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Over the last few years, the Indian markets have seen a 
significant rise in inflows of foreign capital, culminating 
in India being ranked as one of the top destinations for 

foreign investment. This growth is attributable to various 
measures introduced by the Indian Government to 

improve the attractiveness of Indian markets for foreign 
investment. These include the removal of sectoral caps 

on the level of foreign investment and the requirement to 
seek governmental permission for such investment into 

companies operating in a majority of the sectors. 

Foreign investments in India are primarily governed by 
the foreign exchange laws of India set out under the 

Foreign Exchange Management Act, 1999 (FEMA) and 
the regulations issued by the Reserve Bank of India 

(RBI) pursuant to the FEMA which includes the Foreign 
Exchange Management (Transfer or Issue of Security by 

a Person Resident outside India) Regulations, 2017. Further, 
the Department of Industrial Policy and Promotion under the 

Ministry of Commerce & Industry publishes annual press 
notes setting out the consolidated policy on Foreign Direct 

Investment (FDI) for that year. 



Foreign investors are now permitted to freely invest in 
most sectors (i.e. without obtaining the approval of the 

Government of India) and to the extent of the entire 
paid-up share capital of the Indian investee company. 

Foreign investment in sectors such as civil aviation, 
private banking, defence and insurance, is subject to 

certain limits and conditions or the requirement for prior 
approval of the Government of India. There are also 

sectors where foreign investment is entirely prohibited 
such as the lottery business, business involving 

gambling and betting, real estate business (subject to 
certain exclusions for the development of townships, 

construction of commercial or residential premises, roads 
or bridges and regulated trusts set up for real estate and 

infrastructure investment purposes) and sectors not 
open to private investment such as atomic energy.

This primer sets out a brief introduction to the various 
investment routes available to foreign investors looking 

to tap into the Indian market.
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FDI is the most popular route for foreign investors seeking to invest in India. 
Broadly, FDI comprises foreign investors acquiring Capital Instruments issued by 
Indian companies subject to certain thresholds and conditions. This route is most 
suitable for strategic foreign investors and foreign private equity investors.

Under the FDI route, foreign investors may subscribe to or acquire equity shares 
of an Indian company or other instruments which are fully, compulsorily and 
mandatorily convertible into equity shares (collectively, Capital Instruments). 
Partly paid shares and share warrants would also comprise Capital Instruments 
subject to the fulfilment of certain conditions prescribed by the RBI which includes 
payment of a specified percentage of the total consideration amount upfront and 
the timelines within which such shares or warrants must be fully called-up. 

All transfers of Capital Instruments must be compliant with the guidelines issued 
by the RBI on the pricing of such Capital Instruments. An Indian shareholder 
transferring a Capital Instrument to a foreign shareholder may not do so at a 
price lower than the fair market value of the Capital Instrument whilst a foreign 
shareholder transferring Capital Instruments to an Indian shareholder, would have 
to do so at a price not higher than such fair market value. The fair market value 
in each case should be determined by a registered merchant banker, a chartered 
accountant or a practising cost accountant in accordance with an internationally 
accepted pricing methodology on an arm’s length basis. However, a transfer of 
Capital Instruments between two foreign entities would not have to comply with 
these pricing norms.
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In the case of convertible Capital Instruments, the price at which the conversion 
would occur or the formula pursuant to which such price would be determined 
would have to be specified upfront at the time of issuing such instruments. This price 
cannot be lower than the fair market value of the converted equity shares of the 
company, at the time of the issuance of such instruments.  

The transfer of Capital Instruments is also governed by other specific rules. For 
instance, consideration for the transfer of Capital Instruments can be paid on a 
deferred basis, settled through an escrow arrangement or indemnified by the seller 
subject to adherence with the conditions and timelines specified by the RBI in each 
case. The RBI also prescribes certain reporting requirements for the acquisition and 
transfer of Capital Instruments.

Indirect foreign investment through intermediate Indian companies is also treated 
as foreign investment and is regulated by the RBI. If the ultimate Indian investee 
company is owned or controlled1 by foreign investors, then such transfers would have 
to be compliant with the prescriptions set out by the RBI for transfers between Indian 
and foreign investors including the requirement to comply with the pricing norms.
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1. Ownership refers to the beneficial holding of more than 50% of the capital instruments of such company, and Control  
    means the right to appoint majority of the directors or to control the management or policy decisions including by virtue  
    of shareholding or management rights or shareholders agreement or voting agreement.



 
     
   

Foreign investors looking to invest largely in listed Indian securities, government 
bonds, corporate bonds and units issued by Indian investment vehicles, are 
required to be registered with the Securities and Exchange Board of India (SEBI) 
as foreign portfolio investors (FPIs). FPIs are classified into three categories based 
on the nature of the investing entity and are subject to varying degrees of checks 
and compliances by the SEBI including know-your-customer checks (with Category 
I being subject to the least scrutiny). Category I FPIs comprise government and 
government-related investors such as sovereign wealth funds and multilateral 
organisations. Category II FPIs are formed of entities such as pension funds, mutual 
funds, insurance and reinsurance companies. Category III FPIs comprise all other 
entities such as charitable societies, individuals and family offices.

