WHY FOREIGN INVESTMENT?

Coke re-entered India with a bang by buying up the largest soft drink manufacturer who had dominant market shares in each segment. Last year the parent company had to write-ff USD400million due to losses in the Indian operation. Coke did not demand compensation from the Government of India. But foreign investment in infrastructure usually demands guaranteed business, assured payments, protection against foreign exchange depreciation, all cost escalations to be re-imbursed, special depreciation rules in order to recover the investment in the shortest possible time, and sovereign guarantees for all these. They are looking for a return on investment, which is not subject to any risks due to fluctuations in demand, supply or costs. Why is there this difference in approach?

Mostly it is because so many infrastructure investors bring little expertise in the field. Their expertise is in their ability to mobilize large sums of money. This matches the need of most developing economies that need infrastructure but do not have the funds for the purpose. Because these are financiers, they are extremely averse to risk of any kind and demand assurances against any risk. Ideally, developing economies should be looking for funds that are from bilateral and multilateral agencies that do not look for such assurances.

Another reason is that infrastructure is typically under government ownership and control. Capacities are planned for to match demand, and often do not fructify, Shortages develop. Rationing of limited capacity has to be done. Since many poor and vulnerable sections need the service, and cannot afford to pay the full price, other customers who are better off subsidize them. These low prices further stimulate demand of those who cannot afford to pay full prices. Normal rules of markets are suspended. There is no competition, since the attempt is to regulate demand and supply so that they are in balance. In this situation, foreign investment is required because of resource constraints, and it requires maximum safeguards. 

Peter Drucker, the guru of management, said: “There is only one valid definition of business purpose: to create a customer…It is the customer alone whose willingness to pay for a good or a service converts economic resources into wealth, …(The) business enterprise has two basic functions: marketing and innovation…..all the rest are costs….The enterprise must utilize wealth-producing resources to discharge its purpose of creating a customer. It is, therefore, charged with productive utilization of these resources…In its economic aspect it is called productivity.”

If investment in infrastructure is to be focused on creating customers, innovation and productivity, there must be markets into which entry is relatively easy, and prices are determined through competition. There is now ample evidence that these conditions can be brought about in infrastructure areas. To do so will require that government owned enterprises receive no special privileges, and if unable to perform, are allowed to close down or get taken over. If any customers have to be protected in any way, this must not be at the direct cost of other customers, or of the enterprise, but of the authority that decided that such protection was necessary. There must be strong and independent regulation to ensure that the rules of the market are not violated.

None of these conditions applies to any area of infrastructure in India except telecommunications. As a result, the foreign investors who come into most areas of infrastructure are pure financiers, with little to offer in terms of new technologies. The safeguards that they need,  invariably result in tariffs that are too high, and which keep rising. It is in a situation of competition that these safeguards become unnecessary, and investment enters after assessing risk and return.

