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Abstract: - Foreign Direct Investment (FDI) and 

Foreign Portfolio Investment (FPI) are pivotal 

drivers of economic growth and financial 

stability in emerging markets like India. Over the 

past three decades, India has progressively 

liberalized its investment policies, attracting 

significant inflows of both FDI and FPI, each 

influencing the economy in distinct ways. This 

review synthesizes existing literature to examine 

the historical trends, sectoral distribution, and 

macroeconomic implications of FDI and FPI on 

the Indian economy. FDI, typically involving 

long-term equity participation and managerial 

involvement, contributes to technology transfer, 

infrastructure development, employment 

generation, and productivity enhancement. In 

contrast, FPI—characterized by short-term 

capital flows in equity and debt markets—

enhances market liquidity and deepens financial 

markets but also increases vulnerability to global 

volatility. The analysis highlights the 

complementary yet contrasting roles of these 

investments, with FDI providing sustainable 

growth momentum and FPI offering capital 

market efficiency. However, risks such as 

sudden capital outflows, exchange rate 

fluctuations, and policy uncertainties remain 

significant challenges. The review underscores 

the need for balanced policy frameworks that 

maximize the developmental benefits of FDI 

while mitigating the volatility risks associated 

with FPI. This comprehensive evaluation aims to 

guide policymakers, researchers, and investors 

in understanding the evolving dynamics of 

foreign investments in India’s economic 

landscape. 
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Introduction 

India’s economic liberalization in the early 1990s 

marked a significant turning point in its integration 

with the global economy, opening the door to 

substantial inflows of foreign investment. Among 

the key forms of such investment, Foreign Direct 

Investment (FDI) and Foreign Portfolio 

Investment (FPI) have played distinct yet 

interconnected roles in shaping the nation’s growth 

trajectory. FDI, involving long-term capital 

commitment, ownership stakes, and often 

managerial participation, is widely recognized for 

its capacity to drive industrial expansion, introduce 

advanced technologies, create employment 

opportunities, and foster skill development. 

Conversely, FPI refers to investments in financial 

assets such as stocks, bonds, and other securities, 

without direct control over the enterprises. While 

FPIs provide much-needed liquidity, strengthen 

capital markets, and enhance price discovery, they 

are inherently more volatile, reacting swiftly to 

changes in domestic or global market conditions. 

The co-existence of these two capital inflow 

channels has created a complex dynamic that both 

accelerates development and presents challenges 

to macroeconomic stability. 

Over the past three decades, India’s policy 

framework has evolved to attract FDI in priority 

sectors while simultaneously encouraging FPI 

participation to strengthen financial markets. The 

economic implications of these inflows are 

multidimensional: FDI tends to contribute to long-

term structural growth through infrastructure 
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development, technology transfer, and integration 

into global value chains, whereas FPI primarily 

influences short-term market performance, 

exchange rates, and investor sentiment. However, 

the benefits are accompanied by inherent risks, 

including exposure to global financial shocks, 

sudden capital withdrawals, and speculative 

market movements. The interplay between FDI 

and FPI has therefore become a focal point for 

economists, policymakers, and investors seeking 

to balance growth with financial stability. In light 

of India’s increasing integration with the global 

economy, understanding the comparative impacts 

of FDI and FPI is essential for designing informed 

policy measures that harness their strengths while 

mitigating vulnerabilities. This review examines 

historical patterns, policy developments, sectoral 

impacts, and economic outcomes associated with 

FDI and FPI in India, providing a comprehensive 

perspective on their evolving role in the nation’s 

economic development. 

Importance of FDI and FPI in emerging 

economies 

FDI (Foreign Direct Investment) and FPI (Foreign 

Portfolio Investment) play a crucial role in the 

growth and stability of emerging economies, as 

they bring much-needed capital, technology, and 

management expertise, which are often limited 

domestically. FDI is particularly valuable because 

it involves long-term investments in a country’s 

infrastructure, manufacturing, and services 

sectors, which can create jobs, increase 

productivity, and enhance competitiveness in the 

global market. FDI inflows often lead to 

technology transfer and knowledge sharing, 

fostering innovation and skill development among 

local workforces, thereby strengthening the 

overall industrial base. In addition, FDI can 

stimulate domestic investment by creating 

demand for local goods and services, fostering 

supply chain linkages that boost regional 

economies. On the other hand, FPI provides 

essential liquidity to capital markets, which can 

increase the availability of funding for both public 

and private sectors, leading to diversified 

investment opportunities and enhancing financial 

market depth. FPI also allows emerging markets to 

integrate into the global economy by exposing 

domestic companies to international standards, 

promoting greater transparency, and encouraging 

regulatory reforms. However, while FDI is 

generally more stable due to its long-term nature, 

FPI is often more volatile, as it can be easily 

withdrawn in response to global financial shocks. 

