are often recommended as a means to enhance the “international competitiveness”
of a country, by improving its ability to attract internationally mobile capital. This
view assumes that MNCs take tax incentives into account when making locational
decisions and that tax incentives operate at the margin to swing investment

decision in favour of the host country.

Success i attracting foreign capital 1s 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 forcign capital are often believed to improve a host country’s productivity o 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 incentives 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 ot other design issues.

“Market failyre” considerations

Tax incentives targeted at FD1 may be argued for in instances of “market failure”
~that 1s in instances where the operation of private markets is believed to fail in
yiclding a socially optimal level of investment. In theory, an efficiently low level
ol FDI may arise where there are spillover effects that are not incorporated into
private investment decisions. A classic example of positive spillovers 1s R&D.
Firms undertaking R&D generally ignore the positive spillover benefits that
accrue to others when they decide upon the amount of R&D to undertake, which

may 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 of new production processes and products, may be introduced to

encourage firms to increase their investments in these areas.

l'oreign investors generally would not be expected to take into account the
beneficial effect 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
that might not otherwise exists. While tax incentives hold out the possibility of
stimulating FDI and thereby granting spillover benefits including knowledge
transfer, new cmployment 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 tax incentives are introduced for this reason, or more generally to correct
for general market failure, there is in general no reason to target the incentive

solely towards FDL
Regional development and income distribution

Tax incentives may be targeted at investment in regions where employment is a
scrious problem, for example on account of remoteness from major urban centers,
tending to deprive up factor costs, or labour immobility or wages rigidities that
prevent the labour market from clearing. Operating from a remote area may mean
stgnificantly 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 suffer
from 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

relocate 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 agaim implies higher costs for prospective investors.

Tax incentives may be provided in such cases to compensate investors for these
additional business costs, Where the incentives are successful in attracting new
mvestment and/or forestalling the outmigration of foreign capital they may
contribute o an improved income distribution in the country. There may also
exist a policy desire to address regional income distribution concerns through
subsidizing employment through investment initiatives, rather than through direct

[ ]
income supplement programs.

Muacroeconomic consideration

Tax mceentives 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

1D, but to investment generally regardless of the residency of the investor.

Where tax encentives are used to provide counter-cyclical stimulation (by
encouraging investment and thus aggregate demand in the economy) they are:
often introduced as temporary measures. Temporary incentives offer the prospect
ol generating increased investment in short term relative to permanent incentives
to the extent that investors shift investment plans forward in order to benefit from
the tax relief Where such measures are used, they are typically announced and
then immediately introduced so as to not stall current investment plans. The use of

temporary measures raises a number of difficult timing 1ssues.
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Businesses can start 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’
positive cumulative profit on its operations. For large projects with huge start-up
costs, tax holidays, wﬁich start, when production occurs may actually increase the
tax paid over the life of the project. This therefore, becomes a disincentive to
invest. loss'es 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
when no taxes would have been paid in any event and taxes may be increased

lollowing the holiday because no losses are available to offset the profits.

Tax holidays are sometimes viewed erroneously as a simple incentive with a
relatively fow compliance burden. This perception tends to make this form of
icentive attractive, particularly to countries that are just establishing corporate
tax svstem. However, the simplification benefits can be greatly overstated and
may not exist at all. Provisions will be required to impose certain tax related
obligations. For long term investment projects, investors will typically be required
o keep recogds 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 not taxable is not artificially transferred to qualifying firms, can be
complex to administer and to comply with and may impose burdens on firms that

do not quality for the holiday itself.

A tax holiday may be 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
transler to domestic workers in key areas. Targeting by sectors or activity raises
problems of Row 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
the asscts of the company are employed in targeted area and to restrict holiday

henelits to income from the targeted sector/activity. Regional targeting may
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support 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
msulTicient 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 of FDL, it is often held out that targeting foreign investors

can provide access to external capital, skills, contacts.

Tax holidayware most attractive firms in sectors where profits are generated in
carly years of‘operationsm. However these tend to be activities that would likely
have occurred in any event and so incentives provide a windfall gain to investors
and a pure revenue loss with little or no additional investment and employment to
the host country. Moreover, where a tax holiday is necessary to attract mobile
activitics, 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 commitnients, where loss-carry over provision may be more beneficial.
From the host country perspective, tax holidays tend to be particularly
problematic in terms of revenue loss where significant business already exists in
targeted activities, given the incentive to create “new’” business from existing
»
ones, or to transfer inflated profits into qualifying firms, using a variety of tax-

pilaining techniques.

The main benefit of tax holidays is that they provide large benefits as soon as the
company begins carning income, and are thus more valuable than an incentive,
such as a lower corporate tax rate, that accrues more slowly over a longer period
of time 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

' Phese include the trade seetor. and short-term construclion or service scctor in real estate: restaurants;

hotels andd short-term mfirket exploitation firms. Major capital intensive projects arc not likely to benefit
from thus icentive. as they do not normally make profits in the carly years of operation.
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tend to reward the founding of a company, rather than investment in existing
companies, and to discriminate against investments that rely on long- lived
depreciable gapital. 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 on a project basis, rather than on a firm or business-group basis.
Therefore, some parts of a business- either particular product lines or those parts
located 1n different regions-can be subject to tax holidays while other parts bear

.

normal mcome taxes.

Among the problems that this incentive present is that it can be used to shelter
income (from existing domestic operations) from taxation through transfer pricing
and the transfer of operations from existing firms to new ones that qualify for the

holidays.
STATUTORY CORPORATE TAX RATE REDUCTION

A common form of tax incentive to encourage FDI, sued by developing and
developed countries alike, 1s a reduced (statutory) corporate income tax rate on
qualifving income. The rate reduction may be broad based, applicable to all
domestic and {oreign source income, or it may be targeted at income from specific
activitics, orsfrom specific sources (e.g. foreign source income) or at income
carned by non-resident investors alone or some combination of these.

108

As with a tax holiday, difficult definitional, administrative’ and compliance

issues arise where the low rate is targeted at income from a subset of activities or

"Tas holidins adso ancrease administrative problems because tax authoritics usually do not monitor
compamy books during the period in which a firm is exempt from taxes. As a resull. assct purchases.
depreciation charges. and other acconuts can be manipulated during the holiday period o reduce reported
income, and thus tixes. after the end of the holiday.
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investors. [ the reduced rate applies only to profits from a targeted activity, then
carclul legislative drafting, regulation and administration are generally required to
clarify chigibitity and Iimit tax avoidance and revenue leakage. The rate reduction
may be miroduced as either a temporary or permanent measure and generally is
more attractive (o foreign investors the longer the period that they can expect to
benehit from it. From the point of view of effectiveness, the major problem with a
rate reduction is that it generally also applies to income generated by investments
made before the introduction of the inventive. Such revenue loss has no direct

mvestment incentive effect.

SPECIAL INVESTMENT ALLOWANCES

Another channel through which FDI incentives may be offered is via special tax

provisions that lower the effective price of acquiring capital. Two main sorts of

icentives can be distinguished in this category:

a) Investment allowances which are special enhanced deductions against taxable
income; gnd

by Investment tax credits which are special deductions against corporate income

tax otherwise payable.

Both mvestment allowances and investment tax credits are earned as a fixed:
percentage of qualifying investment expenditures. However, because the first is
deducted against the tax base, its value to the investing firm depends, among other
things, on the value of corporate income tax rate applicable to the tax base-the
higher (lower) 1s the tax rate, the higher (lower) is the amount of tax relief on a
given amount of investment allowance claimed. In contrast, variations in the
corporate tax rate do not affect the value of investment tax credits.
,

Under an investment allowance, firms are provided with faster or more generous
write-ofts for qualifying capital costs. Two types of investment allowances can be

distinguished. With accelerated 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 the time of investment. The present value of claims is obviously the
areatest where the full cost of the capital asset can be deducted in the year the
expenditure 1s made. With an enhanced deduction firms are allowed to claim total
deduction for the cost of qualifying capital that exceed the (market) price at which
s 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

that exceed in present value the corresponding acquisition costs.

This type of tax incentive presents some problems. 1t is difficulty to define the
chigible expenditures and to choose the rate of allowance or credit. 1t 15 also a
problem to set a restriction on their use. This i1s of little benefits for the quick
profit types ol {irms, which can take best advantage on tax holidays. Tax
allowances are of greatest benefit for firms within income from existing
operattons. Firms with low income or start-up firms cannot begin to take
advantage of the incentive until income 1s earned. Investment allowance is
usuaily made in the year of acquisition or the first year of use of an asset. It does
not reduce the basis for write-off in later years. it is common in connection with -
ditterent kinds of capital expenditure, particularly in respect to industrial 4

undertakings. 1t reduces the taxable income.

Invesiment tax allowances have other limitations and drawbacks also. If the
mvestment tax allowance is not refundable, existing companies reap the full
henelits (that is, supporting expansion), while start-up companies must first earn
cnough icome (o be able to take the allowance. Also, projects with long gestation
periods suffer m comparison with those that begin earning income quickly. When
inflation s high, the allowance aggravates the tax system's uneven impact on the
investment behavior of companies. Companies in high-inflation countries will

henelit mare,if they borrow to finance capital, because tax deductions for capital
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expenditures are more valuable. This is the reverse of tax holidays and of lower
corporate tax rates, which reduce the advantages of interest cost deductions for
tax purposes during high inflation.

INVESTMENT TAX CREDITS

Another main tax incentive instrument is the investment tax credit earned as some
pereentage of qualifyimg expenditures. Tax credits provide an offset against taxes
othersise payable, rather than a deduction against the tax base (thereby removing

the dependency of the value of a tax credit claim on the income tax rate).

Investment tax credits may be flat or incremental. A flar investment tax credit is
carned as a fixed percentage of investment expenditures incurred in a year on
qualifying (targeted) capital. In contrast, an incremental investment lax credit is
carned 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).

The mam argument for using these investment subsidies, as opposed to a reduced
corporale income tax rate, i1s that subsidies to the cost of purchasing capital
benelits only new investment- therefore, a large reduction in the effective tax rate .

onmvestment can be achieved at a lower revenue cost.

Furthermore, investment tax credits should have the most stimulating impact
when targete.d 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
payments 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
larger pereentage of the tax revenues imposed on the stream of earnings from a
short lived asset Viewed differently, short-lived assets are replaced more

frequently than long-lived assets, so the credit is earned more frequently.
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TAX SPARING AND FDI

*

“Tax sparing” 1s the practice of adjusting home country taxation of foreign investment
income to receive the full benefits of host country tax reductions'®. For exaymple,
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
toreign 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
claim 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 FDIl 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 FDI, and thereby make host

Sy . . 110
governments somewhat les willing to provide non-tax inducements for FDI" .

Tax sparing encourages FDI in two ways: by reducing home country taxation of foreign
source income and by encouraging host governments to offer special tax abatements to

foreign investors .

