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1



Introduction



The emergence of ITNCs on the international scene was an early-1960s phenomenon when a few big Indian business conglomerates like the Tata, the Birla and the Kirloskar began to expand their production activities trans-border by investing in Sri Lanka and African countries. Since then Indian economy has seen a continuous growth in activity of ITNCs over time with constant changes in the nature, characteristics and motivations of such activities. However, as compared to the past trend, the growth in the phenomenon of Indian enterprises investing abroad has been more rapid only since 1990s (UNCTAD, 2004, 2005, 2006; Pradhan, 2004a, 2004b; Sauvant, 2005). The number of approved Indian Joint Ventures (JVs) and Wholly Owned Subsidiaries (IJVs/WOSs) Copyright © 2008 Inderscience Enterprises Ltd.
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as on end of February 2006 stood at 8620, nearly 41-fold increase from the number of IJVs/WOSs as on 1st September 1986 at 208 (Table 1). In terms of equity value, this real boom period of ITNCs activity saw the actual stock of Indian Outward FDI (OFDI) increase from $212 million in 1995 to $8181 in 2006 with a whopping percentage change of 3759. This is a massive outflow as compared to the pre-1990s period where the actual OFDI stock has grown by 341% from $17 million in 1976 to $75 million in 1986. Table 1



Indian OFDI stock, 1976–2006



No. of approvals



Year As on 1.1. 1976 As on 31-8-1980 As on 1-9-1986 As on 31-12-1990 As on 31-12-1995 As on 31-3-2000 As on 28-2-2006



133 204 208 214 1016 2204 8620



Value 38 119 90 NA 961 4151 16395



OFDI Stock ($ million) Approved Actual Percentage change Value Percentage change – 17 – 213 46 171 –24 75 63 – NA – – 212 – 332 794 275 295 8181 930



Source: Based on various government sources like Ministry of Commerce, Ministry of Finance and Indian Investment Centre



This rise in the propensity of Indian firms to undertake international production is being driven by several internal as well as external factors. Among the internal factors the process of industrialisation along with the accumulation of skills, technological capabilities, liberalisation of trade and inward and OFDI policy during 1990s are the most important causal factors. Looking at the indigenous technological developments it can be said that during last five-decades of industrialisation Indian enterprises have made remarkable progress in accumulating and developing local technological capabilities. Although Indian enterprises are far from the technological capability to cause large-scale discrete shift in the production function like developed country enterprises, they have significantly improved from their initial status of mere adaptor of foreign technologies to continuously move nearer to the global frontier of technology in many of the knowledge-based industries like information technology and telecommunications, software, transport, and pharmaceuticals. Government’s strategic interventions in the form of large-scale public investment in skill formation through general, technical and management education; establishment of several public funded research and technology institutions; and fiscal incentives for innovating firms like duty-free imports of inputs had contributed greatly in strengthening indigenous technological capabilities. The soft patent system adopted by India has legalised reverse engineering as a means of technological strengthening and in industry like pharmaceutical, Indian firms could achieve global recognition for their success. Indian firms continued to expand their created asset bundle by adapting and modifying foreign technology complemented by indigenous R&D. These growing firm-specific technological assets may have motivated technologically advanced Indian firms to exploit their firm-specific advantages in global market place.
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The implementation of economic reforms including trade and FDI policy reforms in India during 1990s may be another important internal factor responsible for the rise of OFDI from India. The trade policy reforms such as dismantling of import licensing system, phasing out of non-tariff barriers, and significant reduction in tariff rate have led to increased competitive pressure on Indian firms through free and cheaper imports. Inward FDI policy reforms such as instituting automatic approval route for FDI proposals and gradually enhancing its scope to newer industries, permitting majority foreign ownership levels in overwhelming cases of industries, opening up of new sectors to foreign investment, providing national treatment to foreign companies, and successive dismantling of performance requirements imposed on foreign firms have led to both expansion in the activities of existing foreign enterprises and large scale entry of new foreign firms into Indian market. The increased competitive pressure from imports and foreign firms has forced Indian enterprises to change their business strategy hitherto dominated by domestic-market-based business expansion and moved towards a strategy of global-market-based expansion. They realised that in an increasingly liberalising and globalising economy, domestic market alone cannot ensure a firms survival and growth. The economic reforms process in India has further been complemented by the increasing globalisation of the world economy during 1990s. The implementation of policy liberalisation measures with respect to trade, investment and technology at various levels viz. multilateral, regional and individual country level, made the world economy more liberalised and economically interdependent. Removal of policy hurdles on a global scale offers large opportunities for capable Indian enterprises and also results in reduction of transaction costs associated with trans-border expansion. For many technologically backward Indian enterprises, OFDI in the form of overseas M&As provides a means of acquiring technology, brand and other competitive advantages overseas to survive in the global market place (Pradhan and Abraham, 2005). In some other cases, firms used OFDI as a means of establishing trade supporting infrastructure in overseas markets to increase its non-price segment of competitiveness. The liberalisation of OFDI policy of India during 1990s may have provided the ultimate impetus for Indian firms to use OFDI as a means of competitive strength and survival in the globalising world economy. As an increasing number of Indian enterprises are undertaking trans-border production activities and consequently shifting investible resources abroad in large quantity, this raises several important questions and one of these is: what is the nature of Indian investment abroad over time? This question is the main theme in this paper and around which several issues concerning the evolution of OFDI from India are examined like: What is the geographical location of Indian OFDI overtime? Are there any changes in its sectoral composition? What is the nature of Indian OFDI equity participation? Moreover, what are the drivers and motivations of Indian OFDI? These questions are to be addressed under the changing OFDI policy regime in India. Although there exists several studies on Indian OFDI such as Lall (1982, 1983a, 1986), Agarwal (1985) and Ranganathan (1988, 1990) but these studies are mostly confined to the pre-1990s periods. The contribution of this paper is to augment the existing knowledge with the analysis of new features and characteristics of Indian multinationals that have appeared since 1990s. Understanding the new behaviour of Indian multinationals, which are emerging as leading developing country outward investors, would certainly enrich the literature on developing country multinationals.
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The structure of the paper is as follows: Section 2 discusses the evolution of India’s policy regime with respect to OFDI. Section 3 summarises the main trends and patterns in FDI outflows from India. Section 4 discusses the theoretical frameworks on developing country OFDI to explain the recent behaviour of Indian multinationals. Section 5 concludes the paper.



