AN OVERVIEW OF INDIA’S FOREIGN DIRECT INVESTMENT POLICY

A.
INTRODUCTION

The Government of India has over the years been encouraging Foreign Direct Investment (FDI) by liberalizing its foreign investment policy and procedures to achieve economic development. Recently, a consolidated new FDI Policy has come into force with effect from 1st April, 2010 to be superseded by new circular to be issued on 30th September, 2010 and would be replaced every 6 months by including the changes effected during the said period. The consolidated circular has rescinded all earlier Press notes issued.

According to the latest data released by the Department of Industrial Policy and Promotion (DIPP), for period ended February 2010, India attracted FDI inflows of USD 33,053 million during the period ended 2009-2010 (upto February 2010). On a cumulative basis, amount of FDI inflows from August 1991 to February 2010 were recorded at USD 175,905 million. The FDI equity inflows upto February 2010, stood at Rs. 117,880 Crores, a 4% growth compared to the FDI equity inflows achieved in same period last year.

B.
ENTRY ROUTES FOR INVESTMENT

As per the FDI policy in place foreign investors can invest in India through any of the different routes set forth below:

(i)
Foreign Direct Investment 

(ii)
Foreign Portfolio Investment

An investor planning to invest in India has the following options: 

Automatic Route- Investment without any prior approval from any regulatory authority and the only regulatory formality includes post-facto filings with the RBI.

Approval Route-Prior approval of Foreign Investment Promotion Board (FIPB) is required for (a)  activities not covered under the Automatic Route; (b) conditions, if any, under the automatic route are not fulfilled; or (c) the investment is beyond the prescribed threshold limit. 

100% FDI in almost all key sectors is permitted under automatic route except very few sectors where either FDI is allowed with Government approval or is totally prohibited like Atomic Energy, Lottery, gambling and betting, retail trading (except single brand product retailing, nidhi company etc.

C.
FDI IN FINANCIAL SECTOR

I.
Banking

The Reserve Bank of India (RBI) governs the investment matters in the banking sector.

Considering that the banking sector plays a crucial role in the financial system, the FDI norms have been relaxed to a considerable extent by raising FDI limit in private sector banks to 74% (49% under automatic route and beyond 49% upto 74% under Government/Approval route). 


Notwithstanding investment of a higher limit being allowed, voting rights of an investor are capped at 10% in terms of the Banking Regulation Act. 

On the other hand, FDI and Portfolio investment in nationalized banks are subject to overall statutory limit of 20%. 

II.
NBFC

Over the years, there has been a significant increase in the role of non-banking financial company (NBFC) considering their crucial role in the Indian financial system by complementing banks in providing financial services. A NBFC is a company registered under the Companies Act, 1956 and could be a loan company or an investment company or an asset finance company (or a mutual benefit financial company. 

NBFCs registered with RBI have been reclassified as 

(i) Asset Finance Company 

(ii) Investment Company 

(iii) Loan Company 

FDI in NBFC is allowed in 18 specified activities (i) Merchant Banking (ii) Underwriting (iii) Portfolio Management services (iv) Investment Advisory Services (v) Financial Consultancy (vi) Stock Broking (vii) Asset Management (viii) Venture Capital (ix) Custodial Services (x) Factoring (xi)  Credit Rating Agencies (xii) Leasing and Finance (xiii)  Housing Finance (xiv) Forex Broking (xv) Credit Card Business (xvi) Money Changing Business (xvii) Micro Credit (xviii) Rural Credit. Hence, as per the FDI Policy, certain categories such as merchant banking or investment advisory are also treated as NBFCs even though not under the RBI Act. 

NBFCs having FDI have to comply with the stipulated minimum capitalisation norms indicated below.

Fund Based Activities

FDI Amount 
Upfront Investment Required

51%
USD 0.5 million

More than 51% but not exceeding 75%
USD 5 million

more than 75%
USD 50 million of which USD 7.5 million would need to be brought upfront and the balance in 24 months

Non-Fund Based Activities

Under the existing norms for permitted non-fund based activities, the minimum capitalization norms have been fixed at USD 0.5 million.

