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ON MARCH 31, 2010, FOR THE FIRST TIME,
the department of industrial policy and
promotion (DIPP) in the ministry of

commerce and industry put out a Consolidated FDI
Policy: Circular 1 of 2010 overriding the entire heap
of press notes, circulars and clarifications issued
earlier in connection with foreign direct investment
(FDI). The DIPP’s efforts in preparing Circular 1,
which became effective from April 1, 2010, earned
plaudits from the industry at first, but on a closer
look, left India Inc and foreign investors high and
dry, especially on issues relating to upfront
determination of price for capital instruments and
non-inclusion of partly-paid shares and warrants
within the definition of ‘capital’.

To its credit, however, the DIPP has issued Consol-
idated FDI Policy: Circular 2 of 2010 within six
months of Circular 1 and lived up to its promise by
clarifying issues that had ruffled feathers in the FDI
space. We highlight a few key clarifications made in
Circular 2.
Death to warrants and life again: Circular 1 created an
impression that there was a complete embargo on is-
suance of warrants and partly-paid capital
instruments to non-residents even if the Foreign
Investment Promotion Board (FIPB) approved it. On
the contrary, as a matter of practice, the FIPB was
considering such proposals and granting approvals
after factoring in the time limit for conversion of the
warrants and quantum of upfront consideration.

The DIPP clarified the matter in a note to the
definition of ‘capital’ in Circular 2 by stating that
instruments other than equity shares and fully, com-
pulsorily and mandatorily convertible preference
shares and debentures may be issued after obtaining
prior government approval. This change will ensure
that, on one hand, there is some elbow room for ma-
ture foreign financial investors to structure their
investments and, on the other, domestic
undertakings need not hand over a pie of their
business at a price that could potentially be higher at
a future point.
Soothing NBFCs: Circular 2 also partly settles the dust
over downstream investment by foreign owned and
controlled (FOCC) non-banking financial

companies (NBFCs). Reading the relevant
provisions of Circular 1 (reiterating what had been
stated in press note 4 issued in February, 2009) led
one to conclude that 100% wholly owned
subsidiaries of the FOCC NBFCs must also meet the
minimum capitalisation requirements of NBFCs.
This would have made it commercially difficult for
FOCC NBFCs to set up and operate different
subsidiaries for separate activities like stock broking,
housing finance etc. Much to the relief of 100%
FOCC NBFCs, however, Circular 2 has explicitly
stated that they will not be required to meet
minimum capitalisation requirements. Speaking of
downstream investments, there were concerns after
the release of Circular 1 that downstream
investment by a FOCC could be done only through

funds from abroad and not by leveraging funds from
India. Fortunately, Circular 2 has stated with well
clarified that investment by internal accruals is
permitted as long as other conditions laid down in
the policy on downstream investments are fulfilled.
Breather to retailers too: Since FDI in multi brand retail
is prohibited, players in this market have often been
in the news for the wrong reasons, trying to use the
wholesale cash-and-carry route, where100% FDI is
permitted,  as a backdoor to enter the multi brand re-
tail sector. In Circular 1, the government had come
down heavily on FDI in multi brand retail sector
structure — where the ownership structure of the
retail entity and the wholesale entity were kept
distinct but within the same group
companies/promoters and exclusive arrangements
were made between the two companies to realise
commercial value —  by stating that only 25% of the
total turnover could be traded by the wholesale enti-
ty amongst the same group companies and for
‘internal use’ only.  However, after much cajoling,
the government has provided a breather to the
infamous indirect structures by getting rid of the
‘internal use’ rule.
Conclusion: The DIPP deserves a pat on its back for its
exemplary efforts, some of which we have discussed
above. In recent months, the DIPP has published a
few discussion papers on opening up prohibited sec-
tors such as multi-brand retail and defence to  FDI. A
paper has also been put up for discussion on issue of
shares for consideration other than cash, so far
permitted in certain cases such as conversion of
external commercial borrowings or royalty
payments). There are, nevertheless, other
ambiguities in the FDI policy requiring the DIPP’s at-
tention — the important ones being upfront
determination of price of capital instruments at the
time of issuance and treatment of FOCC Indian com-
panies as non-resident entities, given the guiding
principle in the FDI policy that downstream
investment by FOCC Indian companies are required
to follow the same norms as a direct foreign
investment. These issues have been the bones of
contention in boardrooms and we can only hope
that they can grab the DIPP’s attention at the earliest.