2



India’s OFDI policy regime



The Indian government’s regulatory framework towards Indian direct investment in JVs and Wholly Owned Subsidiaries (WOSs) abroad has evolved in two distinct phases since 1969. The first phase of policy regime commenced in 1969 with the formulation of the first set of Guidelines for IJVs and WOSs abroad. These Guidelines with two minor revisions in September 1978 and November 1986 continued to govern the Indian OFDI until September 1992. In October 1992, a comprehensively modified and liberalised set of Guidelines for IJVs and WOSs abroad was issued and thus marked the second phase of Indian OFDI policy regime. The Indian OFDI policy during the first phase of its evolution was motivated by two main objectives: •



promoting Indian OFDI as a tool of South-South cooperation



•



maximising economic gains from OFDI at minimum possible foreign exchange costs to India.



The modified 1969 OFDI guidelines permitted registered Indian companies under the Companies Act, 1956 to undertake overseas direct investment. This policy, underlined in the South-South cooperation, requires that Indian equity participation will have to be in accordance with the rules and regulations of the host country. This condition is a direct result of India’s conviction of not allowing its OFDI to participate in fellow developing countries in ways, which India as a host country would not accept for inward investments (Ranganathan, 1988). The policy also required OFDI to be clearly in the form of export of indigenous plant, machinery and equipment required for the JVs/WOSs. The export of machinery against Indian investment, etc., should be of ‘Indian made’ and not second-hand or reconditioned one. The policy also constituted an Inter-Ministerial Committee (IMC) to permit Indian equity participation by way of capitalisation of fees, royalties, and other entitlements after considering the merit of the OFDI projects. Except the ‘hard and deserving’ OFDI cases, cash remittances against Indian equity participation were discouraged given the fact that India itself was suffering from resource scarcity to meet its planned industrialisation programme. The Government of India had also established economic divisions in the Ministries of Industry and Commerce to facilitate JVs abroad by collecting and disseminating data on the opportunities for overseas ventures. In short, the basic essence of OFDI policy before 1992 was inspired by the desire of using Indian direct investment abroad as tool of promoting Indian exports but without offering any scope for local capital to shift trans-border through cash remittances. The attitude of Indian government towards OFDI changed dramatically in the 1990s in the wake of changing developmental parameters of the country. The implementation of economic liberalisation in 1991 and subsequent years that have accelerated the integration of the Indian economy with the global economy. The opening of the economy
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to external world offered new global business opportunities for Indian business enterprises that had accumulated significant levels of ‘created assets’ like technology, skill, brand-names and marketing advantages. Unless the OFDI policy regime liberalises, the Indian firms will not be able to reap the benefits of these enlarged global business opportunities. Further, continuing process of internal and external liberalisation is causing heightened competition in the domestic market, thereby limiting the scope for growth of domestic enterprises relying only on the domestic market. Realising this changing business environment the Government of India has successively liberalised the OFDI policy regime in 1990s. The stated objective of ‘South-South cooperation’ in the earlier phase is replaced by the strategic objective of ‘global competitiveness’ in the second phase. The liberalised policy explicitly recognised: the “close relationship between flow of investment and trade; the importance of continuously updating the technology through cross-border investments; more dynamic relationship between market seeking and resource seeking investments; tendency for skill and service intensity rather than material intensity in international flows; the importance of going behind the tariff walls erected by the emerging regional blocs; the trend towards multi-country ownership of enterprises.” (Indian Investment Centre, 2000, p.2)1



It also sought to relate Indian realities to the new economic policies by: “strengthening globalisation of Indian economy by allowing the Indian entrepreneurship to go global; visualising the global economic relationship well beyond physical exports; ensuring that Indian industry and business attain strategic positions in certain areas or regional blocs; increasing attention to JVs abroad in third countries while finalizing bilateral trade and economic relationship and the need for a more dynamic approach towards access to world technology through all means including overseas investment.” (Indian Investment Centre, 2000)1



