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Overview
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Draft Rules: On July 21, 2026, India’s central bank (i.e., Reserve Bank of India (“RBI”)) published draft Foreign
Exchange Management (Foreign Investment) Rules, 2026 (“Draft Rules”). These Draft Rules will replace the
Foreign Exchange Management (Non-debt Instruments) Rules, 2019 (“NDI Rules”) once notified.

Scope: The Draft Rules cover “equity” investment in an “eligible investee entity” by any person resident
outside India, and any transfer of such “equity” investment.

IFSC Carve-out: The Draft Rules do not apply to investments in financial institutions set up in an International
Financial Services Centre (e.g., GIFT City).

Grandfathering: All actions taken under the NDI Rules before supersession will remain valid.

Simplification: The Draft Rules comprise of nine (9) rules plus three (3) annexures, which is a significant
simplification of the schedule-heavy NDI Rules, which contain eleven (11) schedules. However, many
provisions require further assessment and clarification once the final rules are notified.

Comments Invited: Stakeholders can submit feedback until August 31, 2026.
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The Continuing Framework

The Draft Rules defer to two (2) key Annexures for policy and operational continuity:

ANNEXURE-II — FDI Policy ANNEXURE-IIl — RBI Directions
Issued by Government of India (as amended) Issued by Reserve Bank of India

» Sectoral Caps

» Entry Routes (automatic/ government approval)
» Sectoral Conditions and Restrictions

» Prohibited Sectors (lottery, gambling, etc.)

» Mode of Payment
P Reporting Requirements
» Procedural Matters
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Definitions of Equity and Eligible Investee Entities Broadened

e Equity: The Draft Rules replace “non-debt instruments” with “equity,” defined to mean:

(a) instruments the investee classifies as equity under the applicable accounting standards;
(b) units of a SEBI-registered investment vehicle; and
(c) participating interests or rights in Indian oil fields or mines.

Implication: Fixed-term convertibles (i.e., CCPs and CCDs) still qualify as equity. Variable-term ones (i.e.,
optionally convertible instruments) may need to be assessed by a chartered accountant or an auditor under
Indian accounting standards.

* Eligible Investee Entities: Eligible investee entities include companies, body corporates, limited liability
partnerships (“LLP”), investment vehicles registered with the Securities and Exchange Board of India (“SEBI”)
(including REITs, InvITs, AlFs, VCFs, mutual funds, ETFs or other vehicles investing more than 50% in equity),
registered partnership firms, and registered proprietary concerns. Societies and trusts are excluded.

Implication: The Draft Rules now permit all foreign investors to invest in partnership firms and proprietary
concerns without RBI approval, unlike the NDI Rules, which permitted only NRIs and OCls to make such
investments on a non-repatriation basis.
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Pricing and Investment Thresholds: What's Changing

_ NDI Rules (Current) Draft Rules (Proposed)

A single fixed price is required which is: (i)

A price range is allowed with entry pricing at

Investment . . SEBI-determined for listed companies; or (ii)
. . or above the fair value and exit pricing at or . e
Pricing . fair-value certified by a chartered accountant/
below the fair value.
merchant banker/ cost accountant for others.
10% or more of a company or LLP = FDI;
: . : up to 9.99% = FPI
Any investment in an unlisted company counts
FDIv. FPI as FDI, regardless of stake-size. LLPs fall
Threshold  [e8 ' The threshold now applies uniformly to listed

outside the FDI/ FPI framework entirely. and unlisted companies, and extends to LLPs

for the first time.

Open questions: How will premium pricing on equity be structured? How will pricing guidelines apply when an FCE (see next
slide) is involved? How classification and reclassification of FDI versus FPI will be effectuated and how the compliances will
differ for FPI investments in listed versus unlisted companies and LLPs?
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FOCC - FCE: A New Ownership and Control Test

FOCC FCE

“Foreign Controlled Entity”

“Foreign Owned or Controlled Company” . . .
& pany covers companies, LLPs and investment vehicles

Key change: The NDI Rules' bright-line 50% ownership test is replaced by sector-specific tests; or, if none apply,
the law under which the entity is incorporated (i.e., the Companies Act, 2013 for
companies; the LLP Act, 2008 for LLPs; the SEBI AIF regulations for AlFs; etc.)

Example: US entity “A” owns 70% of Indian entity “B.” “B” buys 30% of Indian target “C.”