100% foreign owned NBFCs bringing in at least USD 50 million are permitted to set up step down subsidiaries without any restriction on number of operating subsidiaries and without any additional capital requirement. Joint Venture operating NBFCs, having up to 75% foreign investment, are allowed to set up subsidiaries for undertaking other NBFC activities, subject to the subsidiaries complying with the minimum capitalisation norms. 

III.
Insurance

Insurance is one of the booming sectors in India, taking into account several driving factors including the huge population and growing per capita income. Since the advent of private players backed by foreign expertise, competition in this sector has increased with company’s taking new and innovative steps to attract consumers including offering new products. 

The FDI limit in insurance sector is capped at 26% under the automatic route subject to licence from IRDA. There is a proposal to raise the FDI cap to 49%. 

D.
FDI IN REAL ESTATE SECTOR

The real estate sector plays a crucial role in the country's economy and growth and is a major contributor to the employment generation and the gross domestic product.

Foreign Investment Policy:

· FDI is prohibited in real estate business.

· FDI upto 100% is permitted under the automatic route in townships, housing, built-up infrastructure and construction-development projects which is inclusive of but not restricted to housing, commercial premises, hotels, resorts, hospitals, educational institutions, recreational facilities, city and regional level infrastructure subject to following conditions-

(a) The requirement of minimum area to be developed under each project will have to be complied viz. (i) a minimum land area of 10 hectares for development of serviced housing plots, (ii) a minimum built-up area of 50,000 sq. mts. for construction-development projects and (iii) any one of the above two conditions for a combination project will suffice. This condition is not applicable to Hotels & Tourism, Hospitals and SEZ’s and investment by NRIs.

(b) minimum capitalization of USD10 million for wholly owned subsidiaries and USD 5 million for joint ventures with Indian partners which is to be brought in within six months of commencement of business of the Company. This condition is not applicable to Hotels & Tourism, Hospitals and SEZ’s and investment by NRIs.

(c) original investment not to be repatriated before a period of three years from completion of minimum capitalization. However, the investor may be permitted to exit earlier with prior approval of FIPB. This condition is not applicable to Hotels & Tourism, Hospitals and SEZ’s and investment by NRIs.

(d) minimum of 50% of the project is to be developed within a period of five years from the date of obtaining statutory clearances and the investor/investee company is not permitted to sell undeveloped plots. This condition is not applicable to Hotels & Tourism, Hospitals and SEZ’s and investment by NRIs.

(e) project to conform to the norms and standards as laid down in the applicable building control regulations, bye-laws, rules, and other regulations of the State Government/Municipal/Local Body concerned.

(f) duty of the investor/investee company to obtain all necessary approvals as required under applicable rules/bye-laws/regulations of the State Government/ Municipal/Local Body concerned.

(g)
State Government/ Municipal/ Local Body concerned, which approves the building/development plan to monitor compliance of the above conditions by the developer.

E.
FDI IN OTHER IMPORTANT SECTORS

I.
Infrastructure

FDI upto 100% is permitted in the infrastructure sector under the automatic route. This sector is a preferred target for investments and according to reports, investments in this sector has doubled from 4% in 2004-05 to 8% of the Gross Domestic Product (“GDP”) over the past five years. It has been estimated that infrastructure will be a major avenue for foreign investment in 2010. With a view to boost this sector, government has allocated an amount of INR 1735.52 billion  which constitutes 46% of total plan allocation in the 2010 budget for infrastructure upgrades in both urban and rural areas. 

II.
Alcohol-Distillation & Brewing

FDI upto 100% is permitted in this sector under the automatic route subject to licensing from appropriate authority. The Indian alcoholic market has been growing rapidly for the last ten years, due to the various factors such as rising income levels, change in lifestyles etc. According to reports, the total liquor industry is worth INR 20 billion. 

III.
Telecommunication

The Indian telecommunications network is the third largest in the world and it is growing at a speed of 46-50% during the recent years. This sector has been attracting huge FDI which is likely to accelerate with new services being launched. During 2009-10, the FDI in this sector was worth INR 108.11 billion as compared to INR 92.31 billion for 2008-09.