The modified guidelines for IJVs and WOSs have been issued in October 1992 with the stated objective of making OFDI policy regime more transparent and suitable in the context of current global developments and Indian business realities. The 1992 guidelines defined OFDI as the investment by way of contribution to the equity share capital of foreign concern with a view to acquiring a long-term interest in that concern or subscription to the Memorandum of Association of a foreign entity. For the first time the guideline has provided an automatic approval route for an Indian company to undertake JVs/WOSs apart from the existing normal route. For OFDI proposals under the automatic route no prior approval from the regulatory authority is required for setting up a JV/WOS abroad. A direct investment abroad by an Indian business entity will qualify for automatic approval by Reserve Bank of India (RBI), provided the value of Indian equity does not exceed $2 million, of which $500,000 could be in cash and the rest by the capitalisation of Indian exports of plant, machinery, equipment and know-how. The OFDI proposals under the normal route require the prior clearance of regulatory authority by making a specific application in ‘Form ODI’ to the RBI. The OFDI regime has been further liberalised in August 1995 with enhancement of the investment ceiling under automatic approval route. The permitted value of Indian direct investment under the automatic route has been raised to Rs. 120 crores in Indian rupee investment in Nepal and Bhutan, $30 million in the case of other SAARC countries and Myanmar, and $15 million in all other cases (Government of India, 1995).2 Further, it
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is required that the amount of investment under the automatic route, except investments in Nepal and Bhutan as well as investment made by Indian software firms, must not exceed 25% of annual average exports/foreign exchange earnings of the Indian party in the preceding three years. The Indian entity, besides cash remittances against overseas investment, can also contribute by capitalisation of Indian made plant, machinery, equipment, goods and services like know-how, consultancy, managerial services. All applications not falling under the automatic approval route will be referred to a Special Committee appointed by the RBI which has as members, representatives from different Ministries such as Commerce, Finance, External Affairs and from the Department of Company Affairs and RBI. The policy as opposed to 1978 guidelines clearly mentioned that OFDI under the automatic as well as normal route may take the form of export of second-hand or reconditioned indigenous machinery against Indian equity participation in the foreign concerns. The regulatory framework for Indian direct investment abroad has become more liberalised with the issue of modified notification in May 1999 by Ministry of Commerce and various other circulars issued by RBI, which are later consolidated in the Master Circular, issued in July 2002 (Reserve Bank of India, 2002a).3 The provisions of existing OFDI regime are as follows: An Indian party under the automatic route is permitted to make investment in JVs/WOSs abroad (except investment in Nepal, Bhutan and Pakistan) up to $100 million or its equivalent in any one financial year. In the case of Nepal and Bhutan Indian rupee investment up to Rs. 350 crores are allowed under the existing procedures. The amount of OFDI permitted in JVs/WOSs in Myanmar and SAARC (other than Nepal, Bhutan and Pakistan) is up to $75 million or its equivalent in any one financial year. The guidelines require that the direct investment should be in a foreign entity engaged in the same core activity as the Indian party and can be funded out by the balances held in Exchange Earners Foreign Currency (EEFC) account of the Indian party, drawal of foreign exchange including capitalisation of exports (up to 50% of the net worth of the Indian party), funds raised through ADR/GDR4 issues and share swap (i.e., acquisition of the shares of an overseas concern in exchange of the shares of the Indian party). The policy allows Indian company to undertake direct investment in any activity except real estate and banking. The condition that outward investing Indian companies should repatriate the amount invested abroad in full by way of dividend, royalty, etc., within a period of five years has been dispensed with (Government of India, 1999).5 RBI circulars during 2002–2003 have infused more liberalisation in the policy. Within the overall limit of $100 million the market purchases of foreign exchange for investment in JVs/WOSs abroad has been raised from the limit of 50% to 100% of net worth of the investing company (Reserve Bank of India, 2003).6 The condition of ‘same core activity’ has been replaced by ‘any bonafide business activity’. The existing ceiling for Indian investment in Myanmar and SAARC countries (excluding Pakistan) under the automatic route has been enhanced to $150 million from $100 million and to Rs. 700 crores from Rs. 350 crores for rupee investment in Nepal and Bhutan (Reserve Bank of India, 2002b).3 More recently in May 2005 the ceiling on OFDI has been further relaxed and Indian companies are permitted to invest up to 200% of their net-worth even if the investment amount exceeds the $100 million ceiling imposed earlier (Hindu, 2004).7 Indian companies are allowed to raise External Commercial Borrowings (ECB) for undertaking overseas direct investment as well as M&As of overseas companies (Reserve Bank of India, 2004).8
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Developments in Indian OFDI Flows



Like the evolution of OFDI policy of India, the Indian OFDI has evolved over time in tune with the developments of the economy in different phases. Based on the nature and character of cross-border production activities undertaken by Indian enterprises, the evolution of the OFDI from India can be divided into two periods: from 1975 to 1990 and from 1991 to the present. As the evolving character of OFDI flows relating to these two periods differ significantly from each other, for analytical purpose the OFDI flows during pre-1991 period has been termed as the First Wave and that from 1991-onwards has been termed as the Second Wave of Indian OFDI. The most notable feature of OFDI during the Second Wave is reflected not only in the growing number of Indian MNEs, but also it is driven by emergence of new sectors (diversification), new destination, and the different patterns of ownership (Figure 1). More details about these changing characteristics of Indian OFDI have been discussed in the following sections. Figure 1



The evolution of Indian outward FDI flows from ‘First wave’ to ‘Second wave’



It is a free-hand drawn graph.



