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GLOBAL FDI GROWTH SET TO RESUME

A. FDI inflows down
again — but recovery is
on its way

Global FDI inflows fell again in 2003.
But outflows increased and that, together with
the improved economic climate, suggests that a
recovery is under way in 2004.

FDI inflows declined by 18% (to $560
billion) in 2003, following a massive decline
of 41% in 2001 (from $1.4 trillion in 2000 to
$818 hillion) and another 17% in 2002 (to $679

Caribbean, however, experienced a fourth
consecutive year of decline, although it was
marginal, from $51 billion in 2002 to $50 billion.
The share of developing countries in global FDI
inflows rose by 8 percentage points, to 31% in
2003. The top ten recipients accounted for almost
three-fourths of total flows to developing
countries — 11 percentage points less than in
2000 when concentration was the highest.

Figure I.1. FDI inflows, global and by group of
countries, 1980-2003

(Billions of dollars)

billion) (figure 1.1). But FDI outflows rosein
2003 by 3%, to $612 billion,! and prospects
are good for 2004 and beyond (section D
below). Flows to developing countries rose
already by 9%.2 Excluding Luxembourg, China
was the largest host country ahead of France
and the United States. Cross-border mergers
and acquisitions (M&As) — the key driver of
global FDI since the late 1980s — remain weak,
but they started to pick up in 2004, joining
other healthy factors. Policies on FDI continue
to become more liberal, and both countries and
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enterprises have been increasing their degrees
of transnationality.

1. An uneven picture

FDI flows to developed countries fell by
25%, from $490 billion in 2002 to $367 billion
in 2003. This latter figure represents only two-
thirds of the peak of $1.1 trillion reached in 2000.
Flows to the United States declined to the lowest
level since 1992, only one-tenth of their peak in
2000-2001. Members of the European Union
(EV), notably Germany and the United Kingdom,
recorded much lower flows than in 2002, as did
Japan.

Flows to developing countries, on the
other hand, rose by 9% from $158 billion in 2002
to $172 billion in 2003, but they varied by region.
Africa recorded 28% higher inflows in 2003 ($15
billion, up from $12 billion in 2002), driven
mainly by natural-resource projects. Inward FDI
to the Asia-Pacific region reached $107 billion,
up from $95 billion. Latin America and the

Source: UNCTAD, FDI/TNC database (www.unctad.org/fdistatistics).

After arecord year in 2002, when inflows
reached $31 billion, FDI to Central and Eastern
Europe (CEE) fell sharply in 2003, to $21 billion.
Inflows into the “accession-eight” 3 shrunk from
$23 billion to $11 billion. In the Russian
Federation also, inward FDI plunged from $3.5
billion in 2002 to $1.1 billion in 2003.

While world FDI flows have been in
decline for three years in a row (from 2000 to
2003), this needs to be juxtaposed with domestic
investment. For countries to maintain high levels
of income and employment and to grow, of
importance is the total amount of investment,
regardless of its foreign and domestic mix.
During the period 1990-2003, world FDI flows
accounted for 8% of world domestic investment
(gross fixed capital formation), which underlies
the fact that FDI only complements domestic
investment. This ratio was slightly higher in both
devel oping countries and CEE than in developed
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countries, and for the least developed countries
(LDCs) the ratio was close to that of developing
countries as a group. Foreign and domestic
investors may be expected to respond in a similar
way to economic fundamental s (such as economic
growth) and structural features of countries. But,
FDI and domestic investment do not always move
in the same direction.* This suggests that FDI
may be influenced by factors that do not
necessarily or equally affect domestic investment.

In the period 2000-2003, the decline in FDI
inflows followed the same trend as overall
investment in most of the countries in the world
(figure 1.2).

FDI flows need to be seen within the
context of all other capital flows to developing
countries. They continued to be the largest
component of such flows, and their share is
increasing (figure 1.3). FDI Inflows accounted
for 72% of all resource flows to developing

Figure 1.2. FDI flows and gross fixed capital formation, by group of countries,? 1990-2003
(Billions of dollars)
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a

Domestic investment is defined as the difference between gross fixed capital formation and FDI inflows.
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countries, six times higher than official flows.
This contrasts with the latter half of the 1980s
and the early 1990s, when official flows and FDI
flows were almost the same, and with the mid-

Figure 1.3. Total resource flows? to developing
countries,® by type of flow, 1990-2003
(Billions of dollars)
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UNCTAD, based on World Bank 2004a.

@  Defined as net liability transactions or original maturity of
greater than one year.

b The World Bank’s classification of developing countries is
different from that of UNCTAD. Central and Eastern Europe is
included in developing countries.

