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Abstract: The Foreign Direct Investment 
(FDI) norms in India have been liberalized in a 
phased manner since 1991. Foreign investment 
is now coming into the country not only as a 
source of new technology, but also as a source 
of capital and managerial skills. Accordingly 
actual inflow of FDI in India has increased at a 
compound annual growth rate of 36.3% 
between 1991 and 2003. The regional pattern 
of FDI has been marked by strong variations 
during this period, with more investment going 
to states with better infrastructure and more 
progress in the reform process. The hitherto 
reserve sectors for public investment like 
power, oil and telecommunications have 
attracted considerable FDI after liberalization. 
In terms of the country-wise approvals of FDI, 
USA accounts for nearly 20% of the share 
followed by Mauritius, UK and Japan. FDI has 
come in the form of joint ventures, mergers and 
acquisitions and green field investments. There 
have been certain hindrances in the actual 
inflow of FDI which need to be overcome in 
the coming years.  
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                   Introduction                                                  ����  
 

India’s industrial licensing poli-
cies governing domestic and foreign 
private investment prior to 1991 were 
extremely restrictive and regulatory.  
They inhibited the growth of the 
private industrial activity in the 
country, both domestic and foreign as 
well as collaborative.  Foreign Excha-
nge Regulation Act (FERA), 1974 did 
not permit the foreign firms to have 
equity holding of more than 40 per 
cent; any exemptions to this effect 
were solely the prerogative of the go-
vernment. Setting up of branches was 
normally not encouraged. There was a 
gradual relaxation of the foreign 
investment rules in the 1980s, when 
Maruti-Suzuki was set up as a joint 
venture between the Government of 
India (GOI) and Suzuki Motors of 
Japan.  
       
 The year 1991 was a watershed in the 
economic history of independent 
India, when India underwent a major 
change in its economic policies and 
moved from a controlled and regulated 
economy to an open and market – 
friendly regime.  India not only allo-
wed Foreign Direct Investment (FDI) 
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in many sectors of the economy, but 
also allowed foreign portfolio 
investment. The approval procedure 
and terms of entry for FDI have been 
liberalized extensively since then. 
Major steps taken are with regard to 
removal of the general ceiling of 40% 
on foreign held equity, lifting of the 
restriction on the use of foreign brand 
names, removal of the restrictions on 
entry and expansion of FDI in 
consumer goods, reduction in tax 
rates, etc.  Laws have also been cha-
nged to provide a level playing field 
for domestic and foreign firms.  Firms 
are now free to negotiate the terms of 
technology transfer without the need 
for government approval. Foreign 
investment is now seen as a source of 
scarce capital, technology and 
managerial skills that are necessary in 
an open and competitive global 
economy.   
         
 
 
 
 
       FDI refers to the participation of a 
foreign investor in the risk capital of 
an existing or a new undertaking and 
gaining a say in right and control of 
the host country enterprise.  Financial 
participation is the preferred mode of 
investment by the foreign partner 
accompanied by the technology su-
pport as well. There are no agreements 
which can be strictly classified as 
financial or technical. In the last one 
decade there has been a tremendous 
liberalization in the terms and 
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procedures of FDI in India. FDI is 
considered to be an important source 
of non-debt inflows and is 
increasingly being sought as a source 
of technology flows, and a means of 
building inter-firm linkages in a world 
where Multinational Corporations 
(MNCs) are operating on the basis of 
network of global interconnections. 
India can seize the opportunity to 
increase the growth rate of the 
economy based upon labour-intensive 
manufacturing, that combines the vast 
supply of Indian labour, including 
skilled managerial and engineering 
work force, with foreign capital, te-
chnology and markets. 
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Data on FDI 

 
According to the international 

guidelines based on the recom-
mendations by the International 
Monetary Fund, FDI inflows are the 
sum of three basic components, viz., 
equity capital, reinvested earnings 
and other capital associated with 
various inter-company debt transa-
ctions. FDI inflows in India are enti-
rely evaluated on equity investments 
while ignoring other components. 
This implies that FDI inflows are 
undervalued by a significant pro-
portion of the total volume of inward 
FDI (Srivastava, 2003). Also the FDI 
statistics in India are published by 
two official sources, viz.-a-viz., 
Reserve Bank of India (RBI) and 
Secretariat for Industrial Assistance 
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(SIA), Ministry of Industry, 
Government of India. There is 
sometimes a discrepancy between the 
two sets of statistics. The present stu-
dy uses the data from 1991 to 2003 
published in the SIA Newsletter for 
various years.  
 
