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ANALYSIS, ON THE DOT

Replacing FIPB with Standard Operating Procedure Not Enough

Bl indrastra.com

By Pratik Datta, Radhika Pandey, and Sumant Prashant
National Institute for Public Finance and Policy, New Delhi, India.
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Foreign investment into India has always been heavily regulated, requiring approvals from various government ministries. Post-
liberalisation, a need was felt to create a single window for foreign investors applying for such approvals. As a result, the
Foreign Investment Promotion Board (FIPB) was established in August 1991. Initially, it was placed within the Prime Minister's
Office (PMO) since its credibility needed to be projected speedily. Then it shifted to Department of Industrial Policy and
Promotion (DIPP) and finally to Department of Economic Affairs ( DEA) in Ministry of Finance. Here it functioned as an inter-
ministerial body making recommendations to the Finance Minister for grant of approval for foreign investments as per the
regulations under the Foreign Exchange Management Act, 1999.

Although FIPB was a single window for the foreign investors, at the back-end it was an agglomeration of various Ministries
whose views were necessary. It comprised Secretaries from Department of Economic Affairs (DEA), DIPP, Department of
Commerce (DoC) Ministry of External Affairs (MEA), Ministry of Overseas Indian Affairs (MOIA), Department of Revenue (DoR)
and Ministry of Small, Medium and Micro Enterprises. Depending on the sector to which the investment proposal pertained, the
concerned Ministry would also be asked to give comments. At times, views of RBI would also be sought. Naturally, this inter-
ministerial coordination process took time and frequently delayed the approval process. Consequently, FIPB ended up being
seen as another bureaucratic body delaying approvals. This fuelled the demand for a better substitute.

In a recent spate of reforms, the Cabinet finally decided to scrap FIPB. Now, foreign investment in any of the eleven notified
sectors would require approval from the concerned Administrative Ministry. Last week the DIPP issued a Standard Operating
Procedure (SoP) for processing FDI proposals under this new regime. The most promising feature of this SoP is the 8-10
weeks time-frame within which investment applications are required to be cleared by the government ministries. But will this
reform ensure timely disposal of foreign investment approvals? To answer this, it would be useful to understand the legal
institutional framework within which foreign investment approvals are processed in some advanced jurisdictions.

In Australia, the decision to approve a foreign investment proposal is with the Treasurer under the Foreign Acquisitions and
Takeovers Act, 1975. When making such decision, the Treasurer is advised by the Foreign Investment Review Board (FIRB),
which examines foreign investment proposals and advises on the national interest implications. Section 77 of the 1975 Act
requires the Treasurer to make his decision within 30 days, which can be extended by 90 days. The Treasurer has to give

1/3


http://www.indrastra.com/2017/07/Replacing-FIPB-with-Standard-Operating-Procedure-Not-Enough-003-07-2017-0041.html
http://www.nipfp.org.in/home-page/
http://www.nipfp.org.in/home-page/
https://3.bp.blogspot.com/-GuEx6JhChPo/WXjJ5h1sw0I/AAAAAAAAP2o/nFEa4BkIwbgL904s3cl2J2aOLZHLIqLeQCLcBGAs/s1600/MII-Logo-Wikipedia.jpg
https://en.wikipedia.org/wiki/Make_in_India#/media/File:Make_In_India.png
http://fipb.gov.in/aboutus.aspx
http://fipb.gov.in/Forms/OMabolitionFIPB.pdf
http://fipb.gov.in/Forms/SOP.pdf
https://3.bp.blogspot.com/-51adWddmxso/WXjHjNFZZ1I/AAAAAAAAP2g/ODD6oAcrPfQoyxbt2msrHKtq5oyQUoC2ACLcBGAs/s1600/AIDN0030720170041.PNG

reasons for rejecting substantial commercial proposals, which are published in Treasurer's press release.