Source:

1990s, when portfolio flows and FDI flows were
roughly equal. FDI is therefore recognized in the
Monterrey Consensus as an important source of
financing for development.® In the LDCs, official
flows were larger than FDI flows between 2000
and 2002; but in six LDCs (Angola, Chad,
Equatorial Guinea, Myanmar, the Sudan, Togo)
FDI inflows exceeded total official development
assistance (ODA). In 27 out of 50 LDCs, FDI
flows grew between 1990 and 2002, while ODA
declined (figure 1.4).

The continued decline in inward FDI
flows in 2003 reflected the impact of a
combination of macro, micro and institutional
factors (WIR03). At the macroeconomic level,
growth prospects for many countries remained
uncertain. In spite of some recovery in the second
half of the year, major stock markets remained
well below their historical peak of early 2000.°
At the microeconomic level, increased
profitability starting from the latter half of 2003
helped, but did not move FDI inflows upwards.’
High debt-equity ratios® continued to force large
companies to downsize their operations. At the
institutional level, several new accounting
scandals in 2003 may have deterred investors.
Reflecting the interaction of these factors, the
value of M&As fell from $370 billion in 2002

Figure 1.4. Growth trends 2 in FDI and total ODA flows to LDCs, 1990-2002

ODA (+)
A Afghanistan Mauritania
Angola Mozambique
Bhutan Cambodia Tuvalu
SierraLeone | Eritrea Uganda
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Source:  UNCTAD, FDI/TNC database (www.unctad.org./fdistatistics) and OECD Development Assistance Committee, International
Development Statistics, online databases.
Note: Not including Timor-Leste, which joined the group of LDCs in 2004.

@ Calculated as the slope of the linear regression for FDI and ODA flows between 1990 and 2002.
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to $297 hillion in 2003 — a decline of 20% (annex
tables B.7 and B.8). There were only 56 mega
deals (of $1 billion and over in transaction value)
in 2003, athird of the peak number achieved in
2000 (table I.1 and annex table A.l.1). The largest
single deal was the acquisition of Household
International Inc. (United States) by HSBC
Holdings Plc. (United Kingdom) for $15.3
billion.

In 2003, over 9,300 greenfield and
expansion FDI projects worldwide were
announced, at an estimated value of $440 billion.?
China was the leading location for such projects
worldwide, followed by the United States, India,
the Russian Federation, the United Kingdom and
Brazil. In terms of the announced values of
investment, Australia and Canada were the
leading locations, due to major capital-intensive,
resource-extraction projects. The United States
retained its position as the leading source for FDI
projects (accounting for over one-fifth in terms
of both number and value), followed by Japan,
Germany, the United Kingdom and France.

The number of cross-border M&As in
2003 was, with more than 4,500 deals, much
lower than the number of greenfield projects.
Three of the six countries leading in terms of the
number of greenfield projects also led in cross-
border M& As. The United States was the largest
target country (722 M&A deals), followed by the
United Kingdom (459) and Germany (296). In

Table I.1. Cross-border M&As with values of
over $1 billion, 1987-2003

Number Percentage Value Percentage
Year of deals of total ($ billion) of total
1987 14 1.6 30.0 40.3
1988 22 15 49.6 42.9
1989 26 1.2 59.5 424
1990 33 13 60.9 40.4
1991 7 0.2 20.4 25.2
1992 10 0.4 21.3 26.8
1993 14 0.5 23.5 28.3
1994 24 0.7 50.9 40.1
1995 36 0.8 80.4 431
1996 43 0.9 94.0 414
1997 64 13 129.2 424
1998 86 1.5 329.7 62.0
1999 114 1.6 522.0 68.1
2000 175 2.2 866.2 75.7
2001 113 1.9 378.1 63.7
2002 81 1.8 213.9 57.8
2003 56 1.2 141.1 47.5

Source:  UNCTAD, cross-border M&A database.

the developing world, China (214) ranked first
(4t place in the world), followed by Hong Kong
(China) (108), India (83) and Brazil (69).10 In
terms of value, the top nine were all developed
countries, followed by the Russian Federation
and Hong Kong (China) (annex table B.7).

An important factor in the decline of FDI,
and particularly of M&As, has been a slowdown
or end in privatization. The total sale of State-
owned assets fell from about $50 billion in 2000
to less than $20 billion in 2003 (World Bank
2004a). Privatization-related FDI in developing
countries fell to one-tenth the level of 1998, from
arecord $33 billion that year to $3.5 billion in
2003.11 Liquidity and other problems at home
lowered TNCs' interests in privatization. At the
same time, some developing countries,
particularly in Latin America, became more
sceptical of its benefits. Privatization-related FDI
in CEE declined as well.