' James R, Hines. Jr. “Tax sparing and Direct Investment in devcloping countries”.

http://swvww. nber.org/papers/Ave 728 (May 235, 2002).
W
" thid
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IMPACT OF TAX INCENTIVES ON FDI

By the mid-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, and/or financing. Others have searched to examine which tax
instruments may have the greater effect on the behavior of international investors. While
most 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. International 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'"?

*

One of the earlier findings in the literature is that the impact of tax rates on investment
decisions s generally higher on export- oriented companies than on those seeking the
domestic market or location-specific advantages'”. Moreover, Taxes may play a 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

arc 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

"2 Tax incentives might be incffective as a determinant of location of investment in cases where the home
country policics offsct the tax savings created by the incentive. As a practical matter, such offsets result
when the home country tascs income of its investors on a worldwide basis and rejects “tax sparing”
provisions in treatics to avoid double taxation.

"' Siephen E. Guisinger and Associates. Investment Incentives and Performance Requirements. 85 (New
York. Pracger. [9835).
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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
on 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 fjrms 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 in
different ways. If a country’s domestic tax burden is high relative to other countries, the
tax base may shifl 1o countries with a less burdensome tax regime, implying outward
flows of DL Countries can compete to attract inward investment flows as well. Taxes

may also play a 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 (1998)'"* and whether the result is not

only reduction of tax revenues without significant increase of investments.
OLCD uses the term harmful tax competition to describe tax heavens and preferential tax

regimes designed primarily for tax avoidance of non-residents, without real economic

activitics. 1t defines the harmful tax competition by following characteristics:

TTOECD. 1998, Harmlul Tax Competition: An Emerging Global Issue
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> the effective tax rate is zero or much lower then ordinary

> there 1s no effective exchange of information between the tax heaven and tax
authorities 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

ol co-operation and no obligation to carry out a real business operation in the tax heaven.

Another fact that follows is that though tax incentive cannot be the only determining
factor in the absence of other factors such as availability of natural resources, economic
and political stability, transparent legal environment, efficient public administration,
infrastructure and cost-efficient and skilled labour force, they nevertheless can be

eflective in investment decisions.

Tax tncentives 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 and 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
disproportionate, tax rebates, 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 foreign investors, raises difficult questions concerning the appropriate
desien of various tax rules including tax incentive provisions that together determine the

host country tax burden.
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Given the fact that tax incentives are costs to the government due to the lost revenue, one
could suggest that all tax incentives be abolished. In essence the main aim of taxation as a
fiscal 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 factors like pressure from MNEs and tax competition with other countries

competing tor FDL, 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
alrcady been made by some foreign investors. Such instances can only multiply in future,
Instead of making any «d hoc decisions, its desirable to develop a broad based policy

relating (o corporate taxation for foreign investment.
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CHAPTER I1I: COMPETITION AMONG ECONOMIES
TO ATTRACT FDI

INTRODUCTION

As barriers to international investment have fallen over the last two decades, the
signtficance of competition for FDI has increased. Competition among governments to
altract 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 cmerging market economies - comprising three-quarters of humanity - that have
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 actively

seek Lo attract foreign direct investment.

The impact of these policy changes and enhanced attention to the importance of
promoting corporate investinent, in terms of fomenting inter-governmental competition to

attract DI, has in turn been amplified by “globalization''™ - also a phenomenon of the

F980s 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 globalization has increased the mobility of capital, making it easier for a
prospective investor to play potential host governments off against one another in their

. . . - . 116
bids to attract, or perhaps retain, a major investment project .

The apparent intensification of competition among governments worldwide to attract
corporate investment is thus often blamed, rightly or wrongly, on the growing openness

ol developing and emerging economies and, in particular, their growing efforts to attract

11 . . . .
U Global intepration of the world cconomy.

O Oman. The Policy Challenges of Globalisation and Regionalisation, Policy Briclf No. 11, OECD
Deyclopment Centre, Paris. 1996,




FDU by OECD-based investors. However, the effects of such competition on the

cconomies ol the developing and emerging economies are poorly understood.

To the extent that foreign direct investment projects generate positive externalities for the
host countries, related to activities such as innovation or labor training, there is a case for
countries to ofter 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''”. In
particular, as a result of competition, foreign firms may be able to appropriate all the
benefits assoctated to FDIL This raises a number of important questions: What are the
effects of competition for FD1 on the welfare of the world as a whole? Are host countries
better off” by banning incentives for FD1? Should these countries restrict competition 1n

any way’

Apart from 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 of FDI itself. This increase means that the stakes in the quest to attract FDI are
now much higher. Another reason for the intensification of the competition is the
mcreased number of players in this “game”. Countries that used to discourage FDI, such

as China, have become major players.

The relevant space of competition for FDI 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
tradable the goods,, and the lower the barriers to trade, the greater the scope for
competition  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.

i

Fernandez-Arias, Courting FDI: Is Competition Bad?,
hutp/Awwwndesaedu.ar/lames200 Upapers/courting pdf. (Junc 3, 2002).
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Competing by offering subsidies is not the only way for countries to court potential
ivestors, There are other also other forms of competition. Countries could compete by
improving their institutions, the quality of their labor force or the quality of their
infrastructure. This competition would obviously have a positive effect. But, the countries
could also compete by relaxing labor or environmental standards, which could have
obvious adverse eflects on the welfare of the population. Such competition raises policy
makers’ concern that intensifying global competition among governments to attract FDI
may have undesirable effects. The main concern is that global “bidding wars” to attract
FDI may be producing an uncontrolled upward spiral in costly “investment incentives”
that weaken public finances while introducing market distortions in the allocation of real
mvestment, and/or that such “wars” are putting excessive downward pressure on global

standards ol protection ot the environment and/or of workers’ rights.

The actual degree of global competition to attract FDI is not known, moreover, and while

there s considerable cvidence that such competition is widespread, involving sub-

national as well as national governments both in OECD countries and in developing and

cmerging ceconomies, it is difficult to predict whether that competition will intensify in
.

the coming years.

POTENTIALS OF COMPETITION FOR FDI

As in any other debate there are two sides to the effects of competition among countries
for attracting FDI Those arguing that competition has beneficial effects on the host
countries  base their arguments primarily on the “fundamentals” (political and
macrocconomic stability, market access and long-term growth potential, the availability

ol appropriately skilled workers and of necessary infrastructure) and attach more
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importance to it confpared to than they do to fiscal or financial incentives offered by the

. t
prospective host government''®.

The reasoning s that, because governments know, or should know, the high priority
mvestors attach to the “fundamentals” relative to fiscal and financial incentives, an
intensification of competition among governments to attract investment can be expected
to induce governments to focus on improving the “fundamentals”. Governments
responding to intensifying competition will thus seek to improve domestic supplies of
human capital and infrastructure, in particular, as well as to ensure political and
macrocconomic stability. The effect of intensifying inter-governmental competition may
then lead governments o take actions that will strengthen their economies, to the benefit
ol their own firms and workers - even if, ultimately, those actions do not actually attract

much additional FDI (if for example, other countries are also doing likewise).

The important point 1s that more intense competition among governments to attract FDI
can be expected, according to this argument, to lead governments to increase their
optimal level ol investment either directly or indirectly (or both) to a degree they would
not have done in the absence of such competition. Such competition may also give
governments more mcentive to increase the ¢efficacy of whatever investment goes into

human capital formation and infrastructure.

Morcover, it is noted, FDI as a whole can have important “public good” characteristics in
the sense that it can produce important benefits in the host economy which are not
captured by the investor - the so-called “spillover effects”. These benefits range from
local lcarning cffects (derived, for example, from domestic firms’ imitation of foreign
investors” practices, from labour and managerial mobility between foreign-owned and

domestic lirms, and/or from supplier relationships) to enhanced competition in the local

D Weigel, N Gregon and D, Wagle, Foreign Direct Investment:  The Lessons of istory, Foreign
Fivestment Advisory Service (FIAS) and the International Finance Corporation (IFC) of the World Bank
Group, WashingtonD.C.. 1997, and G. Reuber, et al.. Private Foreign Investment in Development,
Clarendon Press for the OECD Development Centre, Oxford, 1973.
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market - competition that pressures local firms to modernize, improve product quality,

scek-out new technologres, become more efficient, reduce prices, etc.

Thus, in addition to inducing governments individually and collectively to pursue actions
that ¢nhance 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 of investment and FDI - independently of the extent to which
mvestment s diverted from one country to another by those actions. And because FDI
can produce significant spillover benefits for the host economy, this increase in global

DI brings up the level of global FDI1 from a sub-optimal level to one that is closer to

l

soctally optimal.

Thus, according to this argument, intensifying competition among governments to attract
DI should prove beneficial, on balance, both to investors and to governments, and to

. n' - ,l‘}
sociely as a whole™

ARGUED HARMFUL EFFECTS OF COMPETITION

While the potential for FDI competition among governments can have positive effects, it
is equally plausible that. in practice, these potentials get offset due to the dynamics of-
competition The problem, according to this argument, 1s that as the competition heats up,
vovernnents come under increasing pressure to engage in costly “bidding wars” that
feads them continually to 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-

benelits to be derived from additional global FDI)'".

Y Chandes P Oman, Police Competition for Poreign Direct fnvestment: A Study of Competition aniong

Ciovermmens (o iract FIX, OECD Development Center
1
Id

178




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
refrain from doing so, F'DE will be diverted from the economy under their jurisdiction to

that of one that offers investors more incentives (The “prisoners” dilemma).

Fven though mvestors overwhelmingly attach more importance to the “fundamentals”
than o “incentives™ when selecting the site for a major long-term investment project,
they also tend, in practice, to draw up a short list of preferred sites, any one of which
would be acceptable in terms of the criteria the investor judges most important. Then,
becausc these sites are commonly located in the jurisdiction of different governments
(sub-national and/or national go{/ernments) it is common practice for investors to

negotiate conditions and possible incentives with each government'?',

Investors may do
so openlv, to foment competition among the governments, or else “ask for their best

offers™, betore making their final site selection.

As compceltition among governments keats up, the negative effects can be expected to
extend bevond the pressures to engage in bidding wars on fiscal and financial incentives.
They can notably be expected to create strong downward pressures on effective public
standards of protecton (de 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 of investment, notably in heavy industry. The concern over workers’ rights
is that whether or not governments actually change their labour legislation, they will
become more lax about enforcing workers’ rights to organise and bargain collectively,

enlorcing minimum job safety standards, etc.

These downward pressures on labour and environmental standards, it is argued, can even

fead to a process of “regulatory arbitrage” as investors play governments off against one

another in terms ol local production costs.  Such pressure - or governments’ fear, or
.

anticipation, of such pressure - can trigger a process of competitive downgrading of

S hid
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standards.  Such a process predictably would be neither constrained nor guided,
morcover, by any government’s concept of socially optimal levels of standards,

anvwhere.