In Canada, the decision to approve a foreign investment proposal is with the Minister under the Investment Canada Act, 1985.
While taking the decision, the Minister is advised by the Director of Investments. A foreign investor is required to notify the
Director before making an investment or within 30 days of making the investment. The investment proposal is subject to review
only if the Director sends a notice for review to the foreign investor within 21 days. The Minister has 45 days to determine
whether or not to allow the investment. The Minister can unilaterally extend the 45 day period by an additional 30 days by
sending a notice to the investor prior to the expiration of the initial 45 day period. Further extensions are permitted if both the
investor and the Minister agree. If no approval or notice of extension is received within the designated time, the investment is
deemed approved. If a foreign investor's application is rejected, the law requires the rejection order to provide reasons for such
rejection. Moreover, another opportunity is given to the applicant to reapply. If the applicant is unable to make its case stronger
in the second attempt, the application is finally rejected.

Evidently, in these jurisdictions, the primary law imposes time-limits on the Minister approving foreign investment proposals.
The primary law is also clear on the precise purpose of the government approval. For instance, national security is a major
concern while approving foreign investment proposals. Moreover, the primary law also lays down clear processes to handle
rejection of investment applications, making the Minister more accountable. For instance, in the US, even the President, who
has the final authority to reject an investment proposal, issues a presidential order providing justification for rejection. This
institutional accountability hardwired within the legislative framework enables these jurisdictions to better handle foreign
investment applications.

In contrast, the Indian primary law - the Foreign Exchange Management Act, 1999 (FEMA) - does not create any institutional
accountability. It does not prescribe any time-limits for the Finance Minister to dispose of foreign investment applications.
Neither is FEMA clear on the purpose of government approval itself. Further, the law does not require the government to give
any reasons for rejecting an investment application. These are fundamental problems in the current Indian legal institutional
framework around FDI approvals.

DIPP's new SoP does not resolve any of these fundamental issues. The timelines it imposes on the Ministries for various
actions are not even binding. This is because the SoP is not a legal instrument. It is merely a pdf document uploaded as a
public notice on the DIPP website. That does not make it a law binding on the different Ministries in the government. At most, it
is an aspirational document laying out the good intentions of the government. But if a Ministry violates it, there are no
consequences or sanctions. The SoP does not in anyway change the internal incentive structure of the bureaucracy to ensure
that they comply with the timelines. Therefore, the SoP fails to solve the root cause of delay at FIPB - lack of time-bound inter-
ministerial coordination needed for timely grant of approvals.

Any reform to the Indian FDI approval regime must start with a complete rethinking and re-designing of the primary law - FEMA
- from first principles. What is the market failure in the field of capital controls? Why is government approval even necessary?
How can the government be made accountable to ensure that approval decisions are made in a time-bound manner without
prejudicing the main purpose of such approval?

The Financial Sector Legislative Reforms Commission (FSLRC) answered these fundamental questions based on a holistic
review of international best practices. It recommended that the objective of capital controls should be to address national
security concerns. In addition, the report envisaged controls of temporary nature to address a crisis situation. All these aspects
are codified in the chapter on capital controls in the Indian Financial Code (IFC), the draft law prepared by the FSLRC. Even
as we debate the objectives of capital controls, the law on capital controls must be unambiguous in laying down an effective
procedure for processing FDI proposals. As an example, Clause 243 of the IFC provides for a 90 days time-bound process to be
followed by the Central Government while approving or rejecting FDI proposals. Chapter 9 of the FSLRC Handbook released
by the Ministry of Finance further elaborates this approval process.

The shortcomings of FIPB were merely symptoms of a deeper problem in the primary law, FEMA. This underlying problem can
be resolved only by replacing FEMA with a coherent new primary law. The new law should require government approval only
for foreign investment in sectors that are strategic from the viewpoint of national security considerations or to address
emergency situations such as war, or balance of payments crisis. The law should also focus on accountability of the
government. It should provide clear time-bound legal processes and require the government to give reasoned orders while
rejecting an investment proposal. Only such fundamental legislative reforms can help create a better substitute to FIPB.
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