(S Singh is partner, G Singhi is senior associate and S
Ramachandran is associate at Phoenix Legal)
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NDIA is at the centre of the population-versus-
growth debate. With the world’s second-largest
population at 1.2 billion, the country must fo-
cus on turning this population into a benefit
rather than a disadvantage. This month, we
look at how states in India can use their popu-
lation size and growth rate to improve their
competitiveness.

TRADITIONAL economic thinking sees
population as a drag on a nation’s eco-
nomic growth. However, with the world
looking towards India as a growing and
vibrant market, her ‘demographic advan-
tage’ is often touted as her biggest asset.

According to the theory of demograph-
ic dividend, the rate of economic growth
increases due to a rising share of working
age people in a population. For India,
falling fertility rates are resulting in a larg-

er chunk of working-age people, who can
contribute to the GDP and generate high-
er output per capita.

In fact, the International Labour Orga-
nization (ILO) has stated that India will
account for the highest working age pop-
ulation in the next 10 years, in a report re-
leased recently. In the document prepared
for the G-20 Summit held earlier this
month in Seoul, the ILO says that the G-
20 nations will see their working age pop-
ulation between 15 and 64 years increase
by 212 million in the period 2010-2020.
Over 64% of this increase will occur in In-
dia alone!

This month’s IFCIndia State Development
Barometer takes a sharp look at what pop-
ulation really means to the economic
growth of India’s states and analyses how
states can use their demographic situation
to improve their competitiveness, and
hence, enhance their prosperity.

Rising stars among states
It is widely accepted that growth among In-
dian states is skewed, with some prosper-
ous states bearing the burden of growth,
while several other lag in terms of GDP
growth and development parameters.

The average decadal GDP growth figures
show that unexpected states such as Bihar
and Orissa, historically notorious for poor
growth, have exhibited a sustained GDP
growth rate. Bihar, specifically, is notable
for exhibiting a remarkable decadal growth
rate of 10.83% while contributing on a
modest population base. Bihar accounts
for 8.1% to the country’s population, as
seen in the accompanying graph.

Meanwhile, states such as Maharash-
tra, Goa, Punjab and Tamil Nadu, that are
known for their higher levels of industrial-
isation, human development or agricul-
tural prosperity seem to have slowed in
terms of GDP growth over the past decade.

Size does matter
A large size of population appears to be a
burden on the economy of states such as
Uttar Pradesh, Rajasthan, West Bengal
and Madhya Pradesh. These states are
also usually characterised by low per
capita income and higher disparities.
Large population size is a major factor,

among several others, that is dragging
down the economic growth of relatively
affluent states like Maharashtra, Kar-
nataka and Tamil Nadu. Yet, a few states
such as Bihar, Andhra Pradesh and Gu-
jarat with large populations are exhibit-
ing high GDP growth.

No burden on economic growth
Sixteen states in India have a GDP growth
higher than the national average. Of
these, ten states show a population
growth rate higher than the national av-
erage, while six other states have a popu-
lation growth rate lower than the nation-
al average.

Population growth, considered a bur-
den to economic growth, seems to have
little correlation with GDP growth (corre-
lation = 0.24). Large states such as Bihar,
for instance, have showed sustained GDP
growth over the decade along with a
steadily rising population, whereas states
such as Punjab and Manipur with slower
population increase are showing GDP
growth rates that are lower than the na-
tional average.

Population, a double-edged sword
Clearly, population is a double-edged
sword. On one hand, the data shows that
there is no clear correlation between
growth in population and GDP. Yet, accord-
ing to the demographic dividend theory, a
large working age population is an asset.

