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Abstract

The definition of FDI flows has changed over time as the definition of FDI enterprises has changed. Direct
investment capital flows are made up of "...equity capital, reinvested earnings, and other capital associated with various
inter-company debt transactions." This paper discusses Types of FDI, Types Of MNCs, Objectives, Literature Review,
Macro View, Micro View, Relevance and Scope and Scope For Further Research In FDI.
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INTRODUCTION

The definition of FDI flows has changed over
time as the definition of FDI enterprises has changed.
Direct investment capital flows are made up of "...equity
capital, reinvested earnings, and other capital associated
with various inter-company debt transactions." (IMF,
1993) The last category is the most difficult, covering
"...the borrowing and lending of funds including debt
securities and supplier's credits between direct investors
and subsidiaries, branches and associates." This includes
"...inter-company transactions between affiliated banks
(depository institutions) and affiliated financial
intermediaries...." However, the later are now to be
included in direct investment only if they are
"..associated with permanent debt (loan capital
representing a permanent interest) and equity (share
capital) investment or, in the case of branches, fixed
assets". Deposits and other claims and liabilities related
to usual banking transactions of depositary institutions
and claims and liabilities of other financial
intermediaries are classified under portfolio investment
or other investment. (IMF, 1993)

DEFINITION OF FDI

There is no specific definition of FDI owing to
the presence of many authorities like the OECD, IMF,
IBRD, and UNCTAD. All these bodies attempt to
illustrate the nature of FDI with certain measuring
methodologies. Generally speaking FDI refers to capital
flows from abroad that invest in the production capacity
of the economy and are usually preferred over other
forms of external finance because they are non-debt
creating, non-volatile and their returns depend on the
performance of the projects financed by the investors.
FDI also facilitates international trade and transfer of
knowledge, skills and technology. It is also described as
a source of economic development, modernisation and
employment generation, whereby the overall benefits
triggers technology spillovers, assists human capital

formation, contributes to international trade integration
and particularly exports, helps to create a more
competitive business environment, enhances enterprise
development, increases total factor productivity and
improves efficiency of resource use.

IMF-OECD DEFINITION

FDI statistics are a part of the BOP statistics
collected and presented according to the guidelines
stated in the IMF BPM5 Manual, fifth edition (1993) and
OECD Bench mark definition of FDI (2003).

The IMF definition of FDI is adopted by most
of the countries and also by UNCTAD for presenting
FDI data.

According to IMF BPMD5, paragraph 359, FDI
is the category of international investment that reflects
the objective of a resident entity in one economy (direct
investor or parent enterprise) obtaining a' lasting interest’
and control in an enterprise resident in another economy
(direct investment enterprise).

The two criteria incorporated in the notion of ‘lasting
interest’ are:
I. The existence of a long term relationship
between the direct investor and the enterprise.

ii. The significant degree of influence that gives the
direct investor an effective voice in the
management of the enterprise.

The concept of lasting interest is not defined by
IMF in terms of a specific time frame, and the more
pertinent criterion adopted is that of the degree of
ownership in an enterprise. The IMF threshold is 10
percent ownership of the ordinary shares or voting power
or the equivalent for unincorporated enterprises. If the
criteria are met, then the concept of FDI includes the
following organisational bodies:

i. Subsidiaries: (in which the nonresident investor
owns more than 50 percent)
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ii. Associates: (in which the nonresident investor
owns between 10-50 percent)

iii. Branches: (unincorporated enterprises, jointly
or wholly owned by the nonresident investor)

COMPONENTS OF FDI

The BPM5 and the benchmark recommend that
FDI statistics can be compiled as a part of the BOP and
international investment position statistics. Consequently
countries are expected to collect and disseminate FDI
data according to the standard components presented in
the BPM5. The concept of FDI includes the capital funds
that the direct investor provides to a direct investment
enterprise as well as the capital funds received by the
direct investment enterprises from the direct investor. It
comprises not only the initial transaction establishing the
relationship between the investor and the enterprise but
also all subsequent transactions between them and
among affiliated enterprises, both incorporated and
unincorporated (IMF, 1993).