3.1 Changes in sectoral composition The First Wave OFDI flows has been largely driven by the manufacturing firms and that internationalisation process was largely directed at developing countries located at similar or lower levels of development as compared to India. The manufacturing firms accounted for more than 65% of OFDI equity and about 56% in OFDI approval cases over 1975–1990 (Table 2). The service sector enterprises accounted for about 33% and extractive sector, mere 2% of Indian overseas direct investment. Low and middle technology manufacturing activities like Food, beverages, tobacco, textile, leather and rubber products, Fertiliser and pesticides, Iron and steel, Wood and paper had claimed major chunk of Indian OFDI equity. Financial services and leasing and hotels and tourism were the two largest service sector trans-border investors during this period.
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Sectoral composition of Indian OFDI flows, 1975–1990, in Million US$



First Wave (1975–1990) Second Wave (1991–March 2001) No Equity No Equity Sector No Equity Total (%) Total (%) No Equity Total (%) Total (%) Extractive (Oil, minerals 3 4.04 1.3 1.82 7 61.14 0.27 1.43 and precious stones) Manufacturing 128 145.22 55.65 65.28 1236 1678.92 48.26 39.39 Food, beverages, 39 44.17 16.96 19.86 394 438.16 15.38 10.28 tobacco, textile, leather and rubber products Wood, pulp and paper 3 11.51 1.3 5.17 11 17.72 0.43 0.42 Chemicals and paints 18 7.82 7.83 3.52 94 92.13 3.67 2.16 Drugs and 4.72 3.48 2.12 163 270.24 6.36 6.34 8 pharmaceuticals Cement, glass and 2 4.19 0.87 1.88 58 79.78 2.26 1.87 building material Iron and steel 10 16.17 4.35 7.27 47 50.65 1.84 1.19 Electrical and electronic 6 2.11 2.61 0.95 63 90.86 2.46 2.13 equipments Automobiles 6 3.21 2.61 1.44 26 24 1.02 0.56 Gems and jewellery 1 0 0.43 0 56 17.85 2.19 0.42 Electronic goods and 2 0.27 0.87 0.12 29 20.75 1.13 0.49 consumer durables Engineering goods 18 8.53 7.83 3.83 84 66.24 3.28 1.55 Fertilisers, pesticides 5 39.93 2.17 17.95 27 326.96 1.05 7.67 and seeds Miscellaneous 10 2.59 4.35 1.16 184 183.58 7.18 4.31 Services 99 73.2 43.04 32.91 1318 2522.17 51.46 59.17 IT, software, and 6 5.64 2.61 2.54 761 1354.49 29.71 31.78 communication Hotels, restaurants, 24 24.96 10.43 11.22 53 112.45 2.07 2.64 tourism Trading and marketing 27 12.47 11.74 5.61 146 96.45 5.7 2.26 Media broadcasting and 2 0.01 0.87 0 61 739.64 2.38 17.35 publishing Financial services and 17 26.32 7.39 11.83 96 95.49 3.75 2.24 leasing Other services 23 3.83 9.99 1.72 201 123.66 7.85 2.9 Total 230 222.45 100 100 2561 4262.23 100 100 Source: Based on RIS Outward FDI dataset