In order to be able to catapult their
growth rates, states need to look closely
at their competitiveness, which in turn
is linked to their level of productivity.
Improved competitiveness leads to im-
proved incomes and better quality of life
across the board. When viewed from
this standpoint, states will be able to de-
velop strategies on how best to utilise
their workforce — small or large, grow-
ing slow or growing fast — to maximise
productivity.
Group 1: States with lower population
growth rates and high GDP growth rates,
such as Kerala, Andhra Pradesh and Oris-
sa need to look closely at the training lev-
els of their workforce and create strategy
to move towards high value sectors and
industries that need a more skilled work-

force, which are also correspondingly far
more productive.
Group 2: States with healthy GDP and
population growth rates, such as Chandi-
garh, Delhi, Haryana and Bihar must fo-
cus on sectors where they are inherently
competitive because of the presence of
natural resources or traditional skills and
knowledge. These states should find ways
to turn the availability of a large work-
force in their favour by offering suitable
education policies and opportunities. Set-
ting the right priorities is critical to en-
hance competitiveness for this band of In-
dian states.
Group 3: A number of states such as Kar-
nataka, West Bengal, Rajasthan, Tamil
Nadu and Mizoram are performing only
slightly below India’s average GDP
growth rate. These states can quickly cat-
apult themselves into Group 2 with a fo-
cused effort on productivity.
Group 4: A roadmap for enhancing com-
petitiveness is critical for poorly perform-
ing states. Among these, states such as Ut-
tar Pradesh and Madhya Pradesh with
large and growing populations must con-
trol the rate of population growth
through effective healthcare and out-
reach efforts, as arresting population
growth takes time. They also need to har-
ness their large growing workforce effec-
tively and focus on promoting economic
activities that can employ and utilise a
large labour workforce, like certain types
of manufacturing.

Vision for the future
A look at the relationship between the
population and GDP growth serves to
highlight how states in various stages of
growth — both economic and demo-
graphic — can harness their position in
the best possible manner. This is best done
by first ascertaining a state’s inherent
competitive edge — these could be re-
sources, sectors, human potential, etc —
and then designing and implementing
policy around this to achieve highly pro-
ductive and efficient clusters that provide
employment, contribute to growing the
GDP and bring prosperity as well.

Institute For Competitiveness

POST the crisis, the one common thread that
links advanced economies across the world,
with perhaps the exception of the ever-prudent
Germans, is the phenomenal increase in public
debt, i.e., debt raised by governments strapped
for funds and desperate to kickstart the econo-
my with stimulus packages.

Based on IMF forecasts, Eswar Prasad at Cor-
nell University calculates that the level of aggre-

gate net government debt in the world will more than double from $23
trillion — 44% of world GDP — in 2007 to $48 trillion — 65% of GDP
— in 2015. Advanced economies account for much of this increase.

Prasad estimates the ratio of aggregate debt-to-aggregate GDP for ad-
vanced economies will rise from 48% in 2007 to 71% in 2010, and fur-
ther to 85% in 2015. In contrast, emerging markets (EMs) fare much
better. The corresponding ratios for the EM group are 30%, 30% and
26% respectively. In 2007, EMs accounted for 24% of world nominal
gross domestic product (GDP), in US dollars terms, and 17% of world
debt. By 2015, they are expected to produce 35% of world output but
account for just 14% of world debt. Thus, even as EMs increase their
share in world GDP, their share in world debt is expected to come down.
To put that more graphically, EMs will power their growth from inter-
nal rather than borrowed resources.

This has two major consequences for EMs — both positive. One,
they will be able to use more and more of their revenue for productive
purposes rather than for servicing debt, whether by way of interest cost
or repayment. Two, the distressing issue of inter-generational equity
where succeeding generations end up paying for the profligacy of ear-
lier generations will be resolved far more satisfactorily in EMs than in
advanced economies. Add to this the fact that EMs have a lower de-
pendency ratio — read: larger share of population in the younger age
group — and clearly, they are on a stronger wicket.

