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Foreign Direct Investment (FDI) in India - Trends & Challenges.

Introduction - The Shifting Sands of Global Capital

Foreign Direct Investment (FDI) is a critical
driver of economic growth for developing nations like
India. It represents a long-term commitment by
foreign entities to the domestic economy, bringing not
just capital but also technology, managerial expertise,
and access to global markets. In recent months, India
has attracted significant attention from global
technology giants, particularly in the Artificial
Intelligence (Al) infrastructure domain.

This signals India’s growing appeal as a destination for "new-age’ investments. However, a closer
look at the data reveals a nuanced picture - while gross inflows are healthy, net FDI is narrowing due to
increased profit repatriation and outward investments by Indian firms. Understanding these dynamics is
crucial for comprehending India’s external sector performance.

Significance of FDI in the Indian Economy
FDI plays a transformative role in India’s development story -

1. Non-Debt Creating Capital - Unlike external commercial borrowings (ECBs), FDI is equity-based and
does not add to the country's external debt burden.

2. Technology Transfer - Multinational corporations (MNCs) bring cutting-edge technology (e.g.,
semiconductors, EV components), helping modernize domestic industries.

3. Employment Generation - Investments in manufacturing and services create direct and indirect
jobs, leveraging India’s demographic dividend.

4. Global Integration - FDI integrates domestic firms into global supply chains, enhancing export
competitiveness. The recent surge in greenfield projects by Indian firms abroad further underscores
this global linkage.

The Evolution of FDI Policy - From Protectionism to Liberalization

India’s FDI journey can be broadly categorized into three phases -

Pre-1991 (Restrictive Phase) - FDI was viewed with suspicion, allowed only in select high-tech industries

with a 40% equity cap (FERA regime).

Post-1991 (Liberalization) - The New Economic Policy of 1991 opened the doors. Automatic routes were

introduced, and sectors were gradually de-licensed.

2014 onwards (Strategic Opening) - The current phase focuses on "Make in India” and "Ease of Doing

Business." FDI caps have been raised in critical sectors like defense (up to 74% automatic), insurance,

and railways infrastructure. The recent emphasis is on attracting manufacturing in electronics and

semiconductors through Production Linked Incentive (PLI) schemes.

Current Trends and Problems - The "Net FDI" Paradox
While the narrative is often positive, the data presents a paradox that aspirants must note -

1. Gross vs. Net Inflows - Over the last five years, gross inflows hovered between $70-85 billion.
However, Net FDI flows (Gross Inflows minus Repatriation minus Outward FDI) have collapsed from
$44 billion in FY20 to just $1 billion in FY25.

2. High Repatriation - MNCs are increasingly sending profits back home rather than reinvesting them
in India. While this reflects legitimate corporate strategy, it reduces the actual capital available for
domestic asset creation.

3. Rising Outward FDI - Indian companies are investing heavily abroad ($20 billion annually),
expanding their footprint in Europe and Africa. While a sign of corporate maturity, this outflow nets off
against incoming FDI.
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4. Global Slowdown - Rising geopolitical tensions and supply chain fragmentation (friend-shoring)
have shrunk global cross-border FDI to just 1.5% of global GDP. India faces stiff competition from
Vietnam and Mexico in this shrinking pie.

Recent Reforms - Strengthening the Magnet

To counter these headwinds, the government has undertaken significant structural reforms -

PLI Schemes - Incentivizing domestic manufacturing in 14 key sectors to attract anchor investors.

Factor Market Reforms - The introduction of new Labour Codes aims to simplify compliance and

introduce flexibility in hiring, addressing a long-standing investor grievance.

Infrastructure Push - The PM Gati Shakti National Master Plan aims to reduce logistics costs, which

currently stand at 13-14% of GDP, making Indian exports competitive.

Digital Public Infrastructure - The success of UPI and the India Stack has made the digital economy a

prime target for foreign tech investment.

Way Forward
To sustain its position as a top investment destination, India must pivot from general liberalization to

targeted facilitation -

1. Risk-Adjusted Returns - India already offers a high risk-adjusted return on FDI (7.3%), second only to
Indonesia. This metric should be highlighted to global investors to counter the narrative of ‘regulatory
uncertainty.”

2. Diversification - Moving beyond services (which attract the bulk of FDI) to manufacturing is
essential. Semiconductors, Green Hydrogen, and Al infrastructure are the new frontiers.

3. Regulatory Stability - Frequent policy flip-flops (e.g., in e-commerce or digital taxation) dampen
investor sentiment. A stable, predictable regulatory regime is non-negotiable.

4. Infrastructure Upgradation - reducing the time and cost of moving goods from factory to port is
critical to competing with Vietnam and China.

Conclusion

The FDI landscape in India is evolving from a simple story of capital inflow to a complex narrative
of global integration. While the narrowing of net FDI is a concern, it partly reflects the growing strength of

Indian MNCs investing abroad. The “Net FDI" figure should not alarm us but alert us to the need for

continuous reform. By focusing on factor market reforms, infrastructure, and regulatory consistency,

India can ensure that it remains not just a destination for capital, but a hub for value creation in the

global economy.

Mains Practice Questions

1. "While India remains an attractive destination for foreign capital, the narrowing gap between gross
and net FDI inflows presents a new challenge. Analyze the structural reasons behind this trend and
suggest policy measures to enhance the retention of foreign investment.” (250 words)

Answer Guidelines -

1. Introduction - Define Gross vs. Net FDI. Mention the recent trend of high gross inflows ($70-85 bn) but

plummeting net flows ($1 bn in FY25).

2. Body

1. Reasons

Analyze the causes -

High Repatriation - MNCs taking profits out instead of reinvesting.

outward FDI - Indian firms acquiring assets abroad ($20 bn/year).

Global Factors - Geopolitical fragmentation and rising interest rates in the West.

2. Policy Measures

Suggest steps to retain capital -

Reinvestment Incentives - Tax breaks for reinvesting profits in India.

Ease of Doing Business - Implementing Labour Codes and reducing logistics costs (Gati Shakti).

Sectoral Focus - Targeting high-growth sectors like Al and Semiconductors where reinvestment is

necessary for scale.
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3. Conclusion - Conclude that while outward FDI is a sign of Indian corporate strength, domestic policy
must ensure India remains the most profitable geography for reinvestment.