FDI limit in telecom services in case of Basic, Cellular, Unified Access Services, National/ International Long Distance, V-Sat, Public Mobile Radio Trunked Services (“PMRTS”), Global Mobile Personal Communications Services (“GMPCS”) and other value added Services, Internet Service Providers (“ISP”) with gateways and without gate-ways, Radio paging and End-to-End bandwidth is 74% subject to fulfillment of conditions specified. FDI upto 100% is allowed in infrastructure provider providing dark fibre, right of way, duct space, tower (IP Category I), electronic mail, voice mail and Other Service Providers (“OSPs”) providing services like Call Centres, Business Process Outsourcing (“BPO”), tele-marketing, tele-education etc subject to fulfillment of conditions specified.For foreign investments beyond 49%, FIPB approval is required.

IV.
Retail

The Indian retail market is considered as one of the most attractive investment sectors and ranks as fifth largest retail destination in the world. The Indian retail market is estimated to reach to USD 833 billion by 2013 and to USD 1.3 trillion by 2018. In 2009 the Indian retail industry had a share of 12% of the GDP and it is estimated that it will by end of 2010 reach to 22%. Some of the major retail groups in India include Pantaloons, Reliance, AV Birla Group etc. With several companies expected to make investments in Indian retail industry, its future scenario looks promising.
In cash and carry wholesale trading/wholesale trading 100% FDI is permitted under the automatic route FDI. FDI is prohibited in retail trading except upto 51% in ‘Single Brand’ products which covers only those products which are branded during manufacturing. Additionally, the products have to be sold under the same brand internationally.

V.
Pharmaceuticals

In recent times Indian pharmaceutical industry has registered tremendous growth. It ranks third worldwide by volume of production and 14th by value. It is estimated that India is expected to rank among the top 10 global pharmaceutical markets by 2015. The industry is growing at around 1.5-1.6 times the country's GDP. The government of India has undertaken several policy initiatives for the growth of the pharmaceutical business. From April 2000 to April 2009 it attracted FDI worth USD 1.46 billion. Some of the pharmaceutical companies that have made its presence in India include Ranbaxy Laboratories Limited, Glaxo Smithkline etc. 100% FDI is allowed under the automatic route in drugs & pharmaceuticals including those involving use of recombinant technology.

VI.
Media 

The entertainment and media industry has demonstrated great growth potential in recent times. This industry has benefited significantly from the liberalization initiative and the increase in consumer spending due to rising disposable incomes. The prescribed foreign investment limits for each activity are given below:

Media
Percentage of foreign investment 

Cable Network
49% under government route inclusive of FDI, NRI and PIO investments, portfolio investment



Direct-To-Home
49% under government route inclusive of FDI, NRI and PIO investments, portfolio investment (FDI component should not exceed 20%)



Headend-In-The-Sky Broadcasting Services
74% including portfolio and foreign direct investment (FDI upto 49% is allowed under the automatic route and beyond that under government route)



Setting Up Hardware Facilities Such As Up-Linking, Hub Etc.-

(a) setting up Up-linking HUB/ Teleports

(b) up linking a non-news & current affairs TV channel

(c) up linking a news & current affairs TV channel


FDI and FII upto 49% under government route.

FDI upto 100% under government route 

FDI and FII upto 26% under government route (portfolio investment from FII/ NRI is not to be ‘persons acting in concert’ with FDI investors, as defined in the Takeover Code

Terrestrial Broadcasting FM (FM Radio)
20% under government route inclusive of FDI, NRI and PIO investments and portfolio investments

Advertising & Films


FDI upto 100% under automatic route

Print Media

(a) publishing/printing scientific and technical magazines, periodicals and specialty journals 

(b) publication of facsimile edition of foreign newspapers 

(c) publications of newspapers and periodicals dealing with news and current affairs category and publication of Indian editions of foreign magazines dealing with news and current affairs


FDI up to 100% under government route 

FDI up to 100% under government route (FDI has to be by the owner of the original foreign newspapers whose facsimile edition is proposed to be brought out in India and such publication to be undertaken by an Indian company.

