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Introduction  

Foreign Direct Investment (FDI) can be understood simply as 
some kind of investment put in by Multi National Companies (MNCs) or 
Multi National Enterprises (MNEs), or by some Non-resident in some kind 
of company in another country (host /recipient), over which they (investor) 
have some control, and in lieu, earn private return. A foreign direct 
investment (FDI) is a controlling ownership in a business enterprise in one 
country by an entity based in another country. (FT Lexicon). 

Foreign direct investment is distinguished from portfolio foreign 
investment, a passive investment in the securities of another country such 
as public stocks and bonds, by the element of "control" (FT Lexicon). 
According to the Financial Times, "Standard definitions of control use the 

internationally agreed 10 percent threshold of voting shares, but this is a 
grey area as often a smaller block of shares will give control in widely held 
companies. Moreover, control of technology, management, even crucial 
inputs can confer de facto control. 

However, there Direct and Indirect Foreign Investment are 
different terms. (Annexure A). Indirect investment is all about portfolio 
investment, acquisition of stock of an enterprise, medium-term and long-
term loans by financial institutions and intermediaries, and investment in 
new issues of national loans, bonds and debentures. The direct investment 
is a long-term equity investment in a foreign company that gives the 
investor managerial control over the company (Griffiths and Hall 1984).  

Similarly, FDI is taken as an equity capital in India, though the IMF 
guideline also stipulates to include reinvestments and venture capital on 
the FDI flows (RBI 2003). Accordingly, the Government of India redefined 
the FDI inflows in 2002 and included reinvestments and venture capital 
along with equity capital.  

According to GraziaIetto-Gillies (2012), prior to Stephen Hymer’s 
theory regarding direct investment in the 1960s, the reasons behind 
Foreign Direct Investment and Multinational Corporations were explained 
by neoclassical economics based on macro-economic principles. These 
theories were based on the classical theory of trade in which the motive 
behind trade was a result of the difference in the costs of production of 
goods between two countries, focusing on the low cost of production as a 
motive for a firm’s foreign activity.  

For example, Joe S. Bain only explained the internationalization 
challenge through three main principles, which are: Absolut cost 
advantages, product differentiation advantages and economies of scale. 
Furthermore, the neo-classical theories where created under the 
assumption of the existence of a perfect competition. Intrigued by the 
motivations behind large foreign investments made by corporation from the 
United States of America, Hymer developed a framework that explained 
beyond the existing theories, why this phenomenon occurred, since he 
considered that the previously mentioned theories could not explain foreign 
investment and it motivations. 
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 Facing the challenges of his predecessors, 
Hymer focused his theory on filling the gaps regarding 
international investment. The theory proposed by the 
author approaches international investment from a 
different and more firm specific point of view. As 
opposed to traditional macroeconomic-based theories 
of investment, Hymer states that there is a difference 
between mere capital investment, else known as 
portfolio investment, and direct investment. The 
difference between these two, which became the 
corner stone of his whole theoretical framework, is the 
issue of control, meaning that with direct investment 
firms are able to obtain a greater level of control than 
with portfolio investment.  

Furthermore, Hymer proceeds to criticize the 
neoclassical theories, stating that the theory of capital 
movements cannot explain international production. 
Moreover, he clarifies that FDI is not necessarily a 
movement of funds from a home country to a host 
country, nor and that it is concentrated on particular 
industries within many countries and not vice versa 
(as would be the case if interest rates were the main 
motive for international investment).  

Another interesting observation made by 
Hymer in his theory, was that opposite of what was 
sustained by the neoclassical theories, foreign direct 
investment is not limited to investment of excess 
profits abroad. In fact, foreign direct investment can 
be financed through loans obtained in the host 
country, payments in exchange for equity (patents, 
technology, machinery etc.), among others.  

The previous criticisms lead Hymer to 
propose the three main determinants of foreign direct 
investment, taking into account imperfections in the 
market as a key assumption: Existence of firm specific 
advantages, their link to market imperfections, 
Removal of conflicts with rivals in foreign markets and 
propensity to formulate an internationalization strategy 
to mitigate risk (Ietto-Gillies, 2012). 
Background 

The world has turned into a global market 
and there has been a spectacular boom in the FDI in 
the global economic landscape. This once unthinkable 
growth of globalFDI in the 1990s all across the globe 
today makes FDI a very crucial and pivotal 
component of the overall growth and development 
strategy for both developed and third-world nations.  

Keeping the vital aspect of FDI in mind, 
plans, strategies and policies are designed so as to 

boost and strengthen inward flows. In fact, in won’t be 
an overstatement that FDI-if planned and 
implemented well-can result in a win – win situation 
for the two parties involved; the host nation and the 
home country. Both the inviter and the invitee are 
bound to be interested in FDI, because there are huge 
benefits to be reaped from such an understanding. 

For the home country, there is this huge 
advantage that the vast markets of the host countries 
offer. Similarly, the host nation can benefit from the 
technological and managerial skills and strengthen 
their domestic savings and foreign exchange. In 
addition, the scarcity of all types of resources i.e. 
capital, financial, technological know- how, 
entrepreneurship, access to foreign markets, skills, 
practices, etc. 

It is even more critical for the third-world or 
developing nations as they find FDI as a solution for 
all their woes and scarcities. Besides, the coming 
together of global financial markets has opened up a 
new avenue to catalyze the growth of FDI across the 
world. In the early 1980s, the developing countries 
had drastically eased restrictions on operations of 
MNEs and FDI inflows. This trend gained even more 
popularity during the 1990s, which saw a major FDI 
inflow into the developing countries.  