Nevertheless, a balanced combination of FDI and 

FPI can contribute significantly to an emerging 

economy's growth, offering both stability and 

flexibility to respond to shifting economic 

conditions. Together, FDI and FPI are vital for 

promoting sustainable economic development, 

reducing poverty, and accelerating structural 

transformations, which are essential for emerging 

economies to compete in an increasingly 

interconnected and competitive global landscape. 

Historical trends in FDI and FPI in India 

The historical trends of FDI and FPI in India reflect 

a transformative journey from a closed economy to 

one of the most attractive destinations for foreign 

investments among emerging markets. Before the 

1990s, India’s restrictive policies limited foreign 

investments due to concerns over economic 

independence and self-reliance. However, the 

economic liberalization policies initiated in 1991 

marked a pivotal shift. The government opened 

various sectors to foreign investments, simplified 

regulatory frameworks, and offered incentives to 

attract FDI. This reform phase led to a steady 

increase in FDI inflows, primarily in sectors like 

manufacturing, IT, and infrastructure, fostering 

India's rapid integration into the global economy. 

The early 2000s saw another wave of reforms, with 

the government permitting higher foreign equity 

caps in key sectors, such as telecom, retail, and 

aviation, driving significant FDI inflows. Over the 

past two decades, India has consistently attracted 

high FDI levels, especially from the United States, 

Japan, Singapore, and the United Kingdom, with 

the IT and software services sector often being the 

largest recipient. 

http://www.ijrt.org/


ISSN: 2321–7529 (Online) || ISSN: 2321–7510 (Print) 
International Journal of Research and Technology Volume 13, Issue 1 2025 

www.ijrt.org 48 

 

 

In parallel, FPI trends in India gained momentum 

post-1992, when the government allowed foreign 

institutional investors (FIIs) to invest in Indian 

stock markets. This policy aimed to deepen capital 

markets and diversify funding sources for Indian 

businesses. Since then, FPI inflows have seen 

considerable volatility, closely tied to global 

economic cycles, interest rate trends, and investor 

sentiment. During periods of global growth, FPI 

inflows have surged, contributing to higher 

liquidity and market stability. Conversely, during 

financial crises, such as the 2008 global recession 

and COVID-19 pandemic, FPIs experienced 

significant outflows, underscoring the inherent 

volatility of portfolio investments. In recent years, 

India’s regulatory reforms, digitalization drive, 

and favorable demographics have enhanced its 

appeal as an investment hub, leading to record-

breaking FDI inflows despite global uncertainties. 

The government’s efforts to encourage FDI 

through initiatives like “Make in India” and 

infrastructure development have strengthened 

India’s FDI resilience, while the deepening of 

capital markets and improved transparency 

continue to attract FPI. Together, these trends 

underscore the critical role of FDI and FPI in 

India’s economic evolution and its growing 

integration into the global financial system. 

Literature Review   

Khan, M. I., & Banerji, A. (2014). Foreign direct 

investment (FDI) in India has been driven by 

several factors, including the country’s large 

consumer market, abundant labor force, and 

growing middle class. Key drivers of FDI include 

liberalization policies, market access, 

infrastructure development, and a stable 

regulatory environment. India’s economic 

reforms, such as the introduction of the Goods and 

Services Tax (GST) and relaxation of foreign 

investment norms, have further attracted global 

investors. The impact of FDI in India is 

significant, contributing to economic growth, job 

creation, and the transfer of technology and 

expertise. FDI has particularly boosted sectors like 

manufacturing, retail, and services, fostering 

innovation and enhancing productivity. The 

pattern of FDI shows a shift towards greenfield 

investments and joint ventures, with increasing 

interest in technology-driven industries. However, 

regional disparities exist, with major cities like 

Mumbai, Delhi, and Bengaluru receiving the 

highest inflows. Overall, FDI plays a crucial role 

in India’s economic development and integration 

into the global economy. 

Bhattarai, K., & Negi, V. (2020). Foreign direct 

investment (FDI) has a substantial impact on the 

economic performance of firms in India, driving 

growth, productivity, and competitiveness across 

various sectors. FDI inflows provide firms with 

access to capital, advanced technologies, and 

global best practices, enhancing their operational 

efficiency and innovation capacity. Firms that 

attract FDI benefit from increased production 

capabilities, improved infrastructure, and greater 

market access, which help them expand both 

domestically and internationally.  FDI often brings 

in management expertise and enhances the skill set 

of the workforce, contributing to higher-quality 

products and services. In industries such as 

manufacturing, retail, and information technology, 

FDI has led to modernization and higher standards 

of performance. The positive effects are 

particularly evident in export-oriented firms, 

where FDI helps improve global competitiveness.  