The SEBI has put in place a consolidated framework setting out the investment 
conditions and restrictions, general ongoing obligations, responsibilities and 
governance rules applicable to FPIs.2 

There are individual and aggregate shareholding limits applicable to investments 
by FPIs in an Indian company. These limits can only be exceeded with the approval 
of the shareholders of the Indian company and within the thresholds specified for 
foreign investment in that particular sector (where applicable). The investment by 
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2. The SEBI (Foreign Portfolio Investors) Regulations, 2014 and  the notifications issued thereunder from time to time.  



 
     
   

an FPI or its investor group3 is subject to a cap of 10% of the share capital or the value 
of any series of other instruments issued by the Indian company, as the case may be. 
Any investment above this threshold would result in the entire investment made by 
the FPI or the investor group being treated as FDI. Such investments would then be 
subject to the conditions set out in Part 01 of this primer. 

Investments by FPIs in debt instruments (including corporate debt and government 
debt) must also comply with the applicable limits and conditions prescribed by the 
RBI and the SEBI, from time to time. 
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3. Investment by same set of ultimate beneficial owners(s) through multiple entities. 



 
     
   

An avenue of foreign investment into nascent Indian companies operating in 
socially relevant sectors is through foreign venture capital investment. A Foreign 
Venture Capital Investor (FVCI) is a SEBI registered foreign investor which may 
invest in venture capital funds (VCFs) (which are pooling vehicles in the form of 
a trust registered with the SEBI) and other permitted entities (discussed below). 
FVCIs predominantly invest in the primary market. 

The SEBI (Foreign Venture Capital Investors) Regulations, 2000 (FVCI 
Regulations) and the rules and regulations issued by SEBI thereunder from time to 
time, constitute the primary regulatory framework governing investments by  
FVCIs in India.  

FOREIGN VENTURE CAPITAL 
INVESTMENT SCHEME 

03
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Subject to the limits and conditions prescribed under the FVCI Regulations, an FVCI 
can invest in:

a. securities of Indian companies in sectors such as biotechnology, nanotechnology,  
 infrastructure, information technology, research and development of  
 pharmaceuticals; 

b. securities issued by entities recognised by the Government of India as ‘start-ups’.  
 Such start-ups may operate in any sector; and

c. units of a VCF or a Category I Alternative Investment Fund (Cat-I AIF) or units of  
 a scheme or of a fund set up by a VCF or by a Cat-I AIF. 

Unlike FPIs, an FVCI can acquire up to 100% of the paid-up equity capital of a 
company in a permissible sector or entity set out above. Further, unlike FDI, any 
transfers of Capital Instruments by FVCIs will not be subject to the pricing norms 
discussed in Part 01 of this primer.
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The recently notified External Commercial Borrowings (ECB) framework4, permits 
all entities eligible to receive FDI, port trusts, units set up in special economic 
zones and registered entities engaged in micro-finance activities (collectively, 
Eligible Borrowers) to raise debt from specified offshore entities subject to 
compliance with other conditions and parameters set out in the ECB framework. 
Eligible Borrowers may raise ECB from any entity which is a resident of an FATF 
compliant country5 or IOSCO compliant country6. Multilateral and regional financial 
institutions where India is a member country are also eligible to extend ECB. 
ECB may also be raised from foreign equity holders, i.e. entities or individuals 
fulfilling any of the following criteria: (a) direct shareholding of at least 25% in the 
borrowing entity; (b) indirect shareholding of at least 51% in the borrowing entity; 
or (c) a group company of the borrowing entity with a common overseas parent. 
ECB can be raised from an individual only if such individual is a foreign equity holder 
or for subscription to offshore listed bonds/debentures. 

ECB can be raised in several forms such as: (a) loans (including bank loans),  
(b) floating/fixed rate notes, (c) bonds, (d) non-convertible, optionally convertible 

4. External Commercial Borrowings (ECB) Policy - New ECB Framework dated January 16, 2019, which revises the  
     existing framework set out in Master Direction – External Commercial Borrowings, Trade Credit, Borrowing and  
    Lending in Foreign Currency by Authorised Dealers and Persons other than Authorised Dealers dated January 1, 2016        
    (as amended by the RBI from time to time). The updated Master Directions incorporating the changes introduced in  
     the New Framework are awaited.

5. A country that is a member of Financial Action Task Force (FATF) or a member of a FATF-style regional body; and  
    should not be a country identified in the public statement of the FATF as (i) a jurisdiction having a strategic Anti- 
    Money Laundering or Combating the Financing of Terrorism deficiencies to which counter measures apply; or (ii) a  
    jurisdiction that has not made sufficient progress in addressing the deficiencies or has not committed to an action  
    plan developed with the FATF to address the deficiencies.