The pattern of FDI financing (new equity
investment, intra-company loans, reinvested
earnings) also reflected the macro and micro
factors noted above. Intra-company loans by
parent firms to their foreign affiliates have fallen
since 2001 and were negative in 2003 (figure 1.5).
They were negative for United States FDI inflows
in both 2002 and 2003 (-$21 billion and -$34
billion, respectively) and fell in 2003 in countries
as diverse as Argentina, Indonesia, Sweden and
Switzerland. Equity investment remained volatile.
Reinvested earnings were the single largest
component of FDI in developing countries,
accounting for about 40% (compared to 17% in
developed countries) of total FDI inflows to that
part of the world (figure |.5). This underlines the
importance of policies aimed at retaining
established foreign affiliates through appropriate
aftercare services.

The continued liberalization of FDI
regimes may have been another factor that helped
reverse the downturn of new TNC activity in
developing countries in 2003. Worldwide, there
were 244 changes in laws and regulations
affecting FDI, 220 of which were in the direction
of more liberalization (table |.2). At the bilateral
level, 86 bilateral investment treaties (BITs) and
60 double taxation treaties (DTTs) were
concluded that year, bringing the totals to 2,265
and 2,316, respectively (figure 1.6). However,
the annual number of such treaties concluded has
been declining since 2002 in the case of BITs
and 2000 in the case of DTTs. By contrast, the
number of bilateral free trade agreements (FTAS)
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Figure L.5. FDI inflows, by type of financing, 1990-20032
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@ The left set of figures is based on full country coverage. The right set of figures is based only on those countries for which data
on all three components are available throughout the period 1999-2003.
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Table I.2. Changes in national regulations on FDI, 1991-2003

Item 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003

Number of countries that introduced changes

in their investment regimes 35 43 57 49 64 65 76 60 63 69 Al 70 82
Number of requlatory changes 82 79 102 110 112 114 151 145 140 150 208 248 244

of which:

More favourable to FDI 2 80 79 101 108 106 98 135 136 131 147 194 236 220

Less favourable to FDI ° 2 - 1 2 6 16 16 9 9 3 14 12 24

Source:  UNCTAD, database on national laws and regulations.

@ Including liberalizing changes or changes aimed at strengthening market functioning, as well as increased incentives.

b

and regional free trade agreements (RTAS) —
which, today, typically include provisions
covering FDI — continues to increase, particularly
in Asia (chapter 11).

The failure of the WTO Ministerial
Conference held in Cancun in September 2003
meant that no decision was taken on any of the
issues under negotiation or consideration in the
Doha Work Programme. Intensive consultations
conducted since the Cancin meeting have focused
on subjects that had proved to be particularly
controversial at that meeting, including
investment (one of the four Singapore Issues).
A generally shared view emerging from these
consultations appears to be (as of June 2004) that
each of the Singapore Issues should be treated
on its own merits. However, at the time of
writing, no decision had been taken with regard
to these Issues. The chairpersons of the Working

Including changes aimed at increasing control as well as reducing incentives.

Groups in which the Singapore Issues had been
discussed before Cancuin had not been designated,
and these Groups had not met since Cancun.

2. International production
continues to grow

Therole of FDI and TNC activity in the
global economy continues to grow, as reflected
in the sales, assets, value-added (gross product),
employment and exports of foreign affiliates. The
degree of transnationalization is increasing for
both TNCs and the countries in which they
operate. Each of the above variables has resumed
an upward trend since 2002 (table 1.3).

UNCTAD’s data show that international
production is carried out by over 900,000 foreign
affiliates of at least 61,000 TNCs worldwide
(annex table A.1.2). These affiliates account for

Figure 1.6. Number of BITs and DTTs concluded, cumulative and year to year, 1990-2003
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Source:  UNCTAD, BIT/DTT database (www.unctad.org/fdistatistics).
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Table 1.3. Selected indicators of FDI and international production, 1982-2003
(Billions of dollars and per cent)

Value at current prices Annual growth rate

Item ($ billion) (Per cent)

1982 1990 2003  1986-1990 1991-1995 1996-2000 2000 2001 2002 2003
FDI inflows 59 209 560 229 21.5 39.7 277 411 -17.0 -17.6
FDI outflows 28 242 612 25.6 16.6 35.1 87 -39.2 -173 2.6
FDIinward stock 796 1950 8245 14.7 9.3 16.9 19.1 7.4 12.7 11.8
FDI outward stock 590 1758 8197 18.1 10.7 171 18.5 5.9 13.8 13.7
Cross-border M&As 2 . 151 297 25.9b 24.0 51.5 493 481 -37.7  -19.7
Sales of foreign affiliates 2717 5660 17 580¢ 16.0 10.2 9.7 16.7 38 23.7¢ 10.7¢
Gross product of foreign affiliates 636 1454 37069  17.4 6.8 8.2 151 -47 2584 1019
Total assets of foreign affiliates 2076 5883  30362° 18.2 13.9 20.0 284 54 19.6°  125¢
Exports of foreign affiliates 7171194 3077 135 7.6 9.9 114 33 47% 166
Employment of foreign affiliates (thousands) 19232 24197 541709 5.6 3.9 10.8 133 -3.2 12.39 8.39
GDP (in current prices) h 11737 22583 36163 10.1 5.1 13 2.7 -0.9 3.7 12.1
Gross fixed capital formation 2285 4815 7294 13.4 4.2 2.4 3.8 -3.6 -0.6 9.9
Royalties and licence fee receipts 9 30 771 213 14.3 7.7 9.5 -2.5 6.7 .
Exports of goods and non-factor services 2246 4260 9228 12.7 8.7 3.6 11.4 -3.3 47  16.6