The components of Direct Investment constitute
direct investment income, direct investment transactions
and direct investment position. FDI flows are the sum of
three basic components; viz. equity capital, reinvested
earnings and other capital associated with inter-company
debt transactions:

I. Equity Capital: It consists of the value of the
MNCs investment in shares of an enterprise in a
foreign country. It consists of non cash which
can be in the form of tangible and intangible
components such as technology fee, brand
name etc. It comprises equity in branches, all
shares in subsidiaries and associates and other
capital contributions.

ii. Reinvested Earnings: It consists of the sum of the
direct investor's share (in proportion to the direct
equity participation) of earnings not distributed
as dividends by subsidiaries or associates and
earnings of branches not remitted to the direct
investor.

iii. Other Direct Investment Capital: They are also
known as inter-company debt transactions. They
cover the short and long term borrowing and
lending of funds including debt securities and
supplier's credit-between direct investors and
subsidiaries, branches and associates (BPM5). In
sum direct investment capital transactions include
those operations that create or liquidate
investments as well as those that serve to
maintain, expand or reduce investments.

The IMF definition thus includes as many as
twelve different elements, namely: equity capital,
reinvested earnings of foreign companies, inter-company
debt transactions including short term and long term
loans, overseas commercial borrowing (financial leasing,
trade credits, grants, bonds), non cash acquisition of
equity, investment made by foreign venture -capital
investors, earnings data of indirectly held FDI
enterprises, control premium, non competition fee and so
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on.

FDI defined in accordance with IMF guidelines
can take the form of Greenfield investment in a new
establishment or merger and acquisition of an existing
local enterprise known as Brownfield investment.

TYPES OF FDI
i. Inward Foreign Direct Investment: This refers to
long term capital inflows into a country other
than aid, portfolio investment or a repayable debt. It
is done by an entity outside the host country in the
home country.

ii. Outward Foreign Direct Investment: This refers
to a long term capital outflow from a country
other than aid, portfolio investment or a
repayable debt. It is done by an entity outside
the host country in the home country.

iii. Horizontal Foreign Direct Investment: This
refers to a multi-plant firm producing the same
line of goods from plants located in different
countries

iV. Vertical Foreign Direct Investment: If the
production process is divided into upstream
(parts and components) and downstream
(assembly) stages, and only the latter stage is
transferred abroad, then the newly established
assembly plant's demand for parts and
components can be met by exports from home-
country suppliers. This is what Lipsey and
Weiss (1981, 1984) and other researchers
describe as "Vertical FDI", whose aim is to
exploit scale economies at different stages of
production arising from vertically integrated
production relationships,

V. Greenfield Foreign  Direct  Investment:
Greenfield FDI is a form of investment where
the MNC constructs new facilities in the host
country, Vi. Brownfield Foreign Direct
Investment:

Vi. Brownfield FDI implies that the MNC or an
affiliate of the MNC merges with or acquires an
already existing firm in the host country
resulting in a new MNC affiliate.

TYPES OF MNCs

i. National Firms: This refers to single plant firms
with headquarters and plant in the same country,

il. Horizontal Multinationals: This refers to two
plant multinationals which engage in producing
the same line of goods across plants in different
countries,

iii. Vertical Multinationals: This refers to two plant
multinationals which engage in dividing the
production process in parts and components
across different plants across the nations to take
advantage of the scale economies arising from
vertically integrated production relationships.
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OBJECTIVES

In order to appreciate the importance of FDI
flows for the Indian economy, it would be pertinent to
examine the changes in the global FDI flows and the
place of India within. In this respect the following issues
shall be studied with respect to inward flows to and
outward flows from India:

e To study the nature and extent of Indian
economy's integration with the world economy

e To study the nature of the regional distribution
of FDI flows from the global FDI flows
The literature on outward FDI from the
developing economies is limited. Although studies have
examined the trends in outward FDI from the developing
countries and analyzed the drivers, few studies have
empirically estimated the impact of these drivers on
outward FDI, especially from the developing countries.
The purpose of this study is to empirically
investigate the dynamic relationship between changes in
macro economic factors and changes in FDI made by the
Indian firms. The impact of inward FDI coming to India
on the outward FDI from India is also examined.

