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Foreign Direct Investment (FDI) basically is the revenue brought into the country by foreign agencies for the purpose of business or investments, through the official Foreign Investment Promotion Board (FIPB) channels. The Indian Government has allowed FDIs for several industries in the recent past. FDI in Real estate is being permitted since January 2002. Despite the fact that it is almost a year, since the FDI was allowed in Real Estate, the response is not encouraging. Let’s look at the FDIs norms in real estate, their positive and negative aspects and what needs to be done to encourage FDI, in this paper. Table I gives the policy guidelines for FDI in Real Estate.   

TABLE I - EXISTING POLICY GUIDELINES FOR FDIs IN REAL ESTATE

1. The minimum capitalization norm will be $10 million for a wholly owned subsidiary and $5 million for joint ventures with Indian partners.

2. The minimum area to be developed by a company will have to be 100 acres.

3. A minimum lock-in period of 3 years from completion of minimum capitalization shall apply before repatriation of original investment is permitted.

4. A minimum of 50% of the integrated project development must be completed within a period of 5 years from the date of possession of the land.

5. The company must be registered as an Indian company under the Companies Act 1956 and will be allowed to take up land aggregation and development.

6. FIPB under the Ministry of Urban Development & Poverty Alleviation will process all FDI cases and set guidelines for the companies.  
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Benefits of FDI in Real Estate

FDI in real estate can create major inflows of funds that can enhance domestic investment to achieve a higher level of real estate development. FDI can certainly bring in the funds at reasonably cheaper rates, besides new ideas and technologies, which would enhance the efficiency of the Indian construction industry. A major part of the cumbersome procedures of the government and RBI are simplified with the FDI policy. So, the impact on the real estate industry can be significant, leading to increased competition levels among the local developers, in terms of price, quality and timing. The potential of growth and contribution of the real estate industry to the GDP is tremendous in India, as compared to other countries; see Figures I and II. Figure III indicates the breakdown of the cost of construction in India versus the United States. To realize this potential, FDI is a must. All the benefits we mentioned above can happen only when a congenial environment is created for FDIs.

FIGURE I – Comparison of Construction Sector Growth (94-98)
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FIGURE II – Construction’s Contribution to the GDP (1999)
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Discouraging Aspects of the FDI Policy in Real Estate

The current FDI norms have receive only lukewarm response from foreign investors. In the past eleven months, the FDI in Real Estate Investment is not encouraging. Only one project has been approved. Why so? Here is a glance at the key issues. 

1. Minimum Area of Development 

The guidelines say that the minimum area to be developed by a company will have to be 100 acres. For a foreign player, finding 100 acres of land around Indian cities will not be too easy. Most local developers have already cornered this market, so the present market conditions are not very attractive to the foreign developers. It will be less restrictive, if this minimum area is reduced from 100 acres to 25 acres. 

2. Restriction on Development 

Plus the FDI policy does not allow developers to have a free say on the type of development. Restrictions include areas to be reserved and handed over free for various uses. Plus there are reservations for no-profit-no-loss (NPNL) categories and economically weaker section (EWS) housing. These restrictions must be relaxed for all developers, both local and foreign. 

3. Minimum Capitalisation 

Plus the minimum capitalisation norm is USD 10 million for a wholly owned subsidiary and USD 5 million for joint ventures with Indian partners. This may not be much of an issue. The biggest hurdle is that the housing/township sector does not qualify for the infrastructure sector (Section 80IA) benefits under the Income Tax (IT) Act and unlike other infrastructure projects, it does not get a tax holiday. 

4. Other Issues 

Other issues like high tax rates, weak exchange status, restrictive clauses and high levels of corruption, red tape and bureaucracy make India a less attractive destination for FDIs in real estate. Foreign investors are also worried that essential infrastructure like electricity, water and roads, which are the government’s responsibility, may not come through on schedule. India’s real estate markets are far less structured and developed compared to the western countries. Hence, some major changes like repealing the ULCRA and rationalizing the stamp duties during registration are required to be implemented fast. These changes will most likely be in the form of easier financing for development and encouragement of institutional investment in commercial real estate development. Figure IV shows the low levels of labour productivity in India with respect to other nations.