RULE BASED AND INCENTIVE BASED COMPETITION

Rules-based forms of competition are a broader and more heterogeneous group of
government actions, ranging from changes in the rules on workers’ rights or protection of
the environment - or i the level of enforcement of existing rules - to the signing of
regronal-integration treaties with neighbouring countries, for example, as a means to
attract ¥ Other important rules-based means which governments use to attract FDI
include greater protection of intellectual property rights, strengthening the rule of law and
improved judicial systems, the establishment of “export-processing zones” or “special
economic zones” with distinct legisiation from the rest of the country, the privatization of
state-owned enterprises, market deregulation, and, of course, the hberalization of trade

and imvestment policies.

Incentives-based competition for FDI s a global phenomenon: governments at all levels

(national and sub-national) engage in it worldwide.

Nost incentives-based competition is effectively intra-regional, since much of the real
*
investment {or which 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. Common fiscal incentives
include a reduction in the base income tax rate a particular category or categories of

investors must pay (e.g . foreign investors, investors in certain types of activity); tax

N
holidays (on income tax, on national or local sales taxes, on other taxes collected by
national or sub-national governments); exemptions from import duties or duty

drawbacks, 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

. N . - 12
international lines of credit'*>.

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).

Among fiscal 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).

"2 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 skilis) 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 Eumufative, 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
FDI 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 FDI could also, however,
producé 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 FDI flows per se. Another effect may be to increase the global supply

of FDI, to the benefit of investors and host economies alike.

Competition among governments to attract corporate investment can, and in a growing

- 123
number of cases does, create upward pressure on environmental standards’'™.  An

' 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 of environmental 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 standards, on a de jure or a de
Jacto 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'?*)

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.

12 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 makingtzs :
EFFECT ON INVESTMENT DECISION

Only in recent years have academic studies begun to recognise the ability of incentives
and other discretionary governmen't 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-stagej 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
weakch their ability to attract solid investors. Thus, while skillfully targeting specific

investors can have positive effects, it is equally true that undiscerning policy competition

123 Supra note 122 at 9.

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 arises 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 service 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 adeqﬁate 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'?®. 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 tlames of cut-throat

competition among governments).

126 United Nations Conference on Trade and Development (UNCTAD), Division on Transnational
Corporations and Investment, /ncentives 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 meet 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. In 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 FDI, 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 1V: FDI AND CORPORATE
GOVERNANCE

INTRODUCTION

Corporate governance concerns the systems by which companies are directed and
controlled'”’. 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 mediated by its board of directors'?®.

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

27 Cadbury Report. Some other definitions of Corporate Governance are given below to illustrate this
point, http://www.encycogoy.com/WhatlsGorpGov.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 participanis 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, Q., “Corporate Governance: Some Theory and Implications”, 105 Economic Journal 675 (1995).

A%
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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.'®

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.'?

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

129,

1bid.
% Report on Corporate Excellence on a Sustained Basis to Sharpen India’s Global Competitive Edge and
to Further Develop Corporate Culture in the Country, http://www.nic.in/dca/corp-exc.htm (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 MNCs 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,” may or may not be derived from “codes” but are reflected through the

implementation of management sy$tems.

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 of 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 ol 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

> 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

Y

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




d)

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 1LO’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.

Compliance with Fundamental Principles of Environmental Protection

MNCs’ operation should also 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).
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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OECD 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 I, 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 arcas 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 (o relrain from

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 FDI, 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 Il 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 fundamental feature
of successful market systems. Thus the business community’s assistance in
promoting human rights will not only help reducing the suflerings 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
collecti'vely endorsed by governments, the OECD MNE 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-ed;ge technology, financial and human resources, and
organizational know-how, the MNCs have a pivotal role to play as 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
[LO Declaration on Fundamental Principles and Rights of Work and other ILO
conventions, there are two international instruments specifically designed to guide the
conduct of MNCs at home and in their foreign operations. These are the 1976 1LO
Tripartite Declaration of Principles Concerning Multinational Enterprises and Social -
Policy, and the 1997 OECD Guideline on Employment and Industrial Relations.
Furthefmore, 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 {rom

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 are 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 pressurc 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 enforced by making non-compliance public and 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 filing
shareholder resolutions, activists can pressure companies to adopt independent social and

environmental monitoring and verify compliance with standards and codes of conduct.
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CHAPTER V: THE CORRELATION BET WEEN
FOREIGN DIRECT INVESTMENT AND
PROTECTION __OF INTELLECTUAL PROPERTY
RIGHTS

INTRODUCTION

Intellectual property rights (IPR') protection is a market-based mechanism for
disseminating knowledge. Tolerance of lax, theft-enabling IPR regimes for purposes of
short-term political expediency can only damage the propensity to invest in new
knowledge. |PRs are territorial in character, that is, they are created by national laws and

differ across countries.

The relationship between IPR protection and FDI is quite complex. On the one hand, a
weak IPR 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 stimulus to research and development
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 of new knowledge
The spread and use ol innovation could be more advantageous to a developing country
than its production per sc. Imitation is not free of costs, so it might prove beneficial 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.

i

COSTS OF IP PROTECTION

Administrative and enforcement 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 royalty payments

Under the assumption that the country is a net importer of embodicd and discmbodicd
knowledge, which most developing countries are, strengthening the protection ol 1P,
would tend to increase royalty payments to the knowledge-exporting countrics in the

Western part of the world.

200




CHAPTER V: THE CORRELATION BETWEEN
FOREIGN DIRECT INVESTMENT AND
PROTECTION _OF _INTELLECTUAL PROPERTY
RIGHTS

INTRODUCTION

Intellectual property rights (IPIi) protection is a market-based mechanism for
disseminating knowledge. Tolerance 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 countries.

The relationship between IPR protection and FDI is quite complex. On the one hand, a
weak IPR 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 stimulus to research and development
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.

199




The possibility of reverse engineering

In technology-importing countries reverse engineering, the process by which {irms 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 opportunity costs of increased R&D
The opportunity costs of resources devoted to R&D should also be cstimated if national
and foreign corporations respond with some additional investment in a country changing

its IP system to a higher level.

Higher prices and fewer 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.

Anti-competitive effects
There is a general fecar that strengthening of IP protection in the Least developed
countries would not only bring significant price increases, but it would also diminish the

process of technological diffusion.
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ARGUMENTS SUGGESTING STRONGER IPR
PROTECTION ENHANCES FOREIGN DIRECT
INVESTMENT

The argument in favour of IPR protection is that it raises the incentives lor firms to
conduct rescarch and develop new products. Unless a company can reap the benefits of
the investment that it makes in R&D then it will have little reason to innovatc. 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 crodes a firm’s
ownership advantages and decreases localization advantages of a host country. At the
same time, a weak IPR system increases the benefits of internalization. since it is
associated with a greater risk of the licensee’s breaching the contract and acting in dircct
competition with the seller. An inadequate IPR regime, therefore, deters FDI and
encourages exporting. A strong PR system may also have a negative impact on FDI by

making licensing a viable alternative to direct investment'*'.

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 ol developing
economies to grow. They also argue that the WTO is about reducing barricrs to trade,

while IPR protection achieves the reverse.

"' 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. “Intetiectual Property Rights and Licensing: An
Econometric Investigation™, 137 Weltwirtschaftliches Archiv 58-79 (2001).
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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 play a 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 rescarch
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 owners. [P laws seek to resolve the conflict between the need
to provide incentives for invention or innovation, and to ensure the widespread diffusion
of knowledge. The social contract, embodied in [P 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 FDI 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 UNCTC'? report notes that the relationship between FDI and IPRs is
widely disputed. While for some a strong IPRs system is an essential component of a
climate conductive to FDI, technology transfer and R & D by multinationals, for others
including many governnients and experts in developing countries, a high degree of
protection docs not nceessarily mean a higher or a better composition of I'DI flows. Any
analysis of impact of [PRs 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 reinforced
preconceived notions. There was a consensus that the main factors explaining ‘DI flows
is economic environment prevailing in a particular country - cost conditions. muarket size.
level of human capital and infrastructural development and the broad macro-cconomic
conditions. But regulations in areas such as remittances, price controls and foreign
investiment do not seem as influential on investment decisions as economic factors. 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 affects the

volume and composition of FDI has been elusive.

Nevertheless, the report observed the following considerations to be pertinent:
> To the extent that most countries would observe similar standards of protection
and such standards would become “normal” in all or most 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 affect FDL
> The patent 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

B2 “Intellectual Property rights and Foreign Direct Investment” (UN Sales No E.93.11L.A10), by Carlos M.
Correa, UN Center for Transnational Corporations.




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' . Clearly, strong IPR is desired by MNCs, which set up foreign production and
research units. But it is not a prerequisite. Most R&D conducted by overseas alfiliates of
multinationals or (ransnational corporation i1s of an adaptive nature: products and
processes are being fine-tuned to local markets and manufacturing conditions. tence, big
risk R&D or invention is not on the agenda in 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 further source of ambiguity stems from the fact that differing levels ol IPRs protection
may affect a [tirm’s decision on its preferred mode of serving a forcign market. A lirm
may choosc to serve a foreign market by foreign direct investment (FDI) or by licensing
its intellectual asset 1o a foreign firm instead of exporting the product in an ¢cnvironment

134

characterized by strong IPRs ™. Thus, strengthened IPRs protection may have a further :

negative effect on trade flows in this rc:spectl3 °.

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 DI

and licensing and encourage follow on innovation and technology spillovers. This

"% Nagesh Kumar, “Intellectual Property Protection, Market Orientation and Location of Overscas R&D
Activities by Multinational Entetprises™, 24 (4) World Development 673-687 (1996).

M perrantino. ML .. *The Effect of intellectual Property Rights on International Trade and Investment™, 129
Weltwirtschafiliches Archiv 300-331 (1993).

" FDI as a modc 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

by 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 ol a weak IPRs
regime. Accordingly, a strengthening of a country’s patent regime would tend (o increase
imports, as forcign firms would face increasing net demand for their products reflecting
the displacement of pirates. On the other hand, a firm may choose (o reduce its sales in a
foreign market as a response o stronger [PRs 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'>®.

IMPACT OF IPR PROTECTION ON COMPOSITION OF FDI

Intellectual property rights do not play an equally important role in all sectors or even in -
all technology-intensive industries. For instance, Mansfield". mentions that PR
protection may be less crucial in sectors such as automobile production, in which firms
frequently cannot make us¢ 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.

Y6 Maskus, K.E. and M. Penubarti, “How Trade-Related are Inteilectual Property Rights?" 39 Journal of
International Economics 227-248 (1995).