Source:

a
b
C

Note:

UNCTAD, based on its FDI/TNC database (www.unctad.org/fdistatistics) and UNCTAD estimates.

Data are available only from 1987 onward.

1987-1990 only.

Based on the following regression result of sales against FDI inward stock (in $ million) for the period 1980-2001: Sales = 1
542.5036+1.945042*FDI inward stock.

Based on the following regression result of gross product against FDI inward stock (in $ million) for the period 1982-2001: Gross
product = 493.8792+0.389537*FDI inward stock.

Based on the following regression result of assets against FDI inward stock (in $ million) for the period 1980-2001: Assets = -
1 389.4785+3.850915*FDI inward stock.

For 1995-1998, based on the regression result of exports of foreign affiliates against FDI inward stock (in $ million) for the period
1982-1994: Exports = 288.4750+0.454011*FDI inward stock. For 1999-2003, the share of exports of foreign affiliates in world
exports in 1998 (33.3 per cent) was applied to obtain the values.

Based on the following regression result of employment (in thousands) against FDI inward stock (in $ million) for the period
1980-2001: Employment = 1,5162.6220+4.731003*FDI inward stock.

Based on data from the International Monetary Fund, World Economic Outlook, April 2004.

2002.

Not included in this table are the values of worldwide sales by foreign affiliates associated with their parent firms through
non-equity relationships and the sales of parent firms themselves. Worldwide sales, gross product, total assets, exports
and employment of foreign affiliates are estimated by extrapolating the worldwide data of foreign affiliates of TNCs from
Austria, Estonia, Finland, France, Germany, Hungary, Italy, Japan, Portugal, Sweden, Switzerland and the United States (for
employment), those from Austria, Finland, France, Germany, Hungary, Italy, Japan, Portugal and the United States (for sales),
those from Japan and the United States (for exports), those from the United States (for gross product), and those from
Austria, Germany, Japan and the United States (for assets) on the basis of the shares of those countries in worldwide outward
FDI stock.

an estimated one-tenth of world GDP and one-
third of world exports, and their shares are
increasing.

As aresult, the degree of transnationality
of host countries!? is continuing to rise. The most
transnationalized host economy in 2001 was
Hong Kong (China), followed by Ireland, and
Belgium and Luxembourg (figure 1.7). There are,
however, large differences in the transnationality
indices of different host countries. Estonia,
Ireland, The Former Yugoslav Republic of
Macedonia and Singapore saw their
transnationality index increase by more than 10
percentage points over the previous year. Among
the three groups of economies, CEE experienced

a notable increase of 4 percentage pointsin the
degree of transnationality over the previous year.

The bulk of international productionis
undertaken by arelatively small number of TNCs:
the top 100 (less than 0.2% of the total number
of TNCs worldwide) accounted for 14% of the
sales of foreign affiliates worldwide, 12% of their
assets and 13% of their employment in 2002,
compared with 27%, 21% and 21%, respectively,
in 1990.

There have been interesting developments
in the world’s 100 largest TNCs (box I.1; annex
table A.1.3). As measured by UNCTAD’s
Transnationality Index — the average of three
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Figure I.7. Transnationality index? of host economies,? 2001
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Average of the four ratios: FDI inflows to gross fixed capital formation for 1999-2001; FDI inward stocks to GDP in 2001; value
added of foreign affiliates to GDP in 2001; and employment of foreign affiliates to total employment in 2001.