                
 

FDI in India 
  

As a result of the policy changes 
in 1991 and active promotion of India 
as a destination, the overall value of 
the foreign direct investment 
proposals and their approval by the 
government increased substantially. 
However, actual to approved ratio has 
been far from satisfactory. Over the 
entire period under study, i.e. 1991-
2003, less than half of the approvals 
have been translated into actual 
investment.  

 
In 1991 two-third of the approved 

FDI actually came to India, but 
slumped to only 17.36% in 1992. 
After the mid-nineties the actual 
inflow as proportion of approved FDI 
showed an increase. The reason for 
the actual FDI being higher as a 
proportion of approved in 2002 and 
2003 could be that the approvals of 
the previous years became actual 
investment in these years (Table 1).  

 
 
 
The compound annual growth 

rate (CAGR) of approved FDI during 
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1991-2003 was 17.90% whereas it 
was as high as 81.3% between 1991 
and 1998. It declined between 1999 
and 2003 when the CAGR was (-
)53.6%. The actual FDI increased at 
the rate of 36.3% per annum between 
1991 and 2003 and 75.8% between 
1991 and 1998. However, this also 
slowed down during the last five 
years and was (-) 2.4% between 1999 
and 2003. This decline is not as sharp 
as in the case of approvals.  

 
 
Given that the inflows do not start 

materializing immediately after the 
approval, there is a time lag between 
approvals and inflows, especially for 
large and long gestation projects. 
Since most of the projects are in the 
fuels, power and infrastructure 
sectors, the delay is inevitable. In 
these cases it is reasonable to assume 
that actual flows of capital would be 
gradual and vary with the projects’ 
progress. It is also believed that the 
sluggish pace of capital inflows is 
largely due to the bureaucratic delays 
and hurdles. Inability to decide on 
local partners is another reason for 
delays or even abandonment in ce-
rtain cases. Since project location is 
not always specified in a large 
number of cases, location studies and 
negotiations with state government 
may also take time.  
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There are a number of firm-
specific and country-specific factors 
which effect the inflow and location 
decisions of FDI projects. Market size 
is supposed to be the most important 
factor that a firm has in mind while 
making a decision on investment 
location. In addition, the expected 
growth in market size is another 
significant factor. Other factors 
determining FDI include the compe-
titiveness of the economy, ability to 
repatriate capital and remit profits, 
productivity and work habits of 
workers and quality of infrastructure. 
Besides, it has been found that in 
many states the “governance infra-
structure, and in particular, absence of 
corruption, is crucial determinant of 
FDI and its impact overweighs the 
role of tax and fiscal policies, labour 
laws, etc.” (Sidharthan, 2004, p. 
3987). In the analysis of each of these 
above-mentioned factors in relation to 
India, it turns out that India ranks 
quite low in terms of competitiveness, 
infrastructure, and skills and produ-
ctivity of labour. With regard to the 
overall ranking based on the compe-
titiveness index, India is ranked 52nd 
out of a total of 59 countries ranked 
in the Global Competitiveness Re-
port, 1999. However, in terms of both 
the current market size and the 
expected growth in market size, India 
was placed second after China 
(Bajpai and Sachs, 2000).  
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Sectoral Distribution of FDI 
  

Industrial policy changes, 
especially with regard to public 
sector, led to significant upsurge in 
approvals for new projects in power, 
oil and telecommunications. These 
together account for 46.44% of the 
total approvals between 1991-2003. 
Industry-wise pattern of inflows in 
2003 shows that top most position 
was occupied by fuels followed by 
telecommunications, electrical equi-
pment (including software and ele-
ctronics) and transportation industry 
(Table 2).  
 

 
Country-wise Distribution of 

FDI   Approvals  
  

Prior to 1991, nearly half of FDI 
came from the United States of 
America (USA) followed by United 
Kingdom (UK), West Germany and 
Japan. These four countries accounted 
for 83% of FDI in India (Rao et al., 
1999). With the liberalized envi-
ronment for foreign investment, the 
source of such inflows has 
diversified. From the data in table 3 it 
can be seen that while USA still 
dominates with nearly 20% share, the 
contributions of the former top four 
countries came down substantially to 
35.45%. The top ten countries in 
terms of FDI approvals to India 
between 1991 to 2003 are indicated in 
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Table 3.  
In 2003 Mauritius accounted for 

27.04 per cent FDI inflows, followed 
by USA (19.91%), Netherlands 
(12.15%), UK (9.02%) and Japan 
(4.45%). The developed countries 
account for the maximum share of 
FDI in India.  Mauritius is a country 
which offers tax shelters, therefore it 
brings in a large amount of FDI in our 
country. This is mainly because of 
“the double taxation treaty” between 
the two countries which favours 
routing of investment through this 
country (Banik et al., 2004, p. 3402).  
 
