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Key points
• The US is a major source of foreign capital in India, both relatively stable direct
investment and volatile portfolio investment.
• India’s total foreign direct investment flow was US$192 billion during January
2000–March 2013 while portfolio investment inflows have risen from US$244
million in 1992–1993 to US$32.4 billion in 2009–2010.
• Data on the composition of capital flow from the US to India reveal that portfolio
investment dominates over direct investment with the former being 59 times
larger in 2011.
• The predominant role of portfolio over direct investment is a cause of concern
while excess global liquidity causes ‘hot money’ to flow in and out of emerging
market economies such as India.

Introduction
India and the United States share strong economic relations, particularly
since the opening up of the Indian economy in the 1990s. The US is a major
trade partner for India. According to data from the Reserve Bank of India
(RBI), a large proportion of India’s exports are to the US – for example, during 2005–2008, the largest proportion of India’s exports were to the US, while
during 2009–2012, the US’s share was second largest in terms of total exports
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from India to the rest of the world. The US is also one of the top five exporters to India. During 2010–2012, US exports to India constituted about 5%
of the total imports of India; it was the fifth largest exporter to India during
these years. India is also a major recipient of direct assistance from the US
government. According to data from the US Bureau of Economic Analysis,
the total grant from the US government to India in 2010 was US$92 million,
constituting about 13% of total official transfers received by India.
The strong economic relations between India and the US include substantial flow of capital between the two countries. This paper focuses on
data on capital flows between India and the US. Standard neoclassical
economic theory postulates that capital should flow from rich countries
to poor countries as the poorer countries offer higher marginal returns to
investment. However, Lucas (1990) observed that this does not necessarily happen. In his influential paper, Lucas (1990) provided a theoretical
explanation on this paradox, widely known as the ‘Lucas Paradox’, where
he used the example of capital flows from the US to India, and explained
that the lack of flow of capital from the US to India prior to the 1990s
could be due to differences in human capital, external benefits to human
capital and capital market imperfections. Thus, improved institutional
infrastructure and enhanced human resources would imply higher flow
of foreign investment to poorer countries. While the Indian economy has
since grown substantially, this article is an attempt to describe the recent
trend in the flow of capital between India and the US, without going into
an empirical investigation of the ‘Lucas Paradox’.
This article first provides general definitions of the main categories of
cross-border capital flows, namely capital flows in the form of direct investment and in the form of portfolio investment, and discusses implications
for each type of flow. Then it presents an overview of capital flows from the
US to India, followed by data on the outflow of capital from India to
the US. The article ends with a conclusion.

Direct investment and portfolio investment
Cross-border capital flows may, in general, be classified into two broad categories: foreign direct investment (FDI) and foreign portfolio investment
(FPI). While FDI involves long-term investment in the real economy of
a host country, FPI flows are mostly in terms of investment in financial
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