"7 Edwin Manslield., lnreltectnal Property Protection, Foreign Direct Investment, and Technology
Transfer, IFC 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 ol [’Rs 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 IPRs in location decisions,
though falling imitation costs in many sectors raise the importance of IPRs. Firms with
casily copyable products and technologies, such as pharmaceuticals, chemicals, food
additives, and software, are more concerned with the ability of the local IPRs system to
deter 1mitation. Firms considering where to invest in a local R&D facility would pay

particular attention to protection for patents and trade secrets'*®.

*

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
[irms tend to be much more likely 1o regard intellectual property protection as important
for the former than for the latter types of investment, a country’s system of intellectual

. . . . - . . 39
property protection may influence the composition of direct foreign investment’,

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
Finance Corporation'™ came to the conclusion that technology flows rather than
investment Nows, only in high technology sectors are influenced by IPR regime. The
study also concluded that India is perceived to have one of the weakest IPR regime by
foreign investors. Information collected during the course of the present study revealed

that IPR is a major concern for some firms, principally in the area of pharmaccuticals and

138 Keith E. Maskus, Intellectual Property Rights and Foreign Direct Investment, Center for International
Economic Studies, Policy Discussion Paper No. 0022 at page 10.

9 Supra note 7 at 19.

O 4y
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agro-chemicals. These firms have in fact two different types of concerns'*'. 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 over the world compete fiercely to attract foreign dircet 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 technologices and products
because they will no longer have to pay as much attention to localized protection and
cnforcement problems. Rather. they can focus their R&D programs on those arcas with
the highest global payofls. 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 OLI 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-a-vis local producers because it is less familiar with the environment in
a foreign country, distribution networks, customs or tastes. Thereforc. this lirm nceds to

be better than local producers in some ways; it needs to possess the so-catled ownership

Y1 B, Bhattacharyya, “Foreign Direct Investment in India” 28 (4) Foreign Trade Review 317 (1994).
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advantages. And thesc advantages may take the form of superior technologics or patents,

blueprints, cstablished brand names and so on and so forth.

Now. if the foreign 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 [PR
protection will give a firm greatér monopoly power. Therefore, firms may use it to
restrict the supply. and therelore, in such a situation, we would observe that the volume
of exports, DI as well as licensing, would decrease, and this would be the so-called
market power cffect. Limpirical evidence, however, suggests that the market expansion

cffect 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 becomes a

more attractive location for FDI and licensing.

The final advantages are the so-called internalization advantages. They explain why a
{irm would preler to keep the technology inside its operations rather than to license it to
third partics, and the explanation here is that it may be difficult 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 [PRs becomes stronger,

enforcing licensing contracts becomes easier and the volume of licensing goes up.
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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 FDI. Given the fact that TRIPs Agreement shall force all
the countries to have a minimum level of IPR protection and that the IPR regime in all
the WTO member countries are going to be harmonized or ¢ven homogenized by
December 31, 2005 (i.c.. deadline {or all the member countries of WTO 10 comply with
TRIPs requirement), this will beccome even the least significant determinant of FDI

inflow.




The provisions on FDI were contained in two agreements: The General Agreement on
Services (GATS) and The Agreement on Trade Related Investment Mcasures (TRIMs) in

relation to trade in goods.

It is sometimes argued that WTO is not the appropriate forum for framing a compact on
I'DI because 1ts mandate does not extend to investment. It is concerned with trade. Tn 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 ol the
consumer is established through foreign investment. Again, the Agreement on Trade-
related Investment Mcasures (TRIMs), a product of the Uruguay Round ncgotiations, is
about the polices of host countries towards foreign [irms. Trade-related investment
measures impact on the production decisions of foreign firms, including the sourcing of
inputs. Admittedly, the justification for the inclusion of TRIMs in the WTO is that all
such 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 1s 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 ol 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 111 (National
treatmént) or Article XI (general elimination of quantitative restrictions) of the General
Agreement on Tariffs and Trade. An illustrative list of the measures that arc violative of

the provisions of the Agreement is annexed to the text of the Agreement. Thesc pertain

12
[ R




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 TRIM'* inconsistent with Articles 111 (national treatment) and XI (prohibition
of quantitative restrictions) of the GATT. The agreement requires mandatory notification
ol all non-conforming TRIMs and their elimination within two years for developed
countries, within five years for developing countries and within seven years for lcast-
developed countries. 1t 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 multinational
enterprises (MNEs): foreign direct investment (FDI) will only take place il the MNLE
perceives a gain, likewise the host wants to ensure that it derives benefits from the
investment'™. The total gain can be viewed as the rents from the FDI activity. The MNIs
atilise 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

"2 TRIMs stands for Trade Related Investment Measures and is one of the many trade Agreements which
make up the WO, and which all members are subject to. It applies to any investment measure relating to
the trade of goods. This covers any Foreign Direct Investment {(FDI), joint venture or complete venture that
a company., domestic or transnational, may make. This FDI or venture may be along the lines of a MNC
investing in another country in order to extract materials or manufacture all, or part, of its goods.

“* Greenaway, D, *lrade Related Investment Measures and Development Strategies™, 45 Kyk/os 139-159
(1992).
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countries such as India and China that attract large inflows of FDI, but is rcal for all

. . g4
developing countries™,

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 are
termed investment measures because they relate to MNEs that have engaged in foreign
direct investment (FDI), i.e. that are undertaking production activitics in the host (the
discussion could be ¢xtended to investment in services). They arc trade related because
the activities of the MNLE impact on trade flows, in one or more of three essential ways.
The MNE may be potentially able to export, and the TRIM may relate o export
requirements (c.g. stipulating a share or value of output to be exported). Alternatively, the
MNE may be 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 TRIM 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 of imports and/or
exports. It follows that the removal of a TRIM can affect trade flows, and such removal is

the intention of the TRIMs Agreement in the Uruguay Round Agrecment.

The principal problem facing developing countries is that their legal systems, in
particular their capacity to implement competition policy and regulate MNIEEs without
TRIMs, are limited. In such situation, the approach to FDI adopted by China and India,
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 benelits for the local

' Oliver Morrissey, tovestment and Competition Policy in Developing Countries: lmplications of and for
the WTO, Centre for Research in Economic Development and International Trade, University of
Nottingham, CREDIT Rescarch Paper No. 0072 at page 3

3§
EEN




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

Governments establish TRIMs for foreign investors because governments want to ensure
the positive impacts of I'DI on the FDI - 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 countrics. 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 protect their
local industrics during the transitional period. The followings are cxamples of TRIMs

that arc commonly uscd.
> Local content requirements (LCRs)

“One of the commonly used measures is the local content requirements (LCRs).
‘They are popular government policies in developing countries to regulate FDI.
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 ol the host
countries will be bound to increase. Besides. governments also require the
multinational ¢nterprises to transfer the technology to the local industries so as (o
maintain the quality ol the finished products. Imposing LLCRs consolidates the
positive impacts of FDI on cmployment 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 ol
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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 ol performance 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 deficits in host
countries. The precaution of balance of payments crisis is an incentive for

governments to use this type of TRIMs.
lForeign exchange balancing requirements

The forcign exchange balancing requirements is another type of TRIMs 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
Vforeign 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 requircments. loreign
subsidiaries cannot import goods as much as they want. Governments can also
directly limit the domestic sales of home currency to foreign currencies, thus
preventing the adverse effects on foreign exchange reserves and reducing the
possibility ol speculative attacks. That is the reason for countrics commonly using

these measures to maintain a stable balance of payments.
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» Export performance requirements (EPRs)

These requircments 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 of the

host countries.

> Technology transfer requirements
These requirements restrict specified technologics to be transferred 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 in home.
countries and influence the activities of forcign investors by requiring them to
take on local partners in joint venture rather than to own the whole firm. The
objective of 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. Therelore, foreign

investors can access the local market and input suppliers more casily.
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» Other TRIMs

Other than the above commonly used TRIMs, there are several more requirements
or restrictions, such as manulacturing requirements, manufacturing limitations
and remittance restrictions, which may be imposed by the host countries. Under
the manulacturing requirements, foreign investors have to manulacture 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 b§ reducing the
competition between foreign subsidiaries and domestic enterprises. While
remittance restrictions limit the rights of foreign investors to repatriate returns
from their investments: the host countries always hope that the return can be re-

invested in different projects and generate more income in domestic cconomigs.
THE FLIPSIDE OF TRIMS

Firstly, TRIMs discourage free trade and free competition, thus adversely affecting the
host economies. 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 treated as a -
national product. That means there should be no discrimination between domestic and
imported products. However, TRIMs like local content requircments and trade balancing
requirements violate this principle. They restrict the use of imported resources and limit
the quantity of imported goods entering the host countries. As a result, countrics using

TRIMs cannot enjoy the benefits from 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 (o use the
local resources, which do not have comparative advantages, as their inputs. These

restrictions indeed raise foreign companies’ production costs and ultimately discourage




foreign investors from investing in the host countries. Meanwhile, consumers will 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 forcign
investors have to pay higher prices of resources. In sum, there are high incfficiency in the

host countries where [L.CRs have been imposed.

Other than undermining cconomic efficiency. TRIMs also slow down (he pace ol

technological upgrading ol local operations in host countrics.

GATS AND FDI :

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 & binding

multilateral agreement.

Four possible modes of service delivery are defined in the GATS. Cross border supply is
where the supplier and consumer are located in different countries, as with overseas
telephone services. Consumption abroad involves the consumer moving to the foreign
supplier, as in tourism or education. Temporary movement of 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 dcliver the

service in a foreign country.

Since “Commercial presence” is defined as any type of business or professional
establishment including setting up branch or haison oflice. FDE gets included in this
category. GATS framework provides for two basic principles: application o Most
Favoured Nation (MI'N) treatment to member countrics and national trcatment. While
the former is general in its application, the latter is specific in terms ol its linkage to

market access in sectors included in the Schedules of concessions of each country. The
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application of MI'N treatment means that equally favourable or unfavourabic treatment
will be extended o all signatories ol the Agreement. This is subject to the exceptions
attached to the Agreement that will be regularly reviewed and are to be phasced 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 commereial
presence, which is often through FDI. For example, under the market access principle,
the widely used FDI policy of restricting the share of foreign ownership in a sector, or in
individual firms within a scctor, could not be maintained. Under the national treatment
principle, sereening ol FDI propus:als and application ol nct economic benelits tests or
national interest criteria could not be maintained, where they are not equally applicd to

domestic investient proposals.

However, in practice the impact of the GATS will be limited. Barriers to commercial
presence and FDI in many sectors are not covered by the Agreement, because countries
have chosen not to include those sectors in their schedule. And for those sectors where
some commitments are made, restrictions on market access or national trcatment for
commercial presence are frequently listed as “unbound” or exempt. Many other sectors
are stimply not listed or scheduled by many countries, and therefore fall outside the scope

of the Agreement.

FFor the commercial presence mode of supply. common restrictions on market access
include limits on forcign 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 of

partners of legal or other professional practices.




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 sectors, FD in

the form of “commercial presence™ can, in principle, be subject to substantial restrictions.