The concentration of Indian OFDI in manufacturing towards low and medium-high technology products reflects the intermediate stage of economic development through which the country was passing during that time. During this phase the country was moving on the industrialisation path with large-scale public investment in skill formation, transportation, communication and other institutional capacity building. The initial factor endowment of the country like cheap labour, natural resources and low technology intensity generally favoured the growth of those firms that utilised these abundant resources extensively. In high technology products the technological capability of Indian enterprises was more of adaptive and assimilating type that was in transition phase
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towards maturing into more significant and complex form of knowledge creation during 1990s. Therefore, during the First Wave of OFDI the Indian enterprises had relied to a greater extent upon simpler and less research-intensive form of technology creation in their trans-border economic expansion process. The evolution of Indian OFDI flows from First Wave to Second Wave has seen several significant changes in the sectoral composition. In 1990s the OFDI activities by Indian firms has been increasingly driven by the service sector enterprises who accounted nearly 60% of the value of OFDI and 52% of OFDI approvals granted (Table 2). The share of manufacturing enterprises has declined from 65% in First Wave to only 39% during Second Wave. This decline in the share of manufacturing sector during 1990s has been largely contributed by the fall in OFDI flows from three largest outward investors of the previous wave namely Fertilisers and pesticides, Food, beverages, tobacco, textile, leather and rubber products and Iron and steel. Importantly, the Second Wave OFDI flows had seen the emergence of drugs and pharmaceuticals industry as an important outward investor whose share in total OFDI has jumped from 2% of First Wave to 6% in Second Wave. Among services sector, the old outward investor giants such as hotel and restaurant and financial services had seen dramatic decline in their share from 11% to 3% and from 12% to 2% respectively. During the Second Wave Indian IT industry and broadcasting and publishing emerged as the two largest service sector investors and were also the two largest outward investors from the economy with 32% and 17% share respectively. The emergence of knowledge-based segment of Indian economy such as drugs and pharmaceuticals, software and broadcasting as the leading outward investors indicate the rapid pace at which India is enhancing global position in knowledge-based economy. During the Second Wave the technological capabilities of Indian enterprises have seen diversification towards basic and frontier research activities under the facilitating role of national innovation system. For example, many of the leading Indian pharmaceutical firms like Ranbaxy, Dr. Reddy’s Laboratories among others have made significant progress in directing their R&D focus for new product developments. May be modestly, the ownership advantages of Indian OFDI in industries such as pharmaceutical, software and transport now seem to be based on advanced technologies. In fact, in a recent study the in-house R&D has emerged as a significant factor influencing the overseas direct investment activity of Indian manufacturing enterprises. For the sample enterprises over 1990s, a percentage point increase in R&D intensity, on an average, leads to an increase of 0.0028 in the probability of non-outward investing Indian firms to undertake OFDI and about 0.086 in the OFDI intensity of outward investing enterprises (Pradhan, 2004a, Table 1, p.629).



3.2 Transformations in geographical composition The locational direction of Indian OFDI during the First Wave further confirmed the intermediate nature of OFDI evolution at that time. During 1975–1990 the Indian OFDI was more concentrated in the developing regions of the world economy as reflected by the fact that about 72% of OFDI approvals were directed at it (Table 3). The concentration is more pronounced in the case of value of investment with developing countries accounting for more than 86% share. This general trend of Indian enterprises to focus on developing countries in their internationalisation process may suggest that during this phase Indian investors had not yet achieved the sophistication of firm-specific
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ownership capabilities that can enable them to compete with industrialised country MNEs right inside their home country. Also concentrating on developing countries situated at similar or lower level of development than Indian economy provides Indian firms some competitive advantages over traditional MNEs such as technological advantages flowing from better adaptation of process and products to local prices, factor quality and demand conditions specific to developing countries, de-scaling of techniques and familiarities with business operation of developing region (Lall, 1983b; Agarwal, 1985). Table 3



Region



Regional distribution of Indian OFDI flows, 1975–1990, million US$



No



Developing countries 165 South-East and East Asia 67 South Asia 30 Pacific Islands 3 Africa 29 West Asia 19 Central Asia 4 Central and East Europe 11 Latin America and the 2 Caribbean Developed countries 64 Western Europe 40 North America 23 Oceania 1 Other developed countries – Total 229



First Wave (1975–1990) No Equity Equity Total (%) Total (%) 191.52 80.79 20.91 0.22 37.83 21.54 23.2 6.46 0.58 30.89 17.29 13.51 0.08 – 222.46



Second Wave (1991–March 2001) No Equity No Equity Total (%) Total (%)



72.05 29.26 13.1 1.31 12.66 8.3 1.75 4.8 0.87



86.09 36.32 9.4 0.1 17.01 9.68 10.43 2.9 0.26



1176 379 197 1 254 185 49 75 36



1719.82 399.35 157.39 0.05 513.94 376.5 50.99 41.03 180.6



45.9 14.79 7.69 0.04 9.91 7.22 1.91 2.93 1.41



40.35 9.37 3.69 0 12.06 8.83 1.2 0.96 4.24



27.95 17.47 10.04 0.44



13.89 7.77 6.07 0.04



1386 565 749 52 20 2562



2542.6 1450.2 1029.52 15.2 47.77 4262.52



54.1 22.05 29.23 2.03 0.78 100



59.65 34.02 24.15 0.36 1.12 100



– 100



– 100



Source: Same as Table 2



Within developing region the countries of South-East and East Asia emerged as the largest recipient of Indian OFDI claiming about 36%, followed by Africa with 17%, West Asia and Central Asia with 10% each and South Asia with 9% in the First Wave (Table 3). Latin America and the Caribbean remain as the least attractive region for Indian overseas investment. Therefore, during the First Wave, the forces of proximity in geography, languages, history and ethnicity have had strong impact on the locational decision of Indian outward investors. The countries in South-East and East Asia that had the advantages of geographical proximity coupled with strong historical and ethnic links were more attractive for Indian investors than too remotely related Latin American countries in terms of such advantages. The top 15 host countries had attracted about 81% of OFDI approvals and 84% of OFDI equity in the First Wave (Table 4). Thailand emerged as the largest recipient of Indian OFDI claiming more than 12% of OFDI flows associated with 14 OFDI approvals. It is followed by Singapore with 19 OFDI approvals accounting for about 12% of total OFDI equity. The UK and USA turn out to be two developed countries that secured 5th and 6th place in the ranking based on the share in OFDI and each had claimed about 6%.
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Table 4



Top 15 major host of Indian OFDI in terms of volume of outward investments during 1975–March 2001 ($ million) First Wave (1975–1990)



Country



No.