6. A country whose securities market regulator is a signatory to the International Organization of Securities Commission’s  
    Multilateral Memorandum of Understanding (Appendix A Signatories) or a signatory to bilateral memorandum of  
    understanding with SEBI for information sharing arrangements.



 
     
    
  

or partially convertible preference shares/debentures, (e) foreign currency convertible 
bonds (FCCBs), (f) foreign currency exchangeable bonds (FCEBs), (g) financial 
leases, and (h) plain vanilla rupee denominated bonds issued overseas (more 
popularly known as masala bonds). Trade credits with maturity greater than three 
years would also be treated as ECB. It is to be noted that investments by FPIs 
in non-convertible debentures are not governed under the ECB regime and are 
independently regulated by the RBI. 

FCCBs are bonds issued by an Indian company to non-residents in foreign currency 
with an option to convert these bonds into shares of such Indian company at a 
pre-determined price. FCEBs are also foreign currency bonds issued by an Indian 
company to a non-resident but are exchangeable into equity shares of another 
company forming part of the group. 

ECBs can be raised either under the automatic route (i.e. without the prior approval 
of the RBI) or approval route (i.e. with prior approval of the RBI). Indian borrowers are 
permitted to borrow ECB in any form upto an amount of USD 750 million or equivalent 
per financial year (which complies with the other conditions and parameters set out in 
the ECB framework) under the automatic route. ECB financings in India are classified 
into two heads, foreign currency denominated ECB and rupee denominated ECB.

The proceeds from ECBs may be utilised for any purposes other than the negative 
list of end-uses specified by the RBI such as investment in real estate activities and 
capital markets, equity investments, repayment of rupee loans, working capital and 
general corporate purposes7. Raising of ECBs for on-lending is also permitted except 
for the activities set out in the negative list.
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7.  ECBs can be used for repayment of rupee loans, working capital and general corporate purposes when the lender is a  
     foreign equity holder.
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A relatively recent avenue for routing foreign investment to India is through 
Alternative Investment Funds (AIFs). An AIF is a form of privately pooled 
investment vehicle which collects funds from investors, whether Indian or foreign, 
for investing it in accordance with a defined investment policy for the benefit of its 
investors. The SEBI has prescribed the regulatory framework governing AIFs that 
are established or incorporated in India.8 

An AIF can be set up in any form such as a trust, a company, a limited liability 
partnership or a body corporate. The person setting up an AIF is the ‘sponsor’ of 
such AIF. Any person appointed to manage its investments is its ‘manager’. 

AIFs are classified into three categories based on the investment objective and 
strategy of the AIF amongst other things. Category I AIFs include funds which 
invest in start-ups, early-stage ventures, social ventures, small and medium 
enterprises, infrastructure or other sectors which the government or regulators 
consider socially or economically desirable. Category III AIFs comprise funds which 
employ diverse or complex trading strategies and may employ leverage. Hedge 
funds and funds which trade with a view to make short-term returns would qualify 
as Category III AIFs. Category II AIFs consist of funds that do not specifically fall 
under Category I and Category III and do not undertake leverage or borrowing 
other than to meet their day-to-day operational requirements. 
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8.  The SEBI (Alternative Investment Funds) Regulations, 2012 and relevant circulars issued by the SEBI from time to  
      time  thereunder.



 
     
   

A significant benefit is that foreign investors can invest through AIFs in listed and 
unlisted debt instruments which otherwise would require such investors to obtain 
an FPI license and/or comply with RBI’s guidelines on ECBs, which may be onerous. 
Foreign investors may leverage the benefits available to AIFs either by acquiring a 
stake in AIFs or management and control of the same by becoming the sponsor or 
manager of such AIF. Foreign investors are also permitted to invest in the various 
schemes/funds floated by such AIFs. The SEBI’s approach to regulating AIFs has 
been light and gives flexibility to AIF managers to operate AIFs. Foreign investors can 
invest in AIFs without seeking any Indian governmental approval.  

Investments by an AIF which is foreign owned and controlled or an AIF whose 
sponsor or the manager is foreign owned or controlled, would be treated as foreign 
investment and attract the application of the pricing guidelines, sectoral caps and 
other conditions applicable to indirect foreign investments as set out above. 
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CONCLUSION 06

The pro-investment stance of the Indian Government has significantly eased the 
entry for foreign investors into the Indian markets and increased the attractiveness 
of each of the available investment routes. However, the choice of investment route 
would depend on multiple factors including the investor’s specific objectives and 
risk appetite. 
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D I S C L A I M E R

The contents of this document are intended for informational purposes only 
and are not in the nature of a legal opinion. The information set out in this 
document is based on applicable law as on the date hereof and is limited to 
the laws referred to herein. Readers are encouraged to seek legal counsel 
prior to acting upon any of the information provided.  
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