MULTILATERAL AGREEMENT ON INVESTMENT (MAI)
AND FDI

The purpose of an MAI 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 same footing 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 stuges of an

investment. namely. entry, establishment and operation of an investment.

The attemipt to draft a Multilateral Agreement on Investment (MA1) by OLCD members
was one ol the most controversial chapters in the cra of globalization. and the failure of

the effort taught many lessons about the sensitivities of investment issues.

The OECD 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 (MAI) was initiated by governments of the O1CD
nations in the hope they might be like-minded and would readily agree on terms for -
investor protection. However, after several years of discussion, the negotiations ended

without a draft agreement.

The negotiations on Multilateral Agreement on Investment began in May 1995 and were
expeeted (o he completed two years later but the negotiating partics failed to reach an

agreement in time.
The MAI as advocated by the industrialized countries and as evidenced by the mandate

and draft of the OECD negotiations had four major components (a) the liberalization of

foreign investment regimes by host countries; (b) fair and equitable treaiment ol
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investment; (c) legal security for investment, and (d) effective dispute settlement
procedures. Furthermore; the draft OECD MAI 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 of foreign
direct investment. It covered not only equity investment (regardless of whether it is above
or below any specified threshold level), but also portfolio investment, debt capital,
monetary and financial transactions, and more importantly, every form of tangible and
intangible asset, including, in particular, intellectual property rights, concessions and

licences.

The MATI’s main provisions were as follows:

» 1t ensured that all multinational companies receive national treatment, or most-
favoured-nation treatment (whichever is better) in every member country:

> 1t prohibited any performance requirements on MNCs ceven il the same
requirements apply to domestic companies. It prohibited host nations from any
“unrcasonable or discriminatory measures™ which could impair the “operation,
management, maintenancee. use, enjoyment or disposal of investments™;

[t provided for a slatc-to-state and investor-to-state dispute settlement mechanism;

V

> It was a stand-still and roll-back treaty. Once a country ratified the treaty, it could
not withdraw from the MAI for a minimum of five years. Having announced its
intention to withdraw from the MALI, a country would continue to be bound by its

provisions for 15 years.
However, there were several weaknesses in the proposed wording of the MAL:-
> The MALseverely curtailed the povwer of sovereign states.

The treaty prevented governments from any act which could reduce the ability of

forcign investors to “enjoy” their investments. By raising environmental or labour
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standards,  governments could be  accused of expropriating  profits  from

multinationals.

> The MAL conferred numerous rights on MNCs, but did not increase their

responsibilities.

‘The OECD argued that the MAI should not burden MNCs with any further

responsibilities as they are already subject to codes of conduct from the UN and
the OECD.

> The MAl did not address the issue of investment incentives

'

Perhaps the greatest weltare loss assoctated with DI is the large sums of money
spent by governments o attract MNCs. Because it is a prisoncer’s dilemma-type
situation, this is one issue where multilateral policy co-ordination is required.

Ifowever, the MAL completely ignored this issue.

The MAI was only one initiative amongst many bilateral, regional and plurilateral
instruments related to foreign direct investment (FDI). The MAI negotiations sct out (o
provide high standards for the liberalization of investment regimes and investment
protection between the OECD member countries and, eventually. other interested non-
member States. While the detailed and extensive exchange of views that took place in the
negotiations pointed to a convergenee of views on a number of substantive arcas, various

outstanding issues renuined at the time the negotiations were suspended.

DIFFERENCES BETWEEN THE PROPOSED MAI AND INDIA
FOREIGN INVESTMENT REGIME

The key and the most critical difference between Indian foreign investment regime and
the MAI demanded by the industrialised countries lies in the “pre-establishment phase
national treatment” issuc, i.e. non-discriminatory treatment as between foreign and

domestic investors at the stage of entry and establishment of an investment.




Indian FDI regime embodies the national treatment principle only in the post-
establishment or operation phase of an investment. Once an investment is made and a
business entity is established, Indian laws apply equally regardless of whether the entity
is wholly or partially national or forcign owned. There is therefore no major problem so

far as the principle of national treatment in the post-establishment phase is concerned.

But the proposed principle ol national treatment in the pre-cstablishment phase is wholly
contrary to present Indian policies and regulatory framework for foreign investment. The
existing framework in India is based on (a) screening and approval of foreign investment
(b) exclusion of foreign investment from certain sectors or activities and (¢) domestic
ownership requirements, including limitations on foreign portfolio investment in existing
enterprises. It is true that there is the “automatic approval” process for forcign 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 applicable to a
purcly domestic investor. Thus, the pre-establishment phase national treatment standard
cuts at the roots ol existing Indian policy and regulatory framework for foreign

imvestment.

MULTILATERAL INVESTMENT GUARANTEE AGENCY
(MIGA)

The Multilateral Investment Guarantee Agency (MIGA) was created in 1988 as a
member of the World Bank Group to promote foreign direct investment into emerging
economies to improve people’s lives and reduce poverty. MIGA fulfills this mandate and
contributes 1o development by offering political risk insurance (guarantees) to investors

. . . A . . 145
and lenders. and by helping developing countries attract and retain private investment .

MIGA's purpose is Lo encourage foreign investment in developing countries by

providing:

15 India is a member of MIGA.




a) Guarantees to foreign investors against currency transfers, expropriation, war,
reviountion 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 lollowing two

inter-related activitics:

+# Firstly to serve as an insurer of such investment against stipulated political risks

in the host country, and

+~ Sccondly to offer 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 investments against loss
resulting from the three recognized classes of political risks, namely :
(a) incovertibility of investment procecds or inability to transfer them out of
the host country;
(h) expropriation and similar measures; and

(<) war and civil disturbances,

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 opportunitics.

MIGA is among the first investment ‘insurers to expand the traditional limits of
expropriation coverage and offer an investor protection against losses due to breach by
the host Government ol an investment contract with it. [t s an important catalyst,

promoting loreign direct investment - a key driver of growth - into developing countries




through its guarantces program and technical assistance services. FDI supported by
MIGA olten serves as a model for encouraging local investments, and spurs the growth

ol local businesses that supply related 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 cvolved into a base for MNCs to engage in high-end manulacturing and product
development. and  coordinate  regional — procurement,  production, marketing,  and

distribution operations.

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 forcign dircct
investment. Over time, the country’s consistency in welcoming foreign investors built for
the government strong credibility as a host country. The other main factors which
attracted forcign investors to Singapore were the government’s welcoming attitude
expressed i positive assistance mainly through the LEconomic Development Board and
other government departments and instrumentalitics, and the efficiency of the public
serviees and utilities. The establishment of key institutions is another factor behind

Singapore’s success.

PERFORMANCE REQUIREMENTS/INCENTIVES

Singapore does not impose performance requirements on foreign investors as a condition
for establishing opcrations. However, if investment incentives are requested. a company's
track record, the amount of its investment, and their contributions to Singapore’s goal of
hecoming a knowledpe-based cconomy are important considerations in the selection

process.
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The government docs not require investors to purchase from local sources or speeily a
pereentage of output for export. The government also does not limit investors™ acceess to

foreign 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 of host country nationals is not required. The government discourages
dependency on unskilled foreign labor, encouraging companies to automate and re-
engineer their work processes instead. To manage the foreign worker problem. the
government sets a limit on the pereentage of forcign workers that various industrics may

cploy, and imposes 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 scrvice
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 Development Board (EDB), the Trade Development Board (FDB) and the
MAS offer a broad range of attractive tax and other incentives to investments relevant to

Singapore's goal of becoming a knowledge-based economy and a global financial center.

RIGHT TO PRIVATE OWNERSHIP AND ESTABLISHMENT

Foreign and local entities may freely establish and operate their own enterprises in
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.

o
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All businesses in Singapore must be registered with the Registry of Companics and

Businesses. Foreign investors can operate their businesses in one of the following forms:

» Sole proprictorship: an individual operating as a sole trader regulated under the
business registration act;

F Partnership: two to 20 persons, regulated under the business registration act;

+# Incorporated company: comprising not more 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. which undcrtake
promotional and liaison activities on their parent company's behall. They must not
cngage in business. conclude contracts, provide consultancy lor a fee, undertake
transshipment ol goods, or open or negotiate any letters of eredit direetly or on

behalC ol their parent companices.

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 agencics. companies and the public. Tax. labor. banking and
finance. industrial health and safety, arbitration, wage and training rules and regulations
are formulated and reviewed with the interests of foreign investors and local enterprises
in mind. However, local laws give regulatory bodies wide discretion o modify
regulations and impose new conditions. This allows government agencies to negotiate the
way they provide incentives or other services to loreign companies on a casc-by-case

basis.




FDI-RELATED  INSTITUTIONAL  STRUCTURE IN
SINGAPORE

The highest institution involved in FDI obviously is the Government of Singapore, which
acled as both the facilitator and entreprencur. The 1:DB has traditionally been responsible
for investment legislation and tax incentives to promote FDI. Following the findings and
recommendations of the Heonomie Committee, which identified the scrvice sector as the
other engine ol growth. the DB was tasked to promote this scctor as well. Other

statutory boards also play important 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 clcar mandate in
terms of driving the restructuring effort on to a high technology road. There arce other
infrastructures, which promote DI in Singapore, such as in the Science Park to enhance

high technology industrics.

PHASES OF SINGAPORE ECONOMIC DEVELOPMENT
AND MAJOR INVESTMENT RELATED POLICIES

Phase 1, 1959-1967 Inward looking development Policy

A4

Import substitution
EDB set up in 1961
Independent sovereign state in 1965
Basic tax incentives for investments
Economic expansion Incentives Act
Labour intensive activities preferred

VYV VY

Phase 11, 1968-1978 Outward oriented Development Policy
~  Lmployment Act. 1968

~ Industnal Relation Act, 1968
~ Pransition to more capilal intensive activities
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# Lxport promotion
Phase TH, 1979-1985 Restructuring Policy

~ Intensilication ol export 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 of investment allowance
»  Wage reform

~  Regionalization

GOVERNMENT OF SINGAPORE

The Government ol Singapore belicves in the basic freedom of private enterprises and
cncourages forcign investments in the country. Consistent with this philosophy. no
restrictions are imposed on foreign investments. However, certain industrics 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 government authoritics
for undertaking private investment in those arcas (sce table). The Government also has
extensive ownership in key industries such as banking, shipbuilding, tourismy and trading
Government participation in industry may take one of the two organivzational forms: as a

statitory board or as o Himited liability 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 investment.  The
Government aimed to help overcome initial entrepreneurial difficulties. strengthen the
confidence of privatc investors and spearhead new ventures through cquity participation

under the Capital Assistance Scheme established by the Lconomic Development Board.




Public investment was only intended to complement private investment and not o

compete with it.