LITERATURE REVIEW

A lot of research has already been done across
the globe analyzing the various aspects of FDI. These
studies can be broadly classified into two categories:

MACRO VIEW

The studies done in this group focus on FDI as a
particular form of capital across national borders from
home to the host countries as measured in the BOP. The
variables of interest in these studies are the flows of
financial capital, the value of stock capital that is
accumulated by the investing firms and the flows of
incomes from these investments.

MICRO VIEW

Studies under this group try to explain the
motivation for investment in controlled foreign
operations from the view point of the investor. The
emphasis here is on examining the consequences of the
operations of the MNCs to the home and the host
countries. These consequences arise from their trade
employment, production, and their flows of stocks of
intellectual capital unmeasured by the capital flows and
the stocks in the BOP.

Most of the currently held perceptions of
foreign investments role take a macro view. Such a
positive view gained currency mainly after the Latin
American crisis in the early eighties and the South-East
Asian crisis in the late nineties and accordingly the
structural importance of FDI has been restored back in
comparison to foreign financial flows. The crux of the
policy, therefore, is how the benefits of such investments
are distributed over the foreign firms and the host
country. However, in a micro perspective, a different
question is asked - what does FDI do to the working of
the domestic markets and their effect on productivity and
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output.

In the development literature, well reflected in
the International as well as the Indian discourse, there
has been a lot of debate generated along various aspects
of FDI. Some of the major works are reviewed here. For
simplification purpose the studies have been divided in
two categories.

RELEVANCE AND SCOPE

It is widely known that capital flows into
developing economies like India have risen sharply in
nineties and has, therefore, become a self propelling and
dynamic actor in the accelerated growth of the
economies. This study focuses on FDI as a vector of
Indian globalisation. Recently not only did India become
a more frequent destination for FDI, but also many
Indian firms have started investing abroad in a big way.
Thus we find a surge in both inward and outward FDI
flows. The impassioned advocacy of increased FDI flows
(inward and outward) is based on the well worn
arguments that FDI is a rich source of technology and
knowhow; it can invigorate the labour oriented export
industries of India, promote technological change in the
industries and put India on a higher growth path. This
exuberance of FDI needs to be based on analytical
review of India's needs and requirements and her
potential to participate in huge investment flows. Thus
there is a definite need to incorporate the various
dimensions of FDI into a theory of open economy
development so as to explain in one integrated
theoretical paradigm, the undercurrents of both inward
and outward FDI flows.

The empirical literature on the relationship
between FDI and development is mixed. Despite a
number of studies and seeming contradictions, two
consistent issues that repeatedly arise are:

i. What are the motivations / reasons for FDI
flows?

ii. What are the economic implications of FDI
flows?

Hence a detailed analysis of FDI into India
requires an examination of the determinants and impact
of FDI in the Indian economy. Studying both inward and
outward FDI flows together will help to assess the nature
and the true extent to which the Indian economy has
globalised.

This study takes a closer look at the structure of
Foreign Direct Investments into and from India. It traces
the development of India's economic policy regarding
FDI and the resulting changes in both inflows and
outflows. The expansion of FDI into and from India has
been accompanied by a rapid economic growth and an
increasing openness to the rest of the world. It is equally
important to understand why India has become one of
the important beneficiaries of FDI in the world and what
drives the more recent progress of India's outward FDI.
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SCOPE FOR FURTHER RESEARCH IN FDI

o Nature and Pattern of inward and outward
Foreign Direct Investment in India

e  Foreign Direct Investment on Economic
Growth and Development

e  Foreign Direct Investment on Employment

e Foreign Direct Investment and Agriculture
in India

e Foreign Direct Investment and
Manufacturing in India

o  Foreign Direct Investment in Services
Sector in India

e Impact of Foreign Direct Investment in
Retail Trade on farm production and price.

e Foreign Direct Investment in Retail Trade
in India and level playing field

e Foreign Direct Investment in India and
other Countries

o Foreign Direct Investment and political
conflict in India
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