 
 
 
 
 

Mode of Entry of FDI 
  

The policy regime in the 1990s 
has greatly liberalized the possibility 
of industrial restructuring and 
consolidation through mergers and 
acquisitions (M and As) by removing 
restrictions under Capital Issues 
Control Act, Monopolistic and 
Restrictive Trade Practices Act and 
the Companies Act. The new FDI 
policy and abolition of FERA 
regulations also facilitated the entry 
of MNCs into India either with green 
field projects or joint ventures with 
local firms. Greenfield investments 
account for 46% of the FDI mode of 
entry followed by 37% joint ventures 
and 17% mergers and acquisitions 
(Bhaumik et al., 2003). There is 
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increasing interest of MNCs in 
financial services, advertising, travel 
agencies and other business services. 
Consumer goods industries such as 
white goods, household appliances, 
pharmaceuticals and personal care 
products and automobiles are also 
preferred for FDI by the foreign 
investors. This is because of the 
importance of countrywide mileage 
of distribution and services network 
for these industries. MNCs have 
sought to save time and resources 
made to establish such materials on 
their own.  
 
 
 
 

Regional Pattern of FDI in India 
  

Different states of the country 
have shown considerable interest in 
attracting foreign investment. 
Location of projects with foreign 
investments assumes significance as 
there are wide inter-state disparities in 
industrialization and infrastructure. A 
few of the Indian states have been 
more reform-oriented, such as Andhra 
Pradesh, Gujarat, Karnataka, Maha-
rashtra and Tamil Nadu, but others, 
such as Haryana, Kerala, Orissa, 
Madhya Pradesh, Punjab, Rajasthan 
and West Bengal have a lot to catch-
up with. Of course, Bihar and Uttar 
Pradesh are even further behind. 
There are rather significant diffe-
rences in reform interest and eco-
nomic performance between a large 
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part of northern India and southern 
India. Karnataka, Tamil Nadu and 
Andhra Pradesh are quite dynamic 
now in trying to get the infrastructure, 
and the policy regime right to attract 
large-scale foreign investment. In the 
north, in Bihar, Uttar Pradesh and 
Uttranchal the reform dynamism is 
lacking and the results are therefore 
poor in terms of economic growth. 
These differences are likely to be 
reflected in widening interstate 
inequalities.  

 
 
 
Map 1. reveals state-wise vari-

ations in FDI approvals. Significa-
ntly, the eastern about one-third part 
of the country attracted quite small 
attention in this connection. In 
contradistinction, the western half 
was far ahead of its eastern counter 
part. The largest number of approvals 
were claimed by industrially deve-
loped coastal states of Maharashtra 
followed by Delhi, Tamil Nadu, 
Karnataka, Gujrat, Andhra Pradesh, 
Madhya Pradesh and West Bengal. 
On the other hand socio-economically 
backward areas of India like the 
seven states of Northeast India, Bihar, 
Chattisgarh and Jammu & Kashmir 
failed to make their presence felt in 
this regard. It is important to point out 
that in almost all the states the share 
of approvals involving technology 
was higher as compared to those 
involving financial transfer only.  
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Significantly, the pattern of the 
amount of FDI approvals was almost 
the same as that of the number of 
approvals (cf. Maps 1. and 2.). The 
only notable departures in this 
connection were of Orissa, 
Chattisgarh, Bihar and Uttranchal.  

The actual inflow of FDI at all-
India level is far below the approvals, 
therefore it is expected that the same 
will also be true at the state level. 
Also the actual/approved ratio varies 
from region to region. This study, 
however, analyses the regional 
pattern of FDI taking the approved 
data as the reflection of its expected 
pattern.  

State-wise approvals of FDI in 
India suggest differing performances 
among Indian states, which are now 
in competition with one another to 
attract private investment, both 
domestic and foreign. State level data 
on FDI approvals between August 
1991 to December 2003 suggest that 
the relatively fast moving reforms 
have tended to attract higher 
investments.  