The impact on small and medium enterprises 

(SMEs) can be uneven, as they may struggle to 

leverage the advantages brought by foreign 

investment. Overall, FDI plays a vital role in 

boosting the economic performance of firms in 

India. 

Khan, M. I., & Banerji, A. (2015). The 

relationship between Foreign Direct Investment 

(FDI) and Foreign Institutional Investment (FII) or 

Foreign Portfolio Investment (FPI) in India is 

complex and interconnected, as both forms of 

investment play key roles in the country’s 

economic growth. FDI brings long-term capital, 

technology, and expertise, often focusing on 

building infrastructure, establishing businesses, 

and creating jobs. It contributes to sustainable 
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economic development by fostering productive 

capacity and innovation. On the other hand, 

FII/FPI, which involves short-term capital 

investments in stocks, bonds, and other financial 

assets, adds liquidity and market depth, driving 

stock market growth and financial sector 

development. While FDI tends to be more stable 

and aligned with India’s growth objectives, 

FII/FPI can lead to market volatility due to its 

short-term nature. The flow of both types of 

investments is influenced by factors such as 

economic policies, regulatory environment, and 

global market conditions. A balanced mix of FDI 

and FPI is crucial for India’s long-term economic 

stability and growth. 

Singhania, M., & Saini, N. (2018). The 

determinants of Foreign Portfolio Investment 

(FPI) in both developed and developing countries 

vary due to differences in economic structures, 

market maturity, and investor perceptions. In 

developed countries, key factors influencing FPI 

include stable macroeconomic conditions, robust 

financial markets, strong legal frameworks, and 

transparency in corporate governance. These 

elements provide investors with a secure 

environment for short-term investments in stocks, 

bonds, and other financial instruments. In contrast, 

in developing countries, FPI is influenced by 

additional factors such as interest rates, economic 

growth prospects, currency stability, and the 

potential for higher returns.  Risks like political 

instability, weaker legal systems, and market 

volatility often deter foreign investors.  The level 

of market development and access to capital 

markets in developing countries can either attract 

or deter FPI. Therefore, while developed nations 

attract FPI through stability and security, 

developing countries must focus on improving 

infrastructure, regulatory frameworks, and 

macroeconomic stability to attract and sustain 

foreign investments. 

Kapoor, S., & Sachan, R. (2015). The impact of 

Foreign Direct Investment (FDI) and Foreign 

Institutional Investment (FII) on Indian stock 

markets has been significant, albeit in different 

ways. FDI brings long-term capital and expertise, 

often contributing to the expansion of domestic 

companies and enhancing overall market stability. 

It helps strengthen economic fundamentals, which 

indirectly boosts investor confidence and 

encourages the growth of the stock market.  FII, 

being more short-term in nature, has a more 

immediate and visible impact on stock market 

movements. FII inflows tend to increase market 

liquidity, drive stock prices up, and lead to higher 

volatility, as foreign investors respond to global 

market conditions and domestic economic trends. 

Both FDI and FII play a complementary role in 

enhancing the Indian stock market's global 

integration, with FDI providing stability and 

growth prospects, while FII brings liquidity and 

dynamic price movements. The combined effect 

has been pivotal in India’s stock market 

development and in attracting global capital. 

Maran, K., Sujatha, L., et al (2017). Foreign 

Direct Investment (FDI) has had a profound impact 

on India's automobile sector, driving significant 

growth, technological advancements, and market 

expansion. The inflow of FDI has enabled Indian 

automobile companies to access advanced 

manufacturing technologies, global best practices, 

and international expertise, leading to 

improvements in product quality and innovation. 

International brands have also invested heavily, 

establishing production facilities and contributing 

to increased competition, which has led to lower 

prices and enhanced consumer choices.  FDI has 

facilitated the development of a robust supply 

chain, creating numerous job opportunities and 

boosting the economy. The presence of global 

automotive players has helped elevate the Indian 

automobile industry to an internationally 

competitive level, especially in exports.  FDI has 

played a key role in encouraging research and 

development (R&D), enabling the sector to keep 

pace with global trends, particularly in electric and 

fuel-efficient vehicles. Overall, FDI has been a 

crucial driver of growth and transformation in 

India's automobile industry. 

Raghavan, S., & Selvam, D. M. (2017). The 
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determinants of Foreign Portfolio Investment 

(FPI) in India include factors such as 

macroeconomic stability, interest rates, inflation, 

exchange rates, and market liquidity. Positive 

economic indicators like GDP growth, stable 

inflation, and a favorable investment climate tend 

to attract foreign investors seeking higher returns.  