FIGURE IV – Comparison of Labour Productivity in Residential Construction 
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India and China – A Comparison

India’s FDI has always been compared with China and this is where the differences stand out. For 2000, FDIs for China and India stand at USD 40 billion and USD 2 billion, respectively, showing India in poor light. But, India considers only cash inflows of equity when counting its FDI, but China reflects cash, reinvested earnings and round-tripping routing through Hong Kong in its FDI calculations. Based on the standard IMF methodology, India’s FDI inflows stand at $8 billion while China stands at $22 billion. There is still a wide gap, but one that can be bridged. Of course, about half of China’s FDIs are in the real estate sector, while India has minimal FDI in this sector. One must understand that there is no private ownership of land in China. Plus differences in the political environment between the two countries may also have an impact on FDIs. The political structure in China still binds politicians strongly to entrepreneurs and infrastructure is able to keep pace with the growth in real estate. But one must keep in mind that India and China are not competing for FDIs from the same sources, but totally different sectors. Though China appears to be outperforming India in FDIs, India is better placed than China in the democratic, financial and business sectors. Table II compares the two giants from the economic point of view.

TABLE II - COMPARATIVE STATISTICS OF CHINA AND INDIA (2000)

	NO
	DESCRIPTION
	CHINA
	INDIA

	1
	Population (billion)
	1.276
	1.029

	2
	Urban Population (%)
	37
	33

	3
	GDP (Billion $)
	1121
	440

	4
	Per capita income ($)
	990
	440

	5
	Exports (billion $)
	250
	44.1

	6
	Inflation (%)
	1.3
	4.0

	7
	Savings (% of GDP)
	39
	22

	8
	Labour Laws
	More flexible
	Less flexible

	9
	Corporate Tax (%)
	15
	36.75

	10
	Double Taxation
	No
	Yes

	11
	Value Added Tax (VAT)
	Yes
	No

	12
	Power Generation (billion KW)
	1,166
	417

	13
	Electricity Tariff ($/100KW)
	4.3 (Rs 1.97/unit)
	7.53 (Rs 3.80/unit)

	14
	Sea Freight (million tonnes)
	922.37 (17 ports)
	251.73 (12 ports)

	15
	Roads (million km)
	1.7
	3.0

	16
	Railways (thousand km)
	68.0
	81.5

	17
	People per telephone
	12
	46

	18
	Percent FDIs from non residents
	65
	10

	19
	Forex Reserves (billion $)
	312
	67

	20
	Internet Connections (millions)
	35
	3
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What needs to be done? Our wish list:

Presently, most foreign companies have a wait and watch approach to this FDI policy. Pressures from the real estate industry lobbies and potential investors will move the government to ease many restrictions, such as minimum acreage and lock-in period. And the authorities must act accordingly and fast, if a large amount of FDI needs to flow into India and boost the real estate industry. Foreign companies will want to minimise risks and maximise the learning process; hence they would prefer smaller schemes. India must offer reasonable returns and flexibility to balance perceived risks to international investors. The government must also allow FDIs in the commercial sector. With 100% FDI, real estate will see increased liquidity and developers will have to deliver in time and as per global standards. Finally, the infrastructure must be in place for foreign investments to flow into the development of new cities and townships in India. Indian real estate developers are of the opinion that these restrictions in the existing guidelines must be relaxed for all developers, both local and foreign, if the government wants to boost the real estate sector in the country. It is also clear that the construction and housing industry should be declared a key infrastructure sector considering its growth would have a direct positive impact on the overall sluggish economy of India. 

First FDI success

Almost a year after opening up the real estate sector to FDI, the FIPB has approved the first FDI project for a 100-acre residential township in Gurgaon. An Indian infrastructure and property consultancy company, Feedback Ventures Ltd. has tied up with Malaysia-based real estate companies, Kontur Bintang and Westport, for the project costing Rs. 800 crore. 

Related Developments

REITs or REMFs

This new concept of Real Estate Investment Trusts (REIT) will be introduced in India. This is one good way of raising funds in the money starved real estate sector. 

FDIs in Retail Sector:

The Industry Ministry has recommended to the government to allow FDI in the retail sector with minimum capitalization conditions for foreign retail companies interested in setting up 100% subsidiaries as well as joint ventures with Indian partners. This will boost the disorganized retail sector as well as the commercial real estate markets. 
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