 
The available data on state-wise 

distribution of FDI does not reflect 
the actual amount that goes or is 
likely to go to different states. For 
most of the investments location is 
not known in advance. Also in the 
case of services sector, location will 
not be all that meaningful as co-
mpared to the manufacturing sector.  
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State-wise approvals indicate that 
Maharashtra in likely to attract 
maximum FDI followed by Delhi, 
Tamil Nadu and Karnataka. It has 
been observed that FDI in the post-
reform period is attracted to the 
industrially advanced states. The 
existing production structure of the 
region/state determines the flow of 
FDI into that area. State level 
initiatives also play important role 
attracting FDI.  

 
Table 4 shows that nearly 70% of 

the total FDI approvals to the states 
from August 1991 to December 2003 
are financial and only 30% technical. 
It is observed from the top 10 states 
attracting FDI that a high degree of 
FDI has been approved in the 
following type of Indian states which 
(I) house mega-cities, e.g. Delhi, 
Maharashtra and Tamil Nadu; (II) 
enjoy coastal frontage as Gujrat, 
Maharastra. Karnataka and Tamil 
Nadu (Kant, 1999, p. 88); and (III) 
already have relatively high level of 
industrial development, e.g., 
Maharashtra and Gujrat. 

 
 
FDI is merely nominal in two 

types of states/ union territories which 
(I) are characterized by peripheral 
location, e.g. Northeast India and 
Jammu and Kashmir; (II) have lesser 
infrastructure development e.g. 
Himachal Pradesh, Jharkhand, Cha-
ttisgarh, Uttranchal, etc.; and (III) are 
the states that have lacked in socio-
economic development, e.g. Bihar, 
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Uttar Pradesh, Rajasthan etc.  
Punjab is the only exception which in 
spite of relatively high level of 
economic and infrastructural deve-
lopment has failed to attract 
significant FDI (only 0.83% of the 
approvals between 1991 and 2003) 
which is mainly attributable to the 
lack of requisite political initiative in 
this connection. Besides, its location 
is close to the national capital: Delhi 
which is one of the favourd 
destinations of FDI. This also seems 
to have discouraged FDI in flows to 
the state through its shadow impact or 
suction mechanism.  
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Conclusion 

 
In the post-reform era the 

emphasis on the part of the central 
and state governments in attracting a 
large amount of foreign investment 
resulted in a significant rise in the 
approval as well as the actual inflow 
of foreign direct investment in India. 
While infrastructure sector attracted 
maximum investment, consumer 
good sector also had an important 
place in approvals. The reason for this 
upsurge in approvals/ inflows of FDI 
is the deregulation, delicensing and 
other policies of liberalization and 
globalization in the Indian economy 
since 1991. Subsequently, in the mid 
90s, and afterwards also there was a 
further relaxation in the policy to-
wards foreign investment leading to 
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more inflow of FDI.  
 
 
 
The high share of infrastructure 

and service sector in approvals 
implies huge servicing burden as 
these (except software) cannot 
generate direct foreign exchange 
earnings. Therefore, the scope for 
substantial export earnings through 
FDI is rather limited.  

 
There is also a huge gap between 

approved and realized investment due 
to several bureaucratic hurdles and 
failing of negotiations between the 
investor and the state. The sectoral 
pattern of FDI approvals in different 
states appears to be related to the 
importance of that sector for the state 
as also resource endowment. 
However, since take over and 
consolidation is relatively easier and 
quicker than setting up new projects, 
and because so far the actual inflow is 
quite low compared to the approved 
amount, new projects may not have 
had much impact on the regional 
distribution of industry. Since mer-
gers and acquisitions have become a 
major form of FDI flow at the global 
level, it should be expected that 
regional pattern of industry may not 
be affected to the same extent as the 
amount of FDI inflow.  

As with the overall economic 
reforms programme, India’s perfo-
rmance with respect to FDI remains a 
mixed bag. A stagnation of the 
quantum of FDI inflow coexists with 
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the perception that quality of labour 
and other inputs, as well as the legal-
institutional environment relevant to 
the MNCs, have improved noticeably 
during the 1990’s. At the same time, 
however, supply of key resources like 
power remain unreliable, and the 
extent of spillover effects in terms of 
both quality of technology and know-
how remain uncertain.  