26% under the government route inclusive of FDI and investment by NRIs/PIOs/FII

F.
TYPES OF INSTRUMENTS

FDI under a fresh issue is allowed only for equity shares and fully compulsorily and mandatorily convertible instruments viz. preference shares and debentures, subject to pricing guidelines/valuation norms prescribed under FEMA regulations. Non-convertible, optionally convertible or partially convertible instruments are considered as debt since 1st May 2007 and therefore attract the provisions of External Commercial Borrowings (“ECB”).

Other Modes of Foreign Direct Investment

Global Depository Receipts (GDR)/American Deposit Receipts (ADR)/Foreign Currency Convertible Bonds (FCCB): 

Indian companies are allowed to raise equity capital in the international market through the issue of GDRs/ADRs/FCCBs 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 there under from time to time subject to meeting the eligibility criteria. 

There are no end-use restrictions on GDR/ADR issue proceeds, expect for an express ban on investment in real estate and stock markets. 

The Government of India has also provided for a limited two-way Fungibility scheme for ADRs / GDRs. Indian companies are also permitted to sponsor an issue of ADR / GDR.

G.
CALCULATION OF TOTAL FOREIGN INVESTMENT

In order to enable determination of total foreign investment in Indian Companies, the FDI policy has detailed out the calculation of total foreign investment, both direct and indirect in an Indian company, at every stage of investment.

For direct foreign investment, all investment directly by a non-resident entity into the Indian company would be counted towards foreign investment.

For calculation of indirect foreign investment, foreign investment in an Indian company shall include all types of foreign investment, namely FDI; investment by FIIs; NRIs, ADRs; GDRs; foreign currency convertible bonds (FCCBs); fully, compulsorily and mandatorily convertible preference shares/convertible debentures.

Foreign investment through the investing Indian company, ‘owned and controlled’ by resident Indian citizens and / or Indian companies which are owned and controlled by resident Indian citizens, would not be considered for calculation of the indirect foreign investment in the Indian company. Therefore, both the ownership and control conditions are to be satisfied. 

The policy has defined the terms “owned” and “controlled”. A company is considered as: “owned” by resident Indian citizens if more than 50% of the equity interest in it is beneficially owned by resident Indian citizens and/or Indian companies which are owned and controlled ultimately by resident Indian citizens; and “controlled” by resident Indian, if the resident Indian citizens and Indian companies, which are owned and controlled by resident Indian citizens, have the power to appoint a majority of its directors.

Conversely, an Indian company is considered as: “owned” by ‘non resident entities’, if more than 50% of the equity interest in it is beneficially owned by non-residents; and “controlled” by ‘non resident entities’, if non-residents have the power to appoint a majority of its directors.

If the investing Indian company is owned or controlled by ‘non resident entities’, the entire investment by investing Indian company into the subject Indian Company would be considered as indirect foreign investment.

An exception to above has been provided which states that indirect foreign investment in wholly owned subsidiaries of operating-cum-investing/investing companies will be limited to any foreign investment in the operating-cum-investing/ investing company. 

Further, there are additional conditions specified which also needs to be complied.  

The policy and the methodology would not be applicable for determining the total foreign investment in sectors governed specifically under any statutes or rules thereunder such as the insurance sector.

H.
TRANSFER OF OWNERSHIP OR CONTROL OF INDIAN COMPANIES

In case of Indian companies having sectoral caps, the transfer of ownership (of more than 50% equity interest) or control (power to appoint majority directors) from resident Indian citizens to non-resident entities requires government approval/FIPB approval i.e. if the ownership or control is proposed to be given to non-residents either by virtue of transfer or otherwise. The aforesaid guideline will not be applicable in sectors where there are no foreign investment caps.