Only the economies for which data for all of these four shares are available were selected. Data on value added are available
only for Belarus, Czech Republic, Finland, France (1998), Hungary, Ireland (2000), Italy (1997), Japan (1999), Netherlands (1996),
Norway (1998), Poland, Portugal, Sweden (2000), United Kingdom (1997), United States, China, India (1995), Malaysia (1995), Singapore
(2000) and Taiwan Province of China (1994) . For Albania, Bosnia and Herzegovinia, Latvia, Lithuania, Republic of Moldova, Serbia
and Montenegro and Slovakia, the value added of foreign owned firms was estimated on the basis of the per capita inward
FDI stocks. The corresponding ratios for value added refer to 1999. For the other economies, data were estimated by applying
the ratio of value added of United States affiliates to United States outward FDI stock to total inward FDI stock of the country.
Data on employment are available only for Austria, Denmark (1996), Finland, France (1998), Germany, Ireland, Italy (1999), Japan,
Netherlands (1996), Norway (1996), Portugal, Sweden, United Kingdom (1997), United States, Hong Kong (China) (1997), Indonesia
(1996) and Singapore. For Albania and Bosnia and Herzegovina, the employment impact of foreign owned affiliates was estimated
on the basis of their per capita inward FDI stocks. The corresponding ratios for employment refer to 1999. For the remaining
countries, data were estimated by applying the ratio of employment of Finnish, German, Japanese, Swedish, Swiss and United
States affiliates to Finnish, German, Japanese, Swedish, Swiss and United States outward FDI stock to total inward FDI stock of
the economy. Data for France, Netherlands, Norway, Sweden and United Kingdom refer to majority-owned foreign affiliates
only.
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Box |.1. Developmentsin the world’'s 100 largest TNCs in 2002

Activities of the largest TNCs are picking
up again. Having stagnated in 2001 for the first
time after years of expansion, the operations of
TNCs on UNCTAD’s list of the world’'s 100
largest TNCs resumed growth, as measured by
the rise in aggregate and foreign assets and sales
in 2002, the latest year for which complete data
are available (box table 1.1.1). Foreign
employment in the top 100, however, did not
grow. By contrast, total and foreign sales and total
assets of the top 50 TNCs from developing
countries declined between 2001 and 2002, while
their employment, both total and foreign, grew
(box 1.3). The 25 largest non-financial TNCs from
CEE showed positive and relatively stronger
growth in 2002 in terms of all indicators: assets,
sales, employment, both domestic and foreign.

Box table 1.1.1. Snapshot of the world’s
100 largest TNCs, 2001, 2002
(Billions of dollars, thousands of employees
and per cent)

2001 2002 Change 2002
Variable Foreign Foreign vs. 2001
Value share Value share (Per cent)
Assets
Foreign 2958 48.9 3317 48.1 121
Total 6 052 6 891 13.9
Sales
Foreign 2247 50.5 2446 575 8.9
Total 4450 4749 6.7
Employment
Foreign 7038 51.1 7036 49.1 -2.8
Total 13783 14 332 4.0
Average index of
transnationality = 58 57 -1.78
Source:  UNCTAD/Erasmus University database.

&  The change between 2001 and 2002 is expressed in

percentage points.

Overall, the rankings in the top 100 list
remained fairly stable in 2002 as compared to
2001 (annex table A.l1.3; WIR03, annex table
A.1.1). In particular, the top end of the list —
which was subject to major changes during the
stock market boom and the subsequent bursting
of the dotcom bubble — remained largely
unchanged. Motor vehicle and petroleum
companies, along with telecom firms, dominated
the top ten spots. Given the deflation of assets,

Source:.  UNCTAD.

particularly in the telecom industry, it is
somewhat surprising that so few companies at
the top end dropped from their 2001 rankings.
Further down the list, fewer changes occurred
than might have been expected.

Two-thirds of the new entrants on the 2002
list were from the services sector, continuing a
trend that has characterized the top 100 over the
past ten years, with retailing, utilities and
telecoms notably up. The number of newcomers
in services (nine) in 2002 was the same as in the
previous year. Overall, the top 100 list is more
evenly balanced, with the number of industries
increasing over alonger period. In manufacturing,
the number of pharmaceutical firmsfell, possibly
because of market consolidation; there were
fewer electronics TNCs too.

By and large, the size of international
production activities of the companies on the top
100 list continued to expand. While there were
some companies with reduced foreign and/or total
assets and sales, aggregate values of most
indicators rose, albeit at a modest pace. The
majority of companies appear to have responded
to the challenging environment facing them in
2002 by sticking to their course of
internationalizing their operations, as indicated
by the faster growth, overall, of foreign assets
as compared to total assets. However, in many
cases this internationalization drive seemsto have
been “jobless’: employment, both foreign and
total, fell. Since aggregate foreign employment
shrank less than total employment, job cuts
apparently took place more often at home than
abroad. The average Transnationality Index of
the top 100 TNCs declined marginally in 2002.

Almost 90% of the top 100 TNCs are
headquartered in the Triad (the EU, Japan, the
United States). The EU leads with more than half
of the top 100. The United States accounts for
slightly more than a quarter, while Japan’'s share
has decreased over the years to fewer than ten.
The number of TNCs from non-Triad countries
has risen to more than ten over the years.
Altogether, the top 100 TNCs now come from
19 countries. Although non-Triad TNCs,
including a number from smaller economies,
account for arelatively small proportion of the
top 100 TNCs, their average Transnationality
Index is higher.