Equity



Second Wave (1991–March 2001) Ranking based on equity Country



No.



Equity



Ranking based on equity



Thailand



14 (6.11) 27.524 (12.37)



1



UK



334 (13.04) 1133.801 (26.60)



Singapore



19 (8.3)



26.504 (11.91)



2



USA



738 (28.82) 1023.957 (24.02)



1 2



Kazakhstan



2 (0.87)



21.3 (9.57)



3



Mauritius



183 (7.15)



414.8566 (9.73)



3



Senegal



1 (0.44)



16.5 (7.42)



4



Oman



17 (0.66)



163.7604 (3.84)



4 5



UK



31 (13.54) 14.176 (6.37)



5



Bermuda



12 (0.47)



153.753 (3.61)



USA



23 (10.04) 13.514 (6.07)



6



Singapore



192 (7.50)



131.3507 (3.08)



6



7



Hong Kong



60 (2.34)



127.2596 (2.99)



7



Indonesia



9 3.93)



12.663 (5.69)



Malaysia



17 (7.42)



12.208 (5.49)



8



UAE



124 (4.84)



108.8276 (2.55)



8



Sri Lanka



16 (6.99)



9.946 (4.47)



9



Sri Lanka



82 (3.20)



96.811 (2.27)



9



Nigeria



13 (5.68)



9.363 (4.21)



10



Netherlands



46 (1.80)



95.1295 (2.23)



10



Nepal



13 (5.68)



9.083 (4.08)



11



Iran



3 (0.12)



59.9 (1.41)



11



Kenya



7 (3.06)



4.411 (1.98)



12



Austria



11 (0.43)



47.328 (1.11)



12



Russia



8 (3.49)



4.137 (1.86)



13



Malaysia



57 (2.23)



46.548 (1.09)



13



Saudi Arabia



4 (1.75)



3.131 (1.41)



14



Nepal



75 (2.93)



43.345 (1.02)



14



UAE



8 (3.49)



2.16 (0.97)



15



Italy



10 (0.39)



42.291 (0.99)



15



Sub total top 15



185 (80.8)



186.6 (83.9)



Sub total top 150



1944 (75.9)



3688.9 (86.5)



All countries



229 (100)



222.46 (100)



All countries 2561 (100)



4262.23 (100)



Percentage share in parenthesis. Source: Same as Table 2



Location-wise the Indian OFDI has diversified away from developing countries to include industrialised countries during the Second Wave. Out of each dollar overseas investment made by the economy about 60 cents has gone into developed region (Table 3). The developed countries namely the UK and USA were the top two hosts of Indian OFDI during this period, jointly accounting for more than half of the total OFDI (Table 4). Among developing regions the South-East and East Asia has reported the largest decline from 36% during First Wave to mere 9% during Second Wave. The other developing regions that witnessed decline in attractiveness as a host of Indian OFDI were Central Asia and Africa. Latin America has seen some improvement in its hosting role from less than 1% to 4%. These changing locational distributions of OFDI from India therefore, indicate that the ownership advantages of Indian enterprises are increasingly finding larger role in advanced countries. Further, advanced countries being service driven economies, are offering growing markets for service sector Indian MNEs, particularly from software sector (Pradhan, 2003).



3.3 Shift in ownership pattern Another important feature of trans-border Indian direct investment during 1975–1990 is that the participation of Indian equity was minority-owned in large number of
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OFDI cases. Nearly 64% of OFDI projects approved were observed to have had Indian ownership participation of less than 50% and only about 13% of approved cases were having more than 80% of equity participation (Table 5). This trend of outward investing Indian companies to have minority participation can be attributed to the government policy during this phase that had imposed restriction on Indian equity participation. Table 5



The structure of Indian ownership participation DURING 1975–March 2001



First Wave (1975–1990) Equity range (%)



Second Wave (1991–March 2001)



No. of OFDI approval Percent



Cumulative percent



No. of OFDI approval



Percent



Cumulative percent



0–20



51



22.9



22.9



41



3.7



3.7



20–50



91



40.8



63.7



230



20.6



24.2



50–80



53



23.8



87.4



211



18.9



43.1



28



12.6



100.0



637



56.9



100.0



223



100.0



1119



100.0



80–100 Total



Only those OFDI approvals are taken for whom the information on Indian equity participation is available. Source: Same as Table 2



Due to the relaxation of the government policy on Indian equity participation, the OFDI projects approved during the Second Wave takes the form of majority-ownership in bulk of the cases. Out of a total number of 1119 projects for whom Indian equity participation is known, 637 OFDI approvals have an equity participation of more than 80% nearly accounting for 57% of the total approvals (Table 5). There are only 271 number of OFDI approvals, nearly a quarter of total, that had Indian equity participation of less than 50%. Therefore, clearly Indian outward investors prefer majority ownership in their trans-border production ventures during the Second Wave as opposed to their tendency for minority ownership during the First Wave.