In fact, developing countries received about 
40 % global FDI inflows in 1994-96, as compared to 
25 % in 1980-84 (United Nations Conference on 
Trade and Development, UNCTAD 1994). This drift in 
growing share of developing countries kept on going 
up till 1999-00, but then went down to 30 % during 
2001-02. In India, Foreign investment came into being 
in the year 1991 under the Foreign Exchange 
Management Act (FEMA), which was mainly backed 
by then Finance Minister, Dr. Manmohan Singh. 
However, once he became the Prime Minister in 
2004, it proved to be a major problem. India put 
restrictions on Overseas Corporate Bodies (OCB) to 
invest in India. India imposes cap on equity holding by 
foreign investors in various sectors. Current FDI 
in insurance and aviation sectors is capped at 49%. 

Starting from about $1 billion in 1990, a 
2012 UNCTAD survey projected India as the second 
most important FDI destination (after China) for 
transnational corporations during 2010–2012. Post 
year 2000, %-growth over previous year in FDI is 
always positive except the years 2002-03, 2003-04, 
2009-10, 2010-11, 2012-13(Table 1.1). 
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 Table 1.1: Financial Year-wise FDI inflows Data (All figures in USD million) 

 
When a country’s markets are not developed 

well, they are unable to cater to the capital 
requirements for gigantic investment projects. 
Additionally, it is also extremely difficult to arrange 
locally the hard currency, which is required for buying 
investment goods. This is where FDI provides 
immediate solution because of the simple fact that it is 
a direct source of external capital.  

FDI also acts to bridge the gap between the 
desired level of foreign exchange needed and those 
obtained from net export earnings (Fry 1993). This is 
possible because of the fact that the FDI helps bring 
in foreign denomination currency, thereby, helping 
increase the domestic country’s forex reserve. FDI is 
also credited with creating employment in plethora of 
sectors in developing countries, especially, India 
(Lahiri and Ono 1998).  

In case, the host country applies some kind 
of domestic content requirement on the foreign limits, 
the foreign firms are required to employ the 
underemployed and unemployed people of the 
domestic country. Overseas firms bring with them 

better technology and knowhow, thereby, reducing the 
set up cost in host countries. This results in low prices 
and improved quality goods to consumers in these 
countries (Sahoo et al., 2001).  
Problems associated with FDI in India 

Indian economy was very profoundly 
dependent external debt in the financial year 1990-91. 
This was mainly because of severe Balance of 
Payment (BoP) crisis, which resulted in international 
credit rating agencies lowering India's rating for both 
short and long-term borrowing. This led to borrowing 
in international commercial markets extremely difficult 
and also resulted in an outflow of foreign currency 
deposits of NRIs that were kept in the country.  

The situation deteriorated during the Gulf 
war, whose major outcome was the huge rise in 
petroleum prices. It also caused a halt in remittances 
from Indian workers employed in the Gulf region. 
These changes meant that India was almost on the 
verge of default in external payments liability.  
 



 
 
 

 
 

E-269 

 

P: ISSN NO.: 2394-0344                     RNI No.UPBIL/2016/67980                   VOL-4* ISSUE-2* (Part-2) May- 2019          

E: ISSN NO.: 2455-0817                                                                           Remarking An Analisation 

 During this crisis, the Finance Minister, Dr. 
Manmohan Singh, brought in some revolutionary 
steps in the Indian economy, kick-starting a macro-
economic stabilization and structural adjustment 
programme, which was well supported by the World 
Bank and IMF. India started taking giant strides with 
the world economy, riding the wave of globalisation. 
The reformatory movement led to a significant rise in 
the FDIflows into India during 1990s. The compound 
growth rate of FDI, which during 1955-1966, was 4 
just per cent, went up to 75 per cent during 1991-98. 

Figure 1.1: FDI inflows: top 20 host economies, 
2016 and 2017 (Billions of Dollars) 

Still, with all the buzz around, the FDI inflows 
for India are low, compared to other developing 
countries like Brazil, Mexico, Korea, China and 
Thailand. In 2017, India’s FDI inflow was around USD 
40 billion, as compared to China’s USD 134 billion, 
Hong Kong’s USD 117 billion, and Brazil’s USD 58 
billion. Interestingly there was a fall of USD 4 billion 
from the previous year (USD 44 billion in 2016) 
(Figure 1.1). 
Conclusion 

In October 2017 to December 2017, foreign 
investors had poured in $14547million in the Indian 
capital markets.Total equity inflows from April 2017 to 
December 2017 was 35941 million, a0.27% increase 
from 35844 million for the same period 0f the year 
2016. 
Future Scope of Study 

It is important to analyze the factors that are 
hindering high FDI inflows into India, while at the 
same time, studying the impact it is having on the 
economy. The determinants of FDI inflows need to be 
studied at both macro and sector levels. 
References 
www.unctad.org/statistics/handbook.  
www.dipp.gov.in.  
www.finmin.inc.in 
www.rbi.org.in. www.dezshira.com 
www.legal service India .com  
www.assocham.org 
http://emergingmarkets.ey.com 
http://unctadstat.unctad.org/wds/TableViewer/tableVie

w.aspx?ReportId=9670 accessed on 29 
June 2018. 

 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 

http://emergingmarkets.ey.com/
http://unctadstat.unctad.org/wds/TableViewer/tableView.aspx?ReportId=9670
http://unctadstat.unctad.org/wds/TableViewer/tableView.aspx?ReportId=9670