11
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ratios related to the size of TNCs' operations:
foreign sales to total sales, foreign assets to total
assets and foreign employment to total
employment — the world’s most transnationalized
TNC among the top 100 in 2002 was NTL
(United States). Naturally, the transnationality
of firms can be measured in several different
ways (see annex to chapter ). If the network
spread index (annex table A.l.4) is used,
reflecting the geographic spread of foreign
affiliates, the most transnationalized TNC was
Deutsche Post World Net;13 and if the
composition of headquarters’ management board
members is considered, Hutchison Whampoa
(Hong Kong, China) led the pack, with 11 of 14
board members being foreign nationals.14

3. Many countries have not realized
their potential

a. Indices of Inward FDI
Performance and Potential

Thisisthe fourth set of WIR benchmarks
of inward FDI performance and potential.

The UNCTAD Inward FDI

and North America. “ Other developed countries”
— mainly Japan, Australia— improved (table 1.4).

All of the developing regions improved
their performance index rank in 2001-2003, but
remained below the peak reached in 1993-1995
(except Latin America). Thisisin contrast to the
relative stagnation of the developed regions.
However, large regional variations exist (figure
1.8).

The best performer in the Index was
Central Asia, both in the index score and its rise
over the previous period; the sharp rise in its
index reflects lumpy resource-based (0il and gas)
foreign investments in a few countries. The
second best performer in index value was East
and South-East Asia and, in terms of
improvement over the previous period, “other
Africa’ (i.e. sub-Saharan Africa). Over the period
as a whole, however, South America showed the
largest improvement in the index.

Two regions had indices below unity in
the last period: West Asia and South Asia. Since
the former region saw high political instability,
its low ranking may not be surprising. South Asia

Performance Index is a measure of Table I.4. Inward FDI Performance Index, by region,
the extent to which host countries 1988-2003°
receive inward FDI. The Index ranks
countries by the amount of FDI they Region 1988-1990  1993-1995  2000-2002  2001-2003
receive relative to their economic World 100 100 100 100
Size, C?‘ICUIate_d as the ratl_o of a Developed regions 1.03 0.76 0.99 0.92
country’s sharein gIobaI FDI inflows Western Europe 1.33 1.1 1.87 1.84
to its share in global GDP. A value European Union 133 112 191 1.88
greater than one indicates that the Other Western Europe 1.31 0.95 1.10 1.12
country attracts more FDI in North America 1.13 0.76 0.67 0.45
proportion to its economic size, a Other developed countries 0.29 0.21 0.16 0.21
value below one shows that it Deve'loping regions 0.99 1.99 1.00 1.25
. . Africa 0.70 1.09 0.73 1.16
receives less (a negative value North Africa 0.85 1.05 0.55 1.00
indicates that foreign investors Other Africa 0.59 112 0.89 1.28
disinvested in that period). Thus, @  Latin America and the Caribbean 0.90 1.60 1.18 1.42
higher index implies success in the  South America 0.74 1.23 1.24 1.42
competition, explicit or implicit, to Other Latin America and the Caribbean 1.30 2.52 1.08 1.43
attract FDI .15 Asia 1.09 234 0.96 1.19
West Asia 0.30 0.36 0.18 031
By region. How did regions Central Asia . 3.1 2.26 4.49
farein the Inward FDI| Performance South, East and South-East Asia 1.31 2.74 1.1 1.33
Index in 2003? The group of East and South-East Asia 1.73 3.25 1.30 1.54
developed countries suffered a slight South Asia on 0.43 021 037
decline in its relative position The Pacific /32 612 0.65 101
’  Central and Eastern Europe 1.040 1.36 1.17 1.35

reflecting the large drop in FDI (on
account of the slowdown in M&As)
in these countries. Within the group,
the largest declines were in the EU

UNCTAD.

@ Three-year averages.
b

Source:

1992-1994. As most of the countries in this region did not exist in their present
form before 1992, the period for the index is adjusted.
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Figure 1.8. Inward FDI Performance Index, by developing region, 1988-1990, 1993-1995,
2000-2002, 2001-2003

11988-1990
= 2000-2002

South

M 1993-1995
£ 2001-2003

Other
Africa Africa America LAC

West Central Eastand South
Asia Asia South- Asia
East Asia

Source:  UNCTAD.

underperformed for other reasons, mainly a
historic legacy of inward-looking
industrialization, poor infrastructure and (in some
countries) political uncertainties.