3.4 New forms of OFDI The Second Wave also witnessed a rising number of Indian firms adopting M&As as an important mode of OFDI. This is a distinctive shift in their OFDI behaviour from past where greenfield OFDI has invariably taken the form of outward investment. Since late 1990s, Indian companies had aggressively acquired overseas companies across the industrial sectors to diversify into global markets. In a brief period of four years between 2000 and 2003, Indian firms made a total of 119 trans-border acquisitions (Table 6). The Indian software industry with 67 M&As stood as the most aggressive acquirer followed by pharmaceutical industries with 12 M&As, paints and plastic products with four M&As each. Regionally, the overseas M&As of Indian firms are largely directed at developed countries, nearly three-quarters of the total M&As. It appears that acquisition is finding preference among Indian firms as a market entry strategy into developed country market and also to acquire new technology, skills, experience and marketing intangible assets critical for survival in a globalising world market (Pradhan and Abraham, 2005). Recently overseas acquisitions by Indian firms are also directed at acquiring companies of global significance as in the case of Tata Steel acquiring Corus company in 2007.
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Table 6



Overseas M&As by Indian enterprises, 2000–2003



M&As in number Sectoral composition Sector No. Primary 9 Mining, petroleum and gas 9 Industry 34 Pharmaceuticals 12 Paints 4 Plastic and products 4 Services 76 Software 67 All sector 119



Percent 7.6 7.6 28.6 10.1 3.4 3.4 63.9 56.3 100



Regional composition Region Developed countries UK USA Australia Developing countries Africa Latin America and the Caribbean Asia and the Pacific All region



No. 93 16 53 8 20 5 3 12 119



Percent 78.2 13.4 44.5 6.7 16.8 4.2 2.5 10.1 100



Source: Pradhan and Abraham (2005)



3.5 Changes in motivations The existing literature on the First Wave of Indian OFDI suggests that the main motives of such production activities were to escape from restrictive business environment of the home country generated by a plethora of government regulations placing restriction on the growth and diversification of large firms and sluggish growth in domestic demand. They are motivated by the desire to exploit the growing markets of their host countries. In addition, the high costs of domestic and imported inputs adversely affecting export competitiveness have also led to overseas production by many Indian firms (Lall, 1983a, 1986; Agarwal, 1985). It seems that Indian overseas ventures during this wave were little backed by ownership advantages based on advanced technologies. The motivation of OFDI has also undergone significant changes in the 1990s as compared to 1970s and 1980s. It has seen a rapidly evolving character from mere market access and natural resource seeking type to that of trade-supporting and strategic asset seeking type. Many of Indian enterprises are using OFDI as a tool of international competitiveness. The economic presence of the company through its subsidiaries in overseas market ensures closer interaction between sellers and buyers and better after-sales services, which contribute an important ingredient for international competitiveness (Kumar, 1998). Therefore, the set of motivations for overseas productions by Indian enterprises are now broad based and particularly in the case of overseas acquisitions they are motivated not only to access international market, but also to acquire firm-specific intangibles like technology and human skills and benefits from operational synergies (Pradhan and Abraham, 2005). Thus, OFDI has emerged as a strategic business decision to overcome constraints from limited home market growth, and to survive in an increasingly competitive business environment.
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Indian multinationals and theories of developing country OFDI



