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Abstract 
India is one of the developing countries which have introduced a liberalization policy and part of it has 

relaxed the FDI regulatory framework on selective basis with reference primarily to the industrial 

sector since 1991. The FDI plays an important role in Indian economy and it is a non-debt creating 

long- term private capital. It also provides a stimulus to competition, innovation, savings and capital 

formation and enhances job creation, industrial growth and economic development. The economists 

believe that the impact of the FDI is positive, since it brings to the developing countries a package of 

capital, foreign exchange, technology, managerial expertise, skills and other inputs which are critical 

for the development on Indian economy. The FDI will improve the international equality in allocating 

capital. Capital formation through Foreign Investment plays an important role in the development of 

industry. 
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Introduction 
Capital formation through Foreign Direct Investment plays an important role in the 
development of an industry. In the absence of enough domestic saving, external capital plays 
a vital role in providing the much needed resources for adequate capital formation in the 
country. Foreign capital plays a significant role even when the country has sufficient 
domestic capital formation. The process of Industrial development or production process 
requires not only capital but also some essential imported raw material. Sometimes, 
sophisticated technology or technical know-how, determines the productivity of capital, 
which may not be available within the country. Imported raw material, advanced technology, 
improved machinery, and technical know-how can be brought in, only by way of paying 
foreign exchange for such purchases. Development in export may not be sufficient to meet 
out the requirements of foreign exchange of the country. The requirements for foreign 
exchange gap and requirements of resources, 
The international financial market is also affected by the FDI flows. The FDI has emerged as 

the most important channel of external resources transfer to developing countries like India 

in the 1990s. The FDI had also acted as an agent of integration of economic activities across 

the countries in the 1990s. The FDI inflow had grown at an average annual rate of 20 percent 

over 1991-95 and at 32 percent during 1996-99. The FDI inflows are expected to be less 

volatile and non-debt creating. They are also expected to be accompanied by a number of 

other assets that are valuable for development, such as technology, organizational skills, and 

sometimes even market access among others. 

 

Review of Literature 

Froot and Stein (1991) [5] in their study titled ― Exchange Rates and Foreign Direct 

Investment - An Imperfect Capital Market Approach examined the effect of exchange rates 

on the FDI with respect to change in the bilateral level of the exchange rate between 

countries and in the volatility of exchange rate. An appreciation of a firm‘s home country‘s 

currency would lower the cost of assets abroad and would lead to actual increase in the 

foreign investment by a firm abroad. 

Campa (1993) [4] in his Research paper ―Entry by Foreign Firm in the US under Exchange 

Rate Uncertainty, found that greater exchange rate uncertainty increased the option for firms 

to wait until investing in a market depressing current FDI. The author examined the evidence 

for this using data on FDI into the US in the wholesale industry. 
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Bajpai and Sachs (1999) [3] in their research paper titled 

―The Progress of Policy and Variations in Performance at 

Sub-national Level in India outlined that overdependence on 

agriculture and regional disparities between developed and 

backward states had created a ―bandwagon effect‖ and 

forced the FDI only in certain areas, segments, and sectors 

of the economy. 

Hanson, et al, (2003) [2] in their empirical study titled 

―Vertical Production Networks in Multinational Firms, 

found that, documents a tendency for the multinationals to 

concentrate production in low-wage countries. 

Baltagi et al, (2007) [1] in their study titled ―Estimating 

Models of Complex FDI: Are There Third-country Effects? 

revealed that, RTA increases FDI up to by 78 percent 

among European countries. 

 

Background of FDI and perspective of Industrail 

development 

The last two decades of the 20th century witnessed a 

marked change in the attitude of global market and there 

was a dramatic worldwide increase in Foreign Direct 

Investment (FDI). Indian economy, which initiated the 

progressive liberalization in July 1991, witnessed consistent 

expansion in the role and functions of the Department of 

Industrial Policy and Promotion. From formulation of 

regulation and administration of the industrial sector, the 

role of this Department has moved to facilitation of foreign 

technology and foreign investment flows and promotion of 

industrial development in the liberalized environment. A 

clear picture of Industrial growth before and after 

independence, During the British period the importance was 

given to intermediate goods than other goods. British 

government crushed Indian industries and promoted British 

goods and services in Indian market. After independence, 

the Indian government was not able to provide necessary 

financial and technology support to promote Indian 

industries. Thus industrial developments were slow during 

the period. In order to accelerate industrial growth, 

Government of India introduced five year plans and each 

plan period importance was given to different sector to 

achieve the collective objectives of the country. 

 

Government policies towards FDI 

The Government of India recognizes the importance and the 

key role of Foreign Direct Investment (FDI) in industrial 

development particularly and economic upliftment in 

general. The FDI plays a role not only as an addition to 

domestic capital but also as an important source of 

technology and global best practices in India. The 

Government of India has put in place a liberal and 

transparent FDI policy. FDI up to 100% is allowed under 

the automatic route in most sector / activities. The 

Government of India reviews the FDI policy on an ongoing 

basis. 