Government policies, regulatory frameworks, and 

corporate governance standards play a significant 

role in shaping investor confidence. A strong legal 

system and transparency in financial markets are 

crucial in encouraging FPI inflows. The effects of 

FPI on the Indian stock market are multifaceted. 

Increased FPI leads to higher liquidity, driving up 

stock prices and market capitalization, while also 

enhancing market depth.  The short-term nature of 

FPI can lead to market volatility, with sudden 

outflows causing significant fluctuations.  FPI 

inflows can contribute to the overall integration of 

the Indian market into the global financial system, 

attracting further foreign investment. Thus, FPI 

plays a key role in shaping stock market trends and 

performance in India. 

Zafar, D. S., et al (2017).  Foreign Direct 

Investment (FDI) has had a profound and 

multifaceted impact on the Indian economy, 

influencing growth, infrastructure development, 

technology transfer, and employment generation. 

FDI has been a significant driver of economic 

growth, providing much-needed capital for sectors 

like manufacturing, services, retail, and 

infrastructure. It has helped modernize industries, 

improve productivity, and boost exports. One of 

the primary benefits of FDI is the transfer of 

technology and expertise, enhancing the 

competitive edge of Indian businesses and 

fostering innovation.  FDI has led to the creation 

of jobs, especially in sectors like automobile 

manufacturing, telecommunications, and retail, 

contributing to economic development and 

poverty reduction. The liberalization of FDI 

policies has attracted global players, strengthening 

India’s integration into the global economy.  

Challenges such as regional disparities in FDI 

distribution, environmental concerns, and the 

potential for market domination by foreign firms 

remain.  FDI plays a crucial role in India’s 

economic transformation, despite the need for 

balanced growth. 

Research Problem   

The research problem revolves around 

understanding the complex relationship between 

Foreign Direct Investment (FDI), Foreign 

Portfolio Investment (FPI), and their combined 

impact on the Indian economy. Despite the 

substantial inflows of FDI and FPI into India, the 

specific ways in which these investments 

contribute to sustainable economic growth, 

industrial development, and financial market 

stability remain underexplored. While FDI brings 

long-term capital, technological advancements, 

and market access, and FPI boosts market liquidity 

and investor confidence, their combined influence 

can also lead to challenges such as market 

volatility, economic dependence on foreign 

capital, and uneven regional development. A 

critical gap exists in evaluating how these 

investment flows interact with domestic economic 

conditions and policy frameworks to either foster 

or hinder inclusive growth.  While FDI is often 

seen as a driver of growth, concerns regarding 

foreign control of critical sectors and the potential 

negative effects of FPI on market stability need to 

be addressed.  Understanding how these forms of 

investment impact employment generation, 

infrastructure development, and the overall 

business climate is essential for creating policies 

that optimize their benefits. This research aims to 

fill these gaps by analyzing the patterns, 

determinants, and long-term effects of FDI and 

FPI, ultimately guiding policy recommendations 

that maximize the economic benefits while 

minimizing the associated risks.  

Conclusion 

This comprehensive review of the impact of 

Foreign Direct Investment (FDI) and Foreign 

Portfolio Investment (FPI) on the Indian economy 

reveals their distinct yet complementary 

contributions to economic growth and 

development. FDI, with its long-term 
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commitment, has proven instrumental in building 

industrial capacity, fostering technological 

advancements, enhancing productivity, and 

generating employment opportunities. It supports 

sustainable development by integrating domestic 

industries into global value chains and 

strengthening the nation’s competitive position in 

the world market. FPI, on the other hand, plays a 

critical role in enhancing the depth, liquidity, and 

efficiency of India’s financial markets. It provides 

a flexible source of capital that can quickly 

respond to opportunities, but it is also sensitive to 

shifts in investor sentiment, global market 

conditions, and policy changes, making it 

inherently more volatile. The interplay between 

these two forms of investment creates both 

opportunities and challenges for India. While their 

combined presence contributes to capital 

formation, market efficiency, and economic 

resilience, they also expose the economy to risks 

such as sudden capital outflows, currency 

fluctuations, and speculative pressures. A 

balanced policy framework—encouraging stable, 

sector-focused FDI while managing the volatility 

of FPI—is essential for maximizing benefits and 

minimizing vulnerabilities. Strengthening 

regulatory mechanisms, ensuring macroeconomic 

stability, and fostering investor confidence will be 

key in leveraging both FDI and FPI for sustained, 

inclusive growth. The strategic management of 

these investment flows can position India as a 

robust and resilient economy capable of 

navigating the complexities of global financial 

integration. 
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