This is graphically brought home when the rise in debt is compared
with the rise in GDP. EMs accounted for 10% of the rise in global debt
levels from 2007 to 2010, and could account for 13% of the rise from
2010 to 2015. In contrast, their contributions to global GDP growth
over these two periods are expected to be 70% and 54%, respectively.
Average debt per capita in advanced economies was $19,400 in 2007,
rose to $29,100 in 2010, according to the paper, and will go up to
$41,000 in 2015. By 2015, the burden of debt for US citizens will rise to
$48,000 per person. The debt burden for Japanese citizens will hit
$75,900, the highest in the world. In contrast, China’s debt burden will
be just $1,200 in 2015. India’s, however, will be far higher at $2,013.

Among advanced economies, average debt per working-age person
will more than double from $31,700 in 2007 to $68,500 in 2015. Japan
tops the league tables by this measure while the US moves into second
position by 2015 with debt per working-age person of $134,500 and
$79,200, respectively.

Diehard optimists point to periods when public debt ballooned but
fears of Doomsday proved ill-founded as a reason not to get perturbed
about the sharp rise in debt. But they could be living in cloud cuckoo
land! Borrowing like there is no tomorrow has serious — and unhappy
— consequences for both their own as well as global financial stability.

The analysis paints a sobering picture of worsening public debt dyna-
mics and a sharply-rising debt burden in advanced economies. It warns
the worst is, perhaps, yet to come. First, these countries are experienc-
ing little population growth. Second, they are facing rapidly aging pop-
ulations. Third, their economies are likely to register slow growth, es-
pecially relative to the EMs. Fourth, entitlement spending on health-
care and pension could rise sharply due to unfavourable demographics.

The prescription: advanced economies had better get their fiscal act
together once the recovery is better entrenched. It will take strong po-
litical will to tackle near-term deficits and then to control the growth in
entitlement spending. In the absence of decisive action, ballooning
public debt in these economies could become a major threat to domes-
tic and global financial stability.

http://www.brookings.edu/articles/2010/1101_government_debt_prasad
Mythili Bhusnurmath

mythili.bhusnurmath@timesgroup.com

Sins of
indulgence

The DIPP has clarified many
contentious issues regarding FDI,
but ambiguity remains on subjects
such as determination of pricing of
capital instruments at issuance

THE EXPLOSION OF PUBLIC DEBT HAS
SERIOUS LONG-TERM REPERCUSSIONS
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POLICIES THAT MAKE PRODUCTIVE USE OF AVAILABLE RESOURCES ARE CRITICAL
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Source: IMF Fiscal Monitor, May 2010; IMF WEO, April 2010;
ILO Economically-Active Population Estimates and Projections, 2009

DEBT BURDEN

Gross debt to GDP (%)
Gross debt
(US dollars in billions)
Gross debt per
capita (US dollars)
Gross debt per
working-age
person (US dollars)

79.0
1,080

888

1,638

77.8
1,164

945

1,728

70.3
1,400

1,092

1,954

2009 2010 2011 2014 2015
80.8
999

833

1,548

67.3
1,471

1,132

2,013

Chandigarh
Delhi
Uttarakhand
Haryana
Gujarat
Bihar
Chhattisgarh
Sikkim
Nagaland
Himachal Pradesh

5.05

3.11

1.59

1.98

1.64

1.86

1.76

1.58

4.89

1.59

Population
growth rates
are HIGHER
than national
average

Population
growth rates
are LOWER
than national
average

GDP
(India avg 7.99)State

Population
growth rate

(India avg 1.55)

13.12
11.86
11.8

11.69
10.8

10.83
9.78
9.6

9.54
8.88

Andhra Pradesh
Orissa
Meghalaya
Tripura
Arunachal Pradesh
Kerala

0.99

1.07

1.39

0.99

1.27

0.77

9.52
9.37
8.05
8.4

8.79
9.55

PEOPLE POWER

States contributing to India’s GDP growth
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Population size vs GDP growth rate

Comparison of state population growth and GDP growth
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States can harness their
population to grow

FDI policy needs some more weeding 
DILBERT by S Adams