Under the NDI Rules Under the Draft Rules

Whether B is an FCE depends on sectoral rules or
B qualifies as an FOCC (>50% owned by A). the applicable law. That said, at 70% ownership, the

outcome is likely the same.
So, B's 30% stake in C automatically counts as

indirect foreign investment. This uncertainty will matter more at lower
percentages (e.g., 45%/ 30%).
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Indirect Foreign Investment

* Indirect Foreign Investment: The Draft Rules compress indirect investment into a single definition, covering
investment made through an FCE (downstream investments), or through another non-resident entity that
the foreign investor owns or controls, or that sits under common ownership or control with the foreign
investor.

For such a non-resident entity (excluding an FCE), ownership means holding more than 50%, and control
means the right to appoint most of the directors or to control management or policy decisions, including
through shareholding, management rights, or shareholders’ or voting agreements carrying 10% or more of
the votes.

Implication: The Draft Rules introduce a 10% voting rights threshold for determining “control” when tracing
indirect foreign investment. This threshold is aligned with the revised 10% beneficial ownership threshold
under Press Note 2 of 2026 applicable to investments from entities in land border sharing countries. This
creates greater consistency in the thresholds used under India’s foreign exchange framework to identify
control and beneficial ownership.
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lllustration on Indirect Investment Attribution

US Entity “X"

Owns Owns
[ Company “A” (US) ] [ Company “B” (US) ]
7% direct 7% direct
investment investment

Indian Target “C”

Draft Rules: B’s 7% may be attributed to A (and vice versa) - effectively, a 14% holding - potential FPI-to-FDI reclassification |
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Gifts and Pledges: Current vs. Proposed

m NDI Rules (Current) Draft Rules (Proposed)

Gifts

Pledges

An NRI/OCI holding securities on a non-repatriable
basis, or a resident individual, may gift such
securities to a non-resident only with prior RBI
approval, provided, inter alia, that the donee is a
relative, the aggregate securities gifted by the
donor to the particular donee do not exceed 5% of
the paid-up capital of the Indian company, and the
aggregate value of securities gifted by the donor to
non-resident donees during the financial year do
not exceed the INR equivalent of USS50,000.

A detailed pledge regime applies, including an
exhaustive list of permitted pledgees.
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Gift provisions only apply to natural persons. If an
individual holding shares on a non-repatriation
basis gifts equity on a repatriable basis, it must go
to a close relative and up to the Liberalized
Remittance Scheme limit (US$250,000/year). No
RBI approval or 5%/ USS50K cap is specified. Other
aspects may be covered by the FDI Policy.

Pledges are permitted broadly and any transfer on
invocation must meet general conditions (entry
routes, sectoral caps, and pricing). Compliance is
checked only at invocation, so taking security may
get easier while enforcing it may not.
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Compliances and Missing Items

* Compliance Burden: The Draft Rules place the onus of compliance on the foreign investor and the eligible
investee entity (i.e., both, the transferor and the transferee).

Implication: Under the NDI Rules, the onus was on the Indian counterpart. With the shift in burden, foreign
parties will need to conduct more thorough diligence on foreign exchange compliances. This must be
factored into deal negotiations, particularly indemnities, and representations and warranties. However, it
remains to be seen how the Draft Rules will be enforced against non-residents.

* Missing Items: The Draft Rules are silent on deferred consideration, tribunal-approved merger issuances,
acquisition and transfer of immovable property, ESOPs and share-based employee benefit schemes, and the
startup convertible note regime. However, these aspects are likely to be covered under the Annexures to the
Draft Rules (i.e., the FDI Policy and the RBI’s directions). It should not be assumed that these requirements
have been dropped.
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Takeaways

* The primary intent of the Draft Rules seems to be to eliminate the duplication that existed under the NDI
Rules, where sectoral caps, entry routes, and conditions were reproduced in detail even though they already
formed part of the FDI Policy. Once the Draft Rules are enacted, a change in the FDI Policy will not require a
corresponding amendment to the Draft Rules.

e The Draft Rules also aim at an overall simplification of language and structure. However, the simplified
provisions require a careful reading. Many practical outcomes and positions established under historic

foreign exchange regulatory jurisprudence may change, not necessarily by design, but as a consequence of
ambiguity in the Draft Rules.
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Thank You
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