 

FDI in India  

The Indian economy opened up its door for foreign 

investment in 1991 by introducing new economic policy 

within the frame work of liberal economic reform. The FDI 

was stimulated in industry and services, benefitting many 

comparative advantages like availability of skilled labour, 

English speaking skills, emerging market, availability of 

ancillary supporting industries and the like. In September 

2008, India‘s accumulated amount of the FDI inflows 

reached Rs.4,03,838 (US $ 96425 million) out of that 

Mauritius and the USA contribution were more when 

compared to the investment from other countries. In 

parallel, some Indian companies started to grow in 

importance by investing abroad, due to their financial 

means, experience, and ambition to acquire international 

recognitions and they were encouraged by the Indian 

government. 
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Table 1: Deals with details of the FDI ownership limits and entry routes into India. 
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Source: www.dipp.in 

 

Statement of the problem  

For a long period of time, the FDI was used by colonial 

power to exploit the Indian resources. The sector that 

received such investment was mostly used in export sectors, 

and this led to an enclave type of investment. Before 

liberalization, India was lacking significantly in capital, 

technology, skills and entrepreneurship. But in India, there 

is a gap between the volume of the FDI approval and the 

actual flows (around 22 per cent) resulting in the much 

added pressure on Indian foreign exchange reserve for 

financing its development needs in general and its industrial 

need in particular. Therefore, it is necessary to analyze the 

factors that have impeded the inflow of the foreign 

investment. An analysis of the determinants of FDI inflow 

into India would help to fill up this gap between the actual 

and the approvals. 

 

Scope of the study  

The present study aims to analyze some issues connected 

with the current FDI inflows into India. The study further 

analyzes the impact of the FDI on the growth of industrial 

development in India. These issues include impact and 

determinants of the FDI in selected industrial sector under 

the LPG framework. In order to explore the rationale and 

scope of further Government policy reform the study 

includes ownership control, inward flow of the FDI into 

India, sectoral trends in the FDI, channel of the FDI 

approvals, major the FDI suppliers and FDI flows into India 

and FDI in India and other Asian countries. The study also 

analyzes industrial development in India before and after the 

liberalization of Indian economy. 

 

Objectives of the study  

The following are the objectives of the study: i. To review 

the policies of the Indian Government towards the growth of 

the FDI. ii. To review the inflows of the FDI into India. iii. 

To examine the FDI and its impact on industrial 

performance in India. iv. To study the determinants of the 

FDI and its impact on Indian Economy. v. To analyze and 

compare the role of the FDI in India and other Asian 

countries. 

 

Research Methodology 

This study has been carried out with the help of secondary 

data. The required secondary data for the analyses of the 

study were collected from published sources. The trend and 

pattern of the FDI based on annual approval and the actual 

FDI facts were collected from the monthly bulletins of the 

Reserve Bank of India (RBI). The other data which include 

Industrial production, Industrial growth rate, GDP and its 

index growth rate, domestic savings, capital formation, 

Foreign Institutional Investment, FPI, were taken from 

various handbook of statistics of Indian Economy, 

Economic Survey, various magazines, newsletters from SIA 

and from daily newspapers. The data related to global FDI 

inflow and outflow, mergers and acquisition, developing 

and developed countries, and Asian countries were taken 

from the annual publications of World Investment Report, 

Asian Development Bank Report and reports from web sites 

of various official sources of the FDI details. 

 

Period of the study  

The study uses FDI data and other related data for empirical 

analysis covering the period between 1990-91 and 2007-08, 

because from 1990-91 onwards India opened its economic 

door for foreign investors. 

 

Limitations of the study 

The study is based on secondary data collected from various 

sources. It is very critical to apply and analyze some of the 

issues which is connected to this study in respect to the FDI 

inflow, the GDP, the Industrial development and other 

qualitative aspects. This study covered micro and macro 

aspects of the whole Indian economy and of the 

macroeconomic aspects of the Asian countries. Hence, it 

was not feasible to evaluate each and every aspect of micro 

macro comprises of economy. 

 

Conclusion 

The research study found that the FDI plays a significant 

role in the process of economic development of India. The 

Foreign Direct Investment is essential for the development 

of Indian economy. Indian economy has grown substantially 

around 8.56% in the year 2007-08. But often the FDI creates 

confusions like possibility of adverse effect on exports, 

industrial production, balance of payment, domestic savings 

rate, political pressures, production of basic goods and 

services. The role of the foreign investment during the pre 
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independence period was to exploit the natural resources 

and suppress the Indian traditional business. As the colonial 

master, Britain with high business interests in India was the 

key driver of trade policies in India during this period. This 

study provides a road map for future research in the area of 

FDI and its significance in India‘s capital market, role of 

FDI in the service sectors including financial sectors, 

comparative study of FDI in India and rest of the developing 

countries, a comparative study of Indian Government policy 

towards FDI and other Asian countries policies and the like. 
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