By country. Belgium/Luxembourg
continued to lead the performance index (table
1.5; annex table A.1.5 for time-series data), having
been the leader since 1998-2000. In part, this
reflects Luxembourg’s regime that favours
financial FDI and involves transshipped FDI
(WIR03). Azerbaijan came third (having risen
from 35! place in 1999-2001 and 13" in 2000-
2002) as aresult of large investments in its oil
and gas industry. In fourth place was Ireland,
which had held the same rank in 1998-2000 and
third place in the previous period; Ireland is a
success story, with a history of steadily improving
its locational advantages and competitiveness
over time (it held 50t" place in the mid-1990s).
The bottom place continued to be held by
Suriname, with Indonesia just ahead.

Of the top 20 performers, 3 were
developed countries, 2 mature East Asian newly
industrializing economies, 5 transition economies
and 10 other developing countries (including 3
from sub-Saharan Africa). Many high performers
in the developing and transition economies were
relatively small, with lumpy FDI inflows in
resource-based activities or privatization (the
three leading developing countries, holding ranks
2, 3 and 5, are all small resource-based
economies).

The spread of countries over the Index
reflects a mixture of economic, political and
policy-induced factors; the ranks do not appear
to reflect any consistent correlation with levels
of development. Of the highly developed
countries, Japan continued to come last, at 132d
place, a continuing legacy of its small FDI
receipts, despite recent proactive FDI policies
(box 11.21). The United States also ranked
relatively low (112t place), a sharp deterioration
over the previous period when it came 92" (and
from even earlier when it was 77t"). The decline
reflects a sharp drop in inward M&As, with GDP
remaining relatively steady. Over the long term,
despite being the largest recipient of FDI, the
United States has always ranked comparatively
low relative to its GDP. Other developed
countries performed better, with Sweden at 42nd
place, France 50", the United Kingdom 839,
Italy 98" and Germany 102nd.

Among the major developing economies,
China ranked 37th, an improvement over its
previous rank of 50t". Rather like the United
States, Chinais a small recipient of FDI relative
to its GDP, even though it dominates the
developing world as an FDI host. Brazil ranked
46t a worsening over 37t the two previous
years. Indiaranked 114th, a gradual improvement
over 1215t in the previous year (and roughly the
same as the previous few years). Mexico gained
its ranking steadily from 73" in the four earlier
periods to 615 in the most recent period. One
striking feature of the Index calculation is the
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Table I.5. Rankings by Inward FDI Performance Index, 2001-2003

1 Belgium and Luxembourg 36 Spain 71 Portugal 106 Paraguay
2 Brunei Darussalam 37 (hina 72 Venezuela 107  Niger
3 Azerbaijan 38 Dominican Republic 73 Ukraine 108 Norway
4 lreland 39  Viet Nam 74 Congo, Democratic Republic of 109  Malawi
5 Angola 40 Denmark 75 Malaysia 110 Turkey
6 Singapore 41 latvia 76  Zambia 111  Ethiopia
7 Gambia 42 Sweden 77  South Africa 112 United States
8 Kazakhstan 43 Finland 78 Austria 113 Uzbekistan
9 Hong Kong, China 44 Albania 79 Australia 114 India
10 Estonia 45 Panama 80 Papua New Guinea 115 Kyrgyzstan
11 Bolivia 46  Brazil 81 Malta 116  Libyan Arab Jamahiriya
12 Slovakia 47  United Republic of Tanzania 82 Tajikistan 117 Taiwan Province of China
13 Czech Republic 48  (ostaRica 83 United Kingdom 118 Argentina
14 Trinidad and Tobago 49  Switzerland 84 Jordan 119 Russian Federation
15 Mongolia 50 France 85 Myanmar 120  Korea, Republic of
16 Netherlands 51 Bahrain 86 Uruguay 121 Syrian Arab Republic
17 Nicaragua 52 Mali 87 Thailand 122 Sierra Leone
18 Namibia 53  Slovenia 88 ElSalvador 123 Egypt
19 Croatia 54 Togo 89 Iceland 124 Yemen
20 Jamaica 55 Lithuania 90 Lebanon 125 Guinea
21 Bulgaria 56 Bahamas 91 Algeria 126  Oman
22 (Congo 57 Botswana 92 Benin 127  Greece
23 Mozambique 58 Tunisia 93 (Cameroon 128 Rwanda
24 (yprus 59  Honduras 94  Ghana 129  Kenya
25 Moldova, Republic of 60 Israel 95  Gabon 130 Nepal
26 Guyana 61 Mexico 96 Philippines 131 Burkina Faso
27 Georgia 62 Romania 97 Pakistan 132 Japan
28 Ecuador 63 Peru 98 ltaly 133 Bangladesh
29 Sudan 64 Colombia 99 Belarus 134 Haiti
30 Armenia 65 New Zealand 100 Guatemala 135 Zimbabwe
31 TFYR Macedonia 66 Cote d'lvoire 101  United Arab Emirates 136 Iran, Islamic Republic of
32 Morocco 67 Qatar 102 Germany 137 Kuwait
33 Hungary 68 Poland 103 Senegal 138  Saudi Arabia
34 Chile 69 Nigeria 104 Srilanka 139 Indonesia
35 Uganda 70 (Canada 105 Madagascar 140  Suriname
Source:  UNCTAD calculations.