The establishment of the various statutory boards was for the purpose of mecting specific

needs and to accelerate cconomic growth.  The basic rationale for these mostly

monopolistic institutions  was  to - provide the necessary  inflrastructure  for  the

Government's ambitious industrialization programme and to supply low-priced (public

and merit) goods and services,

PRIOR

ACTIVITIES CAN BE UNDERTAKEN

APPROVAL FROM. RELEVANT GOVERNMENT
MUST BE OBTAINED BEFORE ANY OF THE FOLLOWING

AUTHORITIES
BLISINESS

Business activitics

Relevant authoritics

Banking. finance, insurance, stock broking,
commodily trading, money changing and
remittance.

Monetary Authority of
Singapore/Commissioner of Insurance.

Certain manulucturing  and  industries
within  the scope  of
- Manufacture Act.

the Control of

Industry Devclopment Division of  the |
Economic Development Board.

Electrical work and contracting

Public Utilities Board

Housing development

Controller of Housing

Shipping establishments
interest

with  foreign

Trade Development Board

Broadcasting

Ministry of Information and the Arts )

Newspapers and printing

Ministry of Information and the Arts

Travel agents

Singapore Tourist Promotion Board

Massage/health centers

Licensing Officer
Massage Establishiments Scetion,
Ministry of Community Development

Hotels, restaurants and entertainment

1. lotel Licensing Board-

Hotels section of the Ministry of
Community Development.

Building Control Division-

Ministry of National Development

b

3. Licensing and  Entertainment
Division (Customs and Excise
Department).
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4. Liquor license if required can be
obtained from the Customs and
Excise Department.

ECONOMIC DEVELOPMENT BOARD

On the basis of recommendations of the World Bank. the British colonial government had
created the Industrial Promotion Board (1PB) in 1957 o encourage investment by private
enterprises i Singapore.  However, promotion policies were not thoroughly thought
through. Hence. the 1PB himited 'its activities to giving away subsidics to alrcady existing
companics. 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 million and
provided it with far-reaching powers laid down in the Economic Development Ordinance
of 1961. It has among others, the power:

# To underwrite the issue of stocks, sharcs, bonds or debentures of industrial

enterprises with the written approval of the Minister of Finance.

# T'o puarantee loans raised by industrial enterprises with the written approval
of the Minister of Financee.
To grant loans to industrial enterprises;

To manage, control, supervise, or invest in industrial enterpriscs:

v v v

To acquire., sell or lease land for industrial sites or for gencral cconomic
development;

» To provide technical advice and assistance.

From the beginning, the EDB approached potential investors in a very pragmatic way.
Besides dealing with cnquiries and evaluating applications (or tax and other incentives,
the EDB. through its one-stop service, assisted investors to obtain land and factory space.
long term financing, shilled manpower and other services. Within a few days an investor

could sign an agreement with the EDB and could start producing within three months.,
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Currently there was hardly any restriction on the types of businesses that could be set up
in Singapore.  FFor some businesses, such as banks, linance companices. insurance and
stock-broking lirms, however, special licenses have to be obtained from the government.
There are also no restrictions on the remittances ol profits, repatriation of capital or any
cquity ownership. With this fuvourable business environment in connection with a stable
and pro-business oricnted 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 liconomic

Expansion Incentives.

Each investor is treated as a client and the EDB (ries its best in meeting the needs ol the
chient and alwavs with a view to establishing a long-term relationship based on mutual
trust.  The prosperity of the corporation and the economic well being ol the whole
cconomy is co terminus. With the trend towards business globalization, the 1:DB has
adopted strategic 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 established to specifically
assist Singaporcan businessmen in meeting the dynamic  challenged  of today s
international trade.  The mission of the TDB is to contribute to Singapore™s prosperity
through trade expansion especially by developing the international trading hub and

assisting Singapore companies to expand business overseas. The goals of TDB are:

~ To develop Singapore as an international (rading hub and distribution center
through several schemes which are aimed to attracting international firms to use
Singapore as their regional headquarters;

» Promoting Singapore’s export of goods and services and devclop new markets:
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» Assist Singapore companies to expand their businesses overseas in line with the
regionalisation efforts, especially in creating the synergy between international

companies in Singapore and local firms;

4

Safeguard and further enhance Singapore’s external trade interest through
bilateval. regional and global for a such as the ASEEAN, Asia Pacilie conomic
Cooperation (AP]C), World Trade Organization (WT0O) and others:

# Admnuster and Tactlitate Singapore’s international trading system.

The TOB provides assistance to both local and foreign companies through an intensive
network of 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 ¢nables
traders to submit a single trade declaration through a computer to all relevant processing
authorities. It is envisaged that the system will completely replace paper documentation.
In addition. the TDB Globalink was also introduced to provide on-line customized trade

information o cater for the needs of the business 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 ficlds of science and technology so as to
enhance Singapore’s international competitiveness in the industrial and scrvice scctors.

Its major activities are:

~ Formulation of the National Technology Plan which has two crucial
tarpets. namely. to raise the national expenditure on rescarch and
development (R&D) from 0.9 per cent in 1991 10 2 per cent of GDP by
1995 and to increase the number ol rescarch scientists and engineers

from 29 for every 10,000 workers to 40 over the same period.

(S8 ]
(]
wn



http:clistomil'.ed

Conduct ol a national survey to monitors R&D expenditure and
activities in the public and private scctors including institutions of
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 Manufacturing (GINTIC). Institute of Molecular
and  Cell Biology (IMCB). Institute  of  Microclectronics  (IML),
Institute ol Nf;mu!hcturing Technology (IMT). Institute ol Systems
Science (ISS) and Information Technology Institute (F'Fl);

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 of the Singapore Science Park was first mooted in the 1970s by the 12D13 but the

concept took ofl in collaboration with the Ministry of Trade and Industry in 1979, The

specitic objectives of the Singapore Sciencee Park include:

”~

Pramotion and development of high technology industrics 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 rescarch institutes:

Facilitating EDB’s investment promotion efforts by centralizing R&D
personnel and facilities in one “nucleus™ arca at the Science Park

which is in close proximity with other universitics and rescarch
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institutions in the “western corridor of technology™ (western part of
Singapore);

~ Pooling and sharing R&D facilities and services in the Science Park to
bring about “agglomeration economies™ through linkages among
established firms,

~ Providing a critical mass to launch future R&D programmes.

NATIONAL COMPUTER BOARD

The National Computer Board (NCB) was established in 1981 dedicated to the
development of information technology (IT) and make Singapore an exploiter and
provider of I'l" products and services. As the I'T architect, the NCB envisions, defines and
helps ercate the information infrastructure to spawn new applications and services. The
protolype version ol the National Information Infrastructure (NI1) developed by NCB and
its partners wias launched in 1993, It will deliver information services to people at work
or in homes. The massive inlrastructure consists of a high-speed conduit, a software
architecture [or service providers to build useful services and a content architecturc 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
Singapore one of the casiest places in the world to do business in. An cllicient
burcaucracy, market performing incentives and interventions as well as a sound

microcconomic policy hielp to fulfill this role.
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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

contribution to a country’s socio-economic development efforts is to pursue a policy of-

a) selectivity with respeet to the magnitude and timing of capital inflows including
FD. This unplies that governments should be able to determine the composition
of capital milows and  to formulate  appropriate  policics o government

intervention to 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 bencfits. This may
involve confining FDI to economic sectors and sub-sectors rcgarded as prioritics

in the country’s overall socio-economic development.
¢) lurther liberalizing the procedural technicalities involved.

With regard o the provision of investment ineentives, the evidence is that investment
incentives mahke only a marginal difference to the likelihood of attracting I'DI. 1owever,
at present no country can afford to refrain from offering such incentives from fear that
potential tnvestment will {low to similarly placed countries with respect to locationa:l
advantages but which also offer 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 being
selective in their acceptance of FDI, developing countries would benefit collectively lrom
co-operation on the matter of investment incentives rather than competition in this

146
sphere ™.

P hey will i any case need o consider a joint approach to the matier of investment incentives that forms

gt of the apenda rebting o the WO Agrecment on Subsidies and Countervailing Measures (ASCM).
Alrcidy ASCM stipudates that certain fiscall financial or indirect incentives are considered as subsidies in
that they provide w lmancial contribution or constitute an incoming payment foregone by a government or
public bady. As such they are prohibited and subject to multilateral disciplines.




In India, foreign direct investment policy has been glven a concrete shape, keepmg n
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 population 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 FDUI, 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 poliﬁy
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 of their
origin. State Governments and their agencies are responsible for (he numerous
clearances, approvals and opcrating procedures. It is this whole package of laws. systems
and procedures and not the FDIE policy which is considered by the far-sighted investor.

And this 1s where India scems o be losing out to other competing countries.

From the standpoint ol a foreign investor, a policy is also cvaluated in terms of
transparency. stability and adequacy. [t appears that in all these counts, forcign 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 catcgory of
“automatic approval”. This is also the situation in the case of raising cquity [rom the
current level to a higher level for an existing firm. Stability is an important element 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. Unfortunately. the records
withy respect to stability is rather poor. The classic case refate to tax laws. some of which

are changed i every budgel, sometimes with retrospective effects.

Adequacy is o be defined with respect to the policy objective, ic. whether the
constituent clements of 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. Tor
example, it is more or less accepted by all that India’s IPR regime is fairly weak

especially in some sectors.

Incremental character and ad hocism in policy making should be avoided as far as
possible. Policy relating to forcign investment in the power sector is a classic case where

policies and procedures have been in a state of {lux Tor a long time.

FDI should not be seen as an objective by itself but instead as a means to promoting the
achievement of national development goals. For example, FDI can be instrumental for the
attainment of higher rates of economic growth, higher real wages, higher rates of

employment, the reduction of unemployment, underemployment and poverty, redressing
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soctal exclusion and regional incqualities, the promotion of gender cquality. higher job
quality, and environmental sustainability of development. It is therefore recommended

that India should, infer alia, -

> Enhance domestic environment for attracting as well as absorbing investments,
foreign as well as domestic ~ good governance, emphasis on infrastructure,

macrocconomic stability and commitment of the state to social development.
+ Listablish an institational base for attracting and regulating investnents

> Develop a strong domestic Competition Policy and a radical improvement in

domestic governance.