In the past various theories have been advanced to explain the phenomena of developing country firms undertaking cross-border investment. Two of the most important of these theoretical approaches are Vernon’s product life cycle model applied by Wells (1977) and localised technological development hypothesis (Lall, 1983b). The major focus of
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these theories has been to explain: Why are developing country firms with their proven limitations in firm-specific advantages like technology, skill, brand, etc., as compared to innovative developed country firms able to invest aboard? The idea was to explain how Third-World Multinationals (TWMNEs) are managed to derive competitive advantages as edge over developed country multinationals in a host location. Wells (1977, 1986) has applied the product life cycle model to explain the emergence of TWMNEs. The ownership advantages of innovative developed country firms tend to erode when the product reaches its maturity stage and technology becomes widely diffused and standardised across regions. Developing country firms eventually learn and adapt these technologies to their local cost and market conditions and in the process gain significant cost advantages over original innovating developed country firms. These cost advantages in due course led to overseas investment activities of developing country firms in fellow developing countries with similar demand and factor conditions. The nature of developing country OFDI during 1970s and 1980s clearly fits well for the life cycle explanation. Majority of TWMNEs including Indian multinationals were competing during that period on cost advantages arising out of adapted and labour-intensive technologies and low cost of managerial skill. Their OFDI activities were mostly concentrated in low technology products and largely developing country oriented. Indian multinationals were of course visible in the case of technology-intensive industries like pharmaceutical but their competitive advantages were mostly confined to significant process development rather product development. Lall (1983b) proposes that firms from developing country like India derive their unique propriety advantages for OFDI from localised technological change. The indigenous Research and Development (R&D) efforts of these firms, although are far below the scale of similar activities undertaken by developed country firms, are capable of generating unique competitive assets and can create ownership advantages over developed country multinationals. This phenomenon of localised technological change can be seen from labour-intensive industries to high technology industries. Clearly, among these two theories, the power of product life cycle to explain recent behaviours of Indian and other developing country multinationals is very low. Indian firms are increasingly locating their investment activities in developed countries and are emerging from knowledge-intensive industries. The scale and level of technological activities of Indian firms have increased significantly in the recent period and they are creators of technologies of their own. For example, recently many Indian pharmaceutical firms are ‘out-licensing’ their molecules – Dr. Reddy has out licensed its two molecules to Denmark-based Novo Nordisk; Ranbaxy its novel drug delivery to Germany-based Bayer AG; and other companies are in the process of out licensing like Orchid Chemicals’ anti-diabetic molecule, Lupin Laboratories’ molecules for migraine and psoriasis, Nicholas Piramal’s oncology cancer molecule and Kopran Research’s some molecules. Hence, the nature of localised technological change has also achieved significant sophistication to provide competitive advantages even in innovation-driven developed countries. In this sense, the behaviour of Indian multinationals is fast converging to that of developed country multinationals. It seems that for explaining the Second Wave of Indian OFDI that is currently undergoing the power of TWMNEs theories of the past are loosing their significance. Apart from the sophistication of ownership advantages, Indian multinationals are also motivated to build trade-supporting networks aboard and to acquire strategic competitive assets in developed countries.
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There exist two empirical studies that have explored the monopolistic advantages of Indian multinationals. The first empirical study relates to the ‘First Wave’ in the evolution of Indian OFDI and was conducted by Lall (1986) in both Probit and Tobit regression framework. His regression results suggest that OFDI activities of Indian firms are barely impacted by their marketing intensity, technological sophistication, capability for embodied technical adaptation and use of highly trained personnel. Other independent variables such as size, capital-output ratio, export-intensity and imports of raw materials are found to be explaining Indian OFDI. These results are indicative of prevailing theoretical perception that Indian OFDI in the First Wave are less motivated to exploit firm-specific advantages but to escape from restrictive government policy on firm growth and stagnant domestic market. Moreover, Indian OFDI was also dependent upon previous export activities and desire to secure sources of raw materials abroad. The second empirical study is by Pradhan (2004a) and related to the Second Wave of Indian OFDI from 1990–1991 to 2000–2001. This study as compared to Lall (1986) used a large database of Indian manufacturing firms with a fairly large number of independent variables and controls for industry characteristics in a Tobit framework. The dependent variable, OFDI stock as a percent of net worth, was related to nine independent variables such as firm age, size, R&D intensity, disembodied technology imports, selling cost intensity, managerial skills (proxied by residual profitability), labour productivity, export-intensity and liberalisation dummies. The estimation also included a set of industry-specific dummies to provide controls for industry-effects. Results from this study show that motivation to exploit ownership advantages have emerged as another important factor affecting Indian OFDI under the Second Wave. Unlike Lall’s findings, in-house R&D and managerial skill emerges as important contributory factors: this indicates that Indian technologies have considerably moved upward in the Second Wave period and that Indian multinationals are now exploiting their technological superiority in the world market. Advertising intensity representing product differentiation activities is also found to be important factor affecting OFDI from India in certain industries like chemicals, electrical machinery, textile, rubber, footwear, cement and beer and liquor. Other firm-specific variables such as age, size, labour productivity and past export-intensity all have come out with positive and significant impacts. The liberalisation dummy was significant supporting the fact that liberalisation of OFDI and other policy regime have promoted Indian OFDI in the Second Wave. This evidence thus suggests that Indian multinationals are exploiting their growing firm-specific advantages in the Second Wave and the outward looking business environment has clearly been conducive for these firms to undertake overseas investment activities.
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Concluding remarks



This paper analysed the changing patterns of OFDI from India. The evolution of Indian OFDI has been divided into two waves – ‘First Wave’ covering the period 1975–1990 and ‘Second Wave’ covering the period 1991 onwards. The analysis shows that the OFDI from India has increased considerably during Second Wave as compared to First Wave. The First Wave OFDI flows was dominated by a few manufacturing sectors and was largely limited to developing countries. The patterns of OFDI changed in the Second
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Wave when Indian firms began to invest abroad on a much larger scale than before, originating from almost all sectors of the economy and increasingly from service sector dominated by software industry. Locationally, these are increasingly going into developed country and tend to be majority-owned projects. The motives of Indian TNCs for investing abroad is not only of market seeking types, but have expanded to include access to strategic assets and skills overseas, enhancing non-price segment of global competitiveness through establishing trade-supporting infrastructure, and circumventing the effects of emerging trading blocs on a regional basis by gaining insider status. The role of ownership advantages in the OFDI from India has also grown in the Second Wave. In many industries Indian firms have emerged as technology creators and unlike the past their OFDI behaviour is strongly determined by their indigenous technological and brand-building activities. Given the growth rate of the Indian economy, rising technological activities, the activities of Indian multinationals may be expected to increase. The existing theories of OFDI from developing countries has been loosing its power to explain the behaviour of Indian multinationals and it is time to expand the scope of current research to develop new theoretical and empirical frameworks. Future research addressing the developmental implications of Indian multinationals for both host and home countries would certainly enhance the existing knowledge on developing country multinationals.
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