 
 
 
 
 
A further simplification of the 

domestic policy regime, i.e. rules and 
procedures during 2004-05 is likely to 
attract higher foreign investment, thus 
supporting the investment needs of 
the economy for higher growth. 
Export promotion policies also need 
to utilize the natural complementarity 
of FDI with export activity, as the 
global reach and marketing ability of 
FDI could be effectively utilized to 
provide a cutting edge to the export 
effort of the Indian industry. Finally, 
the regional pattern of FDI approvals 
show that relatively high share of the 
approvals went to the states with 
mega cities and those with the higher 
industrial development. On the other 
hand the socio-economically back-
ward states as well as those lying in 
the country’s eastern periphery made 
a poor performance in this con-
nection. 
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Table –1: Foreign Direct Investment in India (1991-2003). (Indian Rs. Million) 

Year Approved Actual FDI Actual as % of  
approved 

1991 5300.00 3514.30 66.31 
1992 38900.00 6751.80 17.36 

1993 88600.00 17867.10 20.17 
1994 141900.00 32892.80 23.18 
1995 320700.00 68200.30 21.27 
1996 361500.00 103892.00 28.74 
1997 548900.00 164253.30 29.95 
1998 308100.00 133398.40 43.29 
1999 283700.00 168677.90 59.45 
2000 370400.00 193417.40 52.22 
2001 268700.00 192651.00 71.70 
2002 111400.00 212859.70 191.07 
2003 60500.00 143009.40 236.38 
Total 2908600.00 1441385.40 49.55 

Compound Annual 
Growth Rate (CAGR) 
 

17.90 % 36.30 % - 

Source: SIA Newsletters (1991-2003) 
 

 
Table 2: Sector-wise Break up of FDI (August 1991 to December 2003). (Rs. Millions) 

Name of the Sector No. Of 
Approvals 

Amount of FDI 
Approved 

% to Total Amount 

Fuels (Power & Oil Refinery)  980 777843.22 26.75 
Telecommunications  920 572555.25 19.69 
Electrical Equipment (including 
software and electronics)  

5579 288828.57 9.93 

Transportation Industry  1721 219576.41 7.55 
Service Sector  1134 189919.72 6.53 
Metallurgical Industries  762 155168.56 5.34 
Chemical (other than fertilizers)  1881 130661.96 4.49 

Food Processing Industries 924 95328.30 3.28 

Hotel & Tourism  702   51661.97 1.78 

Others  10412 456047.87 14.66 

Total  25015 2907591.83 100,00 

Source: SIA Newsletter, January, 2004.  
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Table 3: Country-wise Approvals of FDI (1991-2003).  (Indian Rs. Millions) 

Name of the Country Amount of FDI Approved % of Total 

USA    581114.72 19.98 
Mauritius  355373.47 12.22 
UK  236867.00 8.21 
Japan  117543.21 4.04 
Korea(South)  98884.80 3.40 
Netherlands   95366.60 3.27 

Germany  93775.50 3.22 
Australia  67986.18 2.33 
France   65835.93 2.26 
Malaysia  60900.16 2.10 
Others  1025213.17 35.17 
NRIs  (Non Resident Indians) 109681.64 3.80 

Total  2908542.38 100.00 
Source: SIA Newsletter, January, 2004.  
 
 
Table 4: State-wise Break up of FDI Approvals   (August 1991 to December 2003)      
                                                                                                                      (Indian Rs. Millions)  

No. of Approvals 
Technical Financial 

Name of the State Total 
Figures in brackets are % of tota l 

Amount of 
FDI 

Approved 
% to Total  

Maharashtra  4713 1295 (27.5) 3418 (72.5) 507,121.41 17.44 
Delhi  2567 303 (11.8) 2264 (88.2) 351,046.75 12.07 
Tamil Nadu  2549 607 (23.8) 1942 (76.2) 248,104.83 8.53 
Karnataka  2388 488 (20.4)  1900 (79.6)  239,969.98 8.25 
Gujrat  1184 552 (46.6)  632 (53.4)  188,184.47 6.47 
Andhra Pradesh  1183 262 (22.1)  921 (77.9) 134,025.61 4.61 
Madhya Pradesh  240 72 (30.0)  168 (70.0)  92,713.53 3.19 
West Bengal  659 198 (30.0) 461 (69.9)  92,606.18 3.18 
Orissa  140 50 (35.7)  90 (64.3)  82,293.13 2.83 
Uttar Pradesh   791 274 (34.6)  517 (65.4)  49,145.29 1.69 
Others  8601 3448 (40.0)  5153 (60.0) 9,52,380.65 31.74 
Grand Total  25015 7549 (30.2)   17466(69.8) 2,907,591.83 100.00 
Source: SIA Newsletter, January, 2004. 
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