> Further simplify the tax system

Foreign direct investment is admittedly a potent ingredient in the devclopment process. It
is an acknowledged conduit for the transfer of technology and human skills. It is a
purveyor of new ideas. It is a source of capital. Policy makers in most developing
countrics are awarc of FDI's contribution to the devclopment process. Indeed. most
developing countries. tor a variety of reasons (including the decline in bank credit an d
aid fows), have cagerly sought forcign investment from major enterprises around the
world. Whist they may not have embraced 1'DI with open arms, most of them now accept
it as “a neeessary evil”. In short, foreign direct investment 1s a superb catalyst of
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 sufticient volumes- therefore any form
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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ANNEXURIE A

LIST QF ACTIVITIES ORITEMS FOR WHICH AUTOMATIC ROUTE

OF RESERVE BANK FOR _INVESTMENT FROM _PERSONS

RESIDENT OQUTSIDE INDIA IS NOT AVAILABLE

1. Banking

B

NBFC’s activities in {inancial services sector
Civil aviation

Petroleum including exploration/refinery/marketing

ho W

than NRIs/OC Bs,
6. Ventare capital fund and venture capital company
7. Investing companies in infrastructure and service seclor
8. Atomic energy and related projects
9. Defence and strategic industries
10. Agriculture (including plantation)
11. Print Media
12, Broadcasting

13. Postal services

Housing and real estate development sector for investment from persons other
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ANNEXURE B

SECTORAL CAP ON_ INVESTMENTS BY PERSONS RESIDENT

QUTSIDE INDIA
Sector Investment Description of
B activites/items/conditions
| Telecommunications 49% a) In basic, cetlular 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)

b)

g)

Development of service plots
and construction of
residential premises
Investment in real estate
covering construction of
residential and commercial
premises including business
centers and offices.
Development of townships
City and regional level urban
infrastructure facilities,
including both roads and
bridges.

Investment in manufacture
of building materials
Investment in participatory
ventures in (a) to (e) above
Investment  in  housing
finance institutions.
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Coal and Lignite

49%

50%

a) in public sector undertakings
and

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
processing plants in 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.

Drugs and
Pharmaseuticals

74%

For bulk drugs, their intermediaries
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
experience 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.

Mining

74%

100%

Exploration and mining of diamonds
and precious stones

Exploration and mining of gold and
silver and minerals other than
diamonds and precious stones,
metallurgy and processing.

Advertising

714%

Advertising sector
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‘Filims

100%

Film industry (i.e, film financing,
production, distribution, exhibition,
marketing and associated activities
relating to film industry) subject to
the following:

a)

b)

d)

companies with an
established tract record in
films, TV, music, finance an
insurance.

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 other cases.
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.

Debt equity ratio of not more
than 1:1 t1e., domestic
borrowings shall not exceed
equity.

Provision of  dividend
balancing would apply.

Any other
sector/activity (other
than those included in
annexure A)

100%
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ANNEXURE ¢

GUIDELINIES IFOR THE 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 (FDI) and
formulate its recommendations.

[

0.

All applications should be put up before the FIPB by the SIA (Scerctariat of
Industrial Assistance) within 15 days and it should be ensured that comments of
the administeative ministries are placed before the Board cither prior to/or i the
meeting of the Board.

Proposils should be considered by the Board keeping in view the time-lrame of
30 days for communicating Government decision (i.e. approval of IM/CCIL or
rejection as the case may be).

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 of the
FIPB should be resorted to.

While considering cases and making recommendations, FIPB should keep in
mind the sectoral requirements and the sectoral policies vis-a-vis the proposal(s).

FIPB would consider cach proposal in totality (i.c. il it includes apart rom
forcign  nvestiment, technical  collaboration/industrial - licenee) for composite -
approval or otherwise. However, the FIPB's recommendation would relate only to
the approval lor forcign Linancial and technical collaboration and the Toreign
investor will need 1o take other preseribed clearances separaiely.

The Board should examine the following while considering proposals submitted
to 1t for consideration:

(i) Whether the items of activity involve industrial licence or not and if so the

considerations for grant of industrial licence must be gone into;

(ii) Whether the proposal involves technical collaboration and il so. the source
and nature of technology sought to be transferred.
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(iii) Whether the proposal involves any mandatory requirement for exports and if
so whether the applicant is prepared to undertake such obligation (this is for items
reserved for small scale sector and for 100% EOUs/EPZ units):

(iv) Whether the proposal involves any export projection and il so the ilems off
export and the projected destinations;

(v) Whether the proposal has concurrent commitment under other schemes such
as FPOG Scheme e,

(vi) In the case ol Export Oriented Units (EOUs) whether the prescribed
minimum value addition norms and the minimum turn over of exports are met or
not;

(vii) Whether the proposal. involves relaxation of locational restrictions stipulated
in the industrial licensing policy; and

(viit) Whether the proposal has any strategic or defence related considerations.

(ix) Whether the proposal has any previous joint venture or technology
transfertrademark agreement in the same or allied ficld in India, the detailed
circumstance in which it is considered necessary o set-up a new  joint
venture'enter into new lechnology transfer (including trade mark). and proof that
the new proposal would not i any way jeopardize the interest of the existing joint
venture or technology/trade mark partner or other stake holders.

While considering proposals the following may be prioritised.

(a) ltems/Activities covered under Automatic Route (i.c. those which do qualify
for automatic approval).

(b) Items falling in infrastructure sector.

(¢ ) Items which have an export potential

(d) Items which have large scale employment potential and especially lor rural
people.

(e) ltems which have a direct or backward linkage with agro business/farm scctor.
() ltem which have greater social relevance such as hospitals, human resource
development, life saving drugs and equipment.

() 'roposals which result in induction of technology or infusion of capital.

The tollowing  should  be especially  considered  during  the scrutiny  and
consideration of 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) xtent of equity with composition of foreign/NRI (which may include
OCB)/resident 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 foreign/NRI
equity or whether it is for fresh induction of foreign cquity/NRI cquity in
an existing Indian company.

ted In the case of fresh induction of forcign/NRI cquity and/or cases of
culargement of foreign/ NRI cquity in existing Indian companics whether
there is o resolution of the Board of Dircctors supporting the said
induction/enlargement of foreign/NRI equity and whether there is a
shareholders agreement or not.

() In the case of induction of fresh equity in the existing Indian companies
and/or enlargement of foreign equity in existing Indian companics, the
reason why the proposal has been made and the modality for
induction/enhancement [i.e. whether by increase ol  paid up
capital/authorised capital, transfer of sharcs (hostile or otherwisc) whether
by rights issue, or by what modality|.

Cases pertaining to FIPB approvals, which involve increase in the non-
resident equity within the approved percentage ol non-resident equity in a
joint veature company and enhancement of paid-up capital i a wholly
owned subsidiary do not require FIPB approval provided the intent for
mercase in the amount ol foreign equity is duly notilted to SIA and formal
documentation by way ol intimation is made to SIA within 30 days of
receipt of funds and allotment of shares (to non-resident sharcholders).

(g) Issuc/transfer/pricing of shares will be as per SEBI/RBI 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 by way of reservation
for the small scale sector.

(1) Whether there are any scctoral restrictions on the activity (c.g. there s
Bam on foreign tnvestment in real estate while it is not so Tor NRI/OCR
imvestment).




9.

10.

14.

(k) Whether the item involves only trading aclivity and i’ so whether it
involves export or both export and import. or also includes domestic
trading and if domestic trading whether it also includes retail trading.

(h Whether the proposal involves import of items which are cither hazardous,
banned or detrimental to environment (c.g. import of plastic scrap or
reeycled plasties).

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.

In respect of other industries/activities the Board may consider recommending 51
per cent foreign equity on examination of cach individual proposal. For higher
levels of equity up to 74 per cent the Board may consider such proposals keeping
in view considerations such as the extent of capital needed for the project. the
nature and quality ol technology, the requirements ol marketing and management
skills and the commitment for exports.

FIPB may consider and recommend proposals for 100 percent foreign owned
holdimg subsidiary companies basced on the following criteria :

{a) where only “holding™ operation is involved and all subscquent/downstream
investments o 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.

I special cases, where the foreign investor is unable initially to identify an Indian

joint venture partner, the Board may consider and  recommend  proposals
permitting 10O per cent Toreign equity on a temporary basis on the condition that
the torcipn investor would divest to the Indian parties (cither individual, joint
ventire partuers or general public or both) at least 26 per cent of its equity within
a pertod ol 3-8 years.

. Similarly in the case of a joint venture, where the Indian partner is unable to raise

resources for expansion/technological upgradation of the existing industrial
activity the Board may consider and recommend increcase in the
proportion/percentage (up to 100 per cent) of the foreign equity in the enterprise.

In respect of trading companies, 100 per cent foreign equity may be permitted in
the case of the activities involving the following :




16.

17.

19.

(1) exports;

(11) bulk imports with ex-port/ex-bonded warehouse sales;

(iii) cash and carry wholesale trading;

(iv) other import of goods or services provided at least 75% is for procurcment
and sale of goods and services among the companies of the same group and not
for third party usc or onward transfer / distribution / salcs.

Anrespect of the companies in the infrastructure/services sector where there is a

preseribed cap for foreign investment, only the direct investment should be
considered for the preseribed cap and foreign investment in an investing company
should not be set ol against this cap provided the foreign direct investment in
such investing company does not exceed 49 per cent and the management of the
investing company is with the Indian owners.

No condition specific to the letter of approval issued to a foreign investor would

be changed or additional condition imposed subsequent to the issuc of a letter of

approval. This would not prohibit changes in general policies and regulations
applicable to the industrial sector.

Where in case of a proposal (not being 100% subsidiary) forcign direct
investment has been approved up to a designated percentage of foreign cquity in
the joint venture company the percentage would not be reduced while permitting
induction ol additional capital subsequently. Also in the case of approved
activities, i the foreign investor(s) concerned wished 1o bring in additional capital
on fater dates keeping the investment to such approved activitics, FIPB would
reconmmend such cases Tor approval on an automatic basis.

As regards proposal for private sector banks, the application would be considered
only alter “in principle™ permission is obtained from the Reserve Bank of India
(RBI).

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 are meant to assist the FIPB to consider proposals in an objective and
transparcnt manner. ‘Fhese would not in any way restrict the flexibility or bind the FIPB
from considering the proposals in their totality or making recommendation based on other
criteria or special circumstances or features it considers relevant. Besides these are in the
nature
respect of any recommendation to be made by the FIPB ol decisions to be taken by the
Government i cases involving Foreign Direct Investment (1FDIT).

ol administrative Guidelines and would not in any way be legally binding in

These guidelines are issued without prejudice to the Government’s right to issuc fresh
guidelines or change the legal provisions and policies whenever considered necessary.




ANNENURE D

TECHNICAL KNOW ~-HOW AGREEMENT

(Source: Amarchand & Mangaldas & Suresh A Shroff & Co., Bangalore)

(1)

(2)

THIS AGREEMENT is madeon[ ] day of [ 12002 BETWELN:

LTD., a company incorporated under the laws ol Japan and
having its registered / principal officc a4 B
("Licensor™, which expression shall, unless repugnant to the context or meaning
thercot, be deemed to include its suecessors in business and permitted assigns):
and

a company incorporated under the laws of India and having its
registered ollice at {insert address| (“Licensee™ which expression shall, unless
repugnant to the context or meaning thereof, be deemed to include its successors
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)

(1)

(D)

Licensor has developed and 1s in possession of know-how, technology and
technical information relating to the Product;

Licensee has been incorporated pursuant to a Joint Venture Agreement dated
insert dare] IV Agreement™) for the primary purposes ol carrying on the”
business of manulacture, development, distribution and sale ol the Product:

Under that certain JV Agreement, Licensor has agreed to grant and make
available to Licensee such know-how, technology and technical information
including any improvements in relation to the Product;

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 Partics as follows ¢

1.