I. 
DOWNSTREAM INVESTMENT BY INDIAN COMPANIES

The Policy on downstream investment comprises policy for (a) only operating companies (b) operating-cum-investing companies (c) only investing companies, in each case owned or controlled by non-residents:

Only Operating Companies - to comply with respective sectoral conditions & caps for foreign investment.


Operating-cum-investing companies - to comply with respective sectoral conditions & caps for foreign investment and the subject Indian companies into which downstream investments are made by such companies should also comply with its respective sectoral conditions & caps.


Investing companies - require prior approval of Government or FIPB regardless of the amount or extent of foreign investment and the subject Indian companies into which downstream investments are made by such companies should also comply with its respective sectoral conditions & caps.


Companies with no operations or downstream investments - require approval of Government or FIPB for foreign investment and when such company commences business or makes downstream investment it will have to comply with its respective sectoral conditions & caps.

Certain additional conditions are prescribed in relation to downstream investment by an operating-cum-investing company or an investment company or a Company with no operations or downstream investments viz.

· intimations of downstream investment within 30 days of investment to SIA, DIPP and FIPB even if capital instruments have not been allotted alongwith modality of investment in new/existing ventures(with/without expansion programme);

· If by way of induction of foreign equity in an existing Indian Company to be duly supported by a resolution of the Board of Directors supporting the said induction as also a shareholders Agreement if any;

· Issue/transfer/pricing/valuation of shares shall be in accordance with applicable SEBI/RBI guidelines; 

· operating-cum-investing companies and the investing companies would have to bring in requisite funds from abroad and not leverage funds (not raising debts) from domestic market for such investments.

J.
VENTURE CAPITAL AND PRIVATE EQUITY

Venture capital investments are focused more in start up firms or small businesses with growth potential. 

Domestic and Foreign Venture Capital Funds investing in India are mainly regulated by the Securities & Exchange Board of India (“SEBI”). The legal framework within which Venture Capital Funds operate are broadly covered within the ambit of the following regulations:

· SEBI (Venture Capital Funds) Regulations, 1996 (“SEBI VCF Regulations”);

· SEBI (Foreign Venture Capital Investor) Regulations, 2000 (“SEBI FVCI Regulations”);

· SEBI (Issue of Capital & Disclosure Requirements) Regulations, 2009 (“SEBI ICDR Regulations”) ;

· Securities Contracts (Regulation) Act, 1956;

· Foreign Exchange Management (Transfer or Issue of Security by a Person Resident Outside India) Regulations, 2000 (“FEMA Regulations”);

· SEBI (Substantial Acquisitions of Shares and Takeover) Regulations, 1997; and
· Indian Income Tax Act, 1961 (“Takeover Code”).
A foreign venture capital investor (“FVCI”) proposing to carry on venture capital activity in India may register with SEBI, subject to fulfilling the eligibility criteria and other requirements contained in the SEBI FVCI Regulations. 

Though registration is not mandatory for FVCIs, registering under the SEBI FVCI Regulations has following advantages:

i. Under the SEBI ICDR Regulations, at the time of an initial public offering of the investee company, a SEBI-registered FVCI will not be subject to the one-year lock-in period in respect of pre-issue share capital held by it.

ii. FVCIs registered with SEBI are regarded as Qualified Institutional Buyer ("QIB") and are accordingly eligible to subscribe to the securities at the initial public offering of a VCU through the book-building route.
iii. SEBI has also exempted the transfer of shares from FVCIs to promoters from the public offer provisions under the Takeover Code, if the portfolio company gets listed on a stock exchange post the investment. Therefore, if the promoters have to buy-back the shares from the FVCIs, they will not be required to comply with the public offer requirement, which would otherwise be applicable, making it compulsory for the promoters to make an offer to the other shareholders of the company to buy upto 20% of the paid-up capital of the company.
iv. Prior approval of FIPB is not required to set up a new venture if the investors have a prior joint venture or technology/ trademark tie up in India in the same field
A SEBI-registered FVCI with permission from the Reserve Bank of India (“RBI”) under the FEMA Regulations can invest in a Venture Capital Fund or an Indian Venture Capital Undertaking (“IVCU”) subject to prescribed terms and conditions.
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