N

DEFINITIONS

In this Agreement, unless the context otherwise requires:

[ oW ]
wh
2




“Commencement
Date”
“Imypwovement(s) "

[ Licensed Tervitory™

“Prodoct”

“Technical
Information”

“Techmical Knonge-
flow ™

“Training and
Technical Assistance
Agreement”

2. INTERPRETATION

D

tJ

every gender,

tJ

means [date of this Agreement]:

means all improvements, enhancements, modifications or
adaptations to any part of the Technical Information and
the Technical Know-How including, but not limited to.
any process or methods;

means the Republic of India;

means

means all of the technical information, including data,
know-how, experience, documentation. spccilications,
process, methods, systems and practices relating to the
manufacture, processing, finishing, salc, usc and
application of the Product available to Licensor as of the
Commencement Date, which Licensor has a right to
license or disclose within the Licensed ‘Ferritory and
which Licensor is not prohibited from disclosing by
virtue of any laws or ¢ffective contractual obligations as
ol the Commiencement Date;

means all ol the skills, expertise and experience in
relation to the manufacture, processing, {inishing and
testing of the Product and implementation / usc of the
Technical Information;

means the agreement entered into of even date between
the Parties in respect of Licensor providing training and
technical assistance to Licensee.

1 References (o sections, clauses and schedules are to the scections, clauses and
schedules of this Agreement.

2 Words saporting the singular include the plural; words importing any gender inelude
| IS £ £

23 Words, terms and abbreviations which are not otherwise defined herein and have

well-known technical, trade or industry meanings are used in this Agreement in
accordance with such established meanings.

2.4 All determinations, consents, reviews or approvals to be granted and conducted by the
Parties under this Agreement and any other acts calling for the excrcise ol discretion
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shall be performed in good faith. Where the time periods are not specified, a
reasonable period of time shall be allowed.

2.5 Words elsewhere defined / explained in this Agreement shall have thc mcaning so
ascribed.

2.6 Unless the context otherwise requires reference to section, sub-scction or schedule is
to a section, sub-scction or schedule (as the case may be) of or to this Agreement.

2.7 The section headings do not form part of this Agreement and are for conveniencee
onfy and shall not be taken into account in its construction or interpretation.

28 The headings i this Agreement are inserted for convenience only and shall be
ignored i consiring this Agreement.

2.9 The rule known as the ¢jusdem generis rule shall not apply and accordingly gencral
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 fact that

they are followed by particular examples intended to be embraced by the general
words.

3. GRANT

L1 Licensor grants to Licensee at no cost, on the terms set out in this Agreement, an
exclusive ficense

LU o use the Technical Inlormation within the Licensed Territory in respect of the
Product: and i

3.1.2  to use the Technical Know-How within the Licensed Territory in respect of the
Product.

4. DURATION
This Agreement shall commence on the Commencement Date and shall continue
unless terminated in any of the circumstances sct out at clause 9 of this
Agreement.

. CONSIDERATION FOR THE GRANT

S 1 he consideration Tor this Agreement is that certain Joint Venture Agreement referred
toan the recitals o this Agreement.




5.2 No monctary consideration shall be payable by Licensee to Licensor in relation to the
grant of the Technical Information or of the Technical Know-How.

5.3 Licensee shall, however, reimburse to Licensor the cost, if any incurred by Licensor,
for translating the Technical Information into the English language.

5.4 Licensee shall reimburse to Licensor (on actuals) expenses incurred by Licensor for

importing the Technical Know-How to Licensee as provided in the Training and
technical Assistance Agreement.

6. FURNISHING OF TECHNICAL INFORMATION AND TECHNICAL
KNOW-HOW

6.1 Licensor shall commence furnishing to Licensce Technical Information -
6.1 immiediately after the Commencement Date and shall complete the trunsfer as
soon s possible and i any event within [x] months from the Commencement

Dt

6.1.2  the Technical Information will be delivered to Licensee at Licensor facilitics in
Japuan or such other location 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 debuggped; a
back up copy is also available; and a disaster recovery mechanism is accessible to

Licensor.

6.2 The Technical Know-lTow will be imported by Licensor to Licensee at Licensor’s
facilities in Japan. '

7. IMPROVEMENTS

7.1 Any huprovements commercially implemented by Licensor during the term of this
Agrecment shall be promptly disclosed and made available by Licensor to Licensce.

7.2 Improvements disclosed by Licensor to Licensce shall be deemed to be part of and
governed by this Agreement.

8. ADAPTATIONS
8.1 Licensee may adapt any part of the Technical Information provided -

8.1.1 Licensee is satisficd that any such adaptation will not adverscly altect the guality
of the Product:
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8.12

8.1.3

10.1.3

10.1.4

1018

I1.

if and to the cxtent reasonably required by Licensor, conducting tests / trial runs
before commercially implementing any such adaptation;

makes available o Licensor, at Licensor’s request, such adaptation for use by
Licensor at Licensor’s facilities in Japan.

Any adaptation made available by Licensee to Licensor shall be used exclusively
by Licensor lor its own purposes and Licensor shall not licence or otherwise
import or permit any third party (including any Licensor affiliatc) any such
adaptation without prior consent of Licensec on terms mutually agreed.

SUB-LICENCE

Licensee may sub-licence limited portions of Technical Information to Licensee’s
suppliers [including contract manufacturer(s) / processor(s)] Provided lLicensee
shall first require such manufacturer(s) / processor(s) to enter into a
confidentiality covenant in form and content reasonably approved by Licensor,
WARRANTIES

Ficensor hereby represents and warrants that -

it onns or s otherwise well and sulticiently entitled to the Technical Know-l1ow
and have [ull rights and authority to grant this licence to Licenscc;

to the best ol it's knowledge and belief the Technical Information is accurate and

sufficient to enable Licensee to manufacture Product of quality commensuratc

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);

Licensor is not aware that the Technical Know-How or the use of the Technical
Know-llow inlringes the rights of any third party;

Ficensor will indenmnity Licensee against any third party claim against Licensee
that the Technical Know-fow infringes such third party’s rights:

Licensor has obtained corporate approvals, il any required. to enter into this
Agrecment ad perform its obligations under this Agreement.

TERMINATION

‘Subject to sub-clause two below, this Agreement shall be coterminous with the JV

Agreement,




11.2

11.2.1

12.2

12.3

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 cvents
and in such event, all the licenses, rights and permissions granted hercunder shall
cease and terminate:

upon either Party making any arrangement or composition with its creditors or
going into liquidation voluntary or otherwise (other than a liquidation for purposc
of reconstruction or amalgamation. the terms of which have been approved by the
other Party and the transferee/emergent company undertakes to comply with the
terms and conditions of the Agreement).

FFFECT OF TERMINATION

On termination, Licensce shall return to Licensor all of the documents (whether in
clectronic form or otherwise). Licensee may continue to manufacture the Product

with the experience and expertise derived by it.

On termination Licensor shall return to Licensee all adaptation received {rom
Licensee except to the extent that any such adaptation is not in a recorded
medium.

All provisions of this Agreement which in order to give cflect to their meaning
need to survive its termination shall remain in full force and effect therealter.

CONFIDENTIALITY

Fach ety agrees 1o maintain seeret and confidential all Technical Know-ilow
abtained Trom the other pursuant to this Agreement to use the same exclusively
for the purposes ol this Agreement and to disclose the samie only o those
employees pursuant to this Agreement to whom and to the extent that such
disclosure is reasonably necessary for the purposes of this Agrecment or.

otherwise as expressly permitted by this Agreement.

The foregoing obligations of sub-clause (1) above shall not apply to Technical
Know-How which:

prior to receipt thereof from one Party was in the possession of the recipient Party
and at its free disposal;

is subscequently disclosed to the recipient Party without any obligations of
confidence by a third party who has not derived it directly or indirectly [rom the

other Marty,

i or becomes generally available to the public through no act or default of the
recipient Parly or its agents or employees;
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P24 which is required Lo disclosed by law.

4.

15.

16.

17.

18.

19.

NON-WAIVIER

The failure or delay of either Party to require performancé by the other ol 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,

NOTICE

All notices which are required to be given hercunder shall be in writing and shall be
sent to the address of the recipient set out below or such other address as the
recipienl may  designate and may  be delivered  personally or by facsimile
transntission or by sending the same through registered post or international
courier. Fach notice shall be deemed to have been served il by personal delivery
when delivered. i by prepaid post seven (7) days after posting and il by lacsimile
transnussion upon receipt of the answer back receipt.

Licensor: insert address, fux number  Licensee: insert address, fux number
and attention details and attention details

ASSIGNMENT

The licence granted hereunder is personal and shall not be assignable or
transferable.

SEVERABILITY
Notwithstardimg that any provision of this Agreement may prove to be illegal or
unentorecable, the remaining provisions of this Agreement shall continue in full

force and elfeet,

MODIFICATION

‘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.

ARBITRATION
Fxcept as otherwise provided under clause 19.5 below, all disputes. diflerences,

controversies and questions directly or indirectly arising at any time under, out of,
in connection with or in relation to this Agreement including, without limitation,
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0.2

193

19.3.1

19.3.2

194

20.

all disputes, differences, controversies and questions relating to the validity.
interpretation, construction, performance and enforcement of any provision of this
Agreement. shall be finally, exclusively and conclusively scttled by reference to
arbitration by a sole arbitrator under the Arbitration and Conciliation Act. 1996.

The arbitration proceedings shall be conducted in Mumbai, in the English
[RITUTHIU

The Parties agree:

to be bound by any arbitral award or order resulting from any arbitration
conducted hereunder;

not to commence, procure, participate in, or otherwise be involved in any action
or proceeding that might result in any judgement, injunction, ordcr or decision of
any court concerning a dispute, controversy or question falling within clause 19
save and except for obtaining any judgement or order recognising or cnforcing an
arbitral award or order made in such arbitration or to maintain, as far as may be.
status quo and otherwise preserve rights under this Agreement pending the
reference to arbitration or during the arbitration proceedings.

The prevailing Party in any arbitration conducted under this Clause shall be
cuatitled wo recover from the other Party (as part of the arbitral award or order) its
ar their reasonable attorneys” fees and other costs of arbitration on actuals.

APPLICABLE 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 countcrparts. cach of which
will be deemed an original, but all of which will constitute onc and the same
instriment.

IN WITNESS WHIEREOL, the Partics hereto have caused this Agreement to be exeeuted

as of th

¢ dav and year fiest above written by their duly authorised representatives.

PIMITED
By
Titler oo
Dater . oo 2002
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