sharp deterioration in Malaysia's FDI
performance. From ranking among the top 10 till
the mid-1990s, Malaysia fell in ranking every
year in the latter part of the decade, reaching 75t
place in 2001-2003. For an economy that depends
heavily on FDI to drive its exports, this may be
cause for concern, especially since the reasons
are not clear.

In the South-East Asian region, Indonesia
continued to perform poorly, coming 139" in the
last two periods; however, the reason here is
clearer — the persistence of political and financial
uncertainty following the Asian financial crisis.
The two mature Asian Tigers that have, like
Japan, been fairly restrictive towards FDI, are
the Republic of Korea and Taiwan Province of
China; they continued to rank low on the Index,
at positions 120 and 117, respectively.

There have been some unexpected
“winners” and “losers” in the FDI Performance

Index over the five-year span from 1996-1998
to 2001-2003 (figure 1.9). Slovakia showed the
largest improvement, moving up 64 places; then
came Mongolia, The Former Yugoslav Republic
of Macedonia, the Sudan and the Democratic
Republic of the Congo, all small economies that
have only recently opened up to FDI. The largest
losers included Zimbabwe (due to political
uncertainty), Malaysia (reasons unclear as noted)
and Argentina (macroeconomic disturbances).

Given the volatility inherent in any FDI
flow index, too much importance should not be
given to changes in ranking. Performance ranks
are very unstable.16 It is not possible to separate
the elements causing instability; nor is it
desirable, since political or economic turbulence,
policy changes, privatizations and the like are
central to TNC location decisions. Nevertheless,
as noted in listings of the Index in earlier WIRs,
there is a tendency for the more advanced and
larger countries to be relatively stable in the
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Figure 1.9. Main winners and losers in the Inward Index, though their rankings shift due to the

FDI Performance ranking, 1996-1998 to changes in “newcomers” with more volatile
2001-2003 positions.
(Changes in ranking) The UNCTAD Inward FDI Potential
- 100 - 50 0 50 100 Index, consisting mainly of structural variables,
Sovakia is far more stable than the Performance Index.
ovakia

E i Of the 12 variables comprising the Potential

ia
Motgea ! Index (see annex table A.1.6 for the raw data on

Stovenia [N (WIRO03). This testifies to the structural nature

TFYR Macedonia | individual variables),17 only country risk and,
:‘ i _. to a lesser extent, trade-related measures, tend
Congo,Demociatic Republic of NN to vary sharply from one period to the next. Thus,
| spain I the correlation coefficient between the Potential
i Finland — Index values for the sample countries over
| Togo N previous years is high and rises steadily over time
E i _; of the measure.
| ' This WIR presents, for the first time,
W suiname | Inward FDI Potential Indices averaged across
I ethiopia i different groups of countries: the world as a
I Argentina | whole, developed countries, developing
— Malaysia : economies and Central and Eastern Europe (table
_ Indonesia i 1.6).
I 722 New Gowrea For the world as a whole, the average
,_ Malta | potential for attracting FDI has remained fairly
s e A stable. At the country level, the United States
I Zimbobwe |
— Kyrgyzstan . Table I.7. Top 25 rankings by the Inward FDI

Potential Index, 1988-2002
Source:  UNCTAD.

Table I.6. Inward FDI Potential Index, Economy 19881990 19961998 2000-2002

by group of economies, :verage scores, United States 1 1 1
1988-2002 Norway 4 3 2
United Kingdom 3 5 3
Developed  Developing Central and Singapore 12 2 4
Period? World  countries countries Fastern Europe (anada 2 4 5
Belgium and Luxembourg 10 8 6
1988-1990 0.187 0.374 0.138 . Ireland 24 18 7
1989-1991 0.186 0.373 0.137 . Qatar 22 20 8
1990-1992 0.208 0.371 0.169 Germany 7 6 9
1991-1993 0.208 0.372 0.172 . Sweden 5 7 10
1992-1994 0.209 0.373 0.173 0.184 Netherlands 9 9 1

1993-1995 0.225 0.407 0.185 0.201 )
19941996 0221  0.395 0.184 0.187 Hong Kong, China 7 14 12
19951997 0217 0393 0.180 0.180 Finland 8 3 13
1996-1998  0.224 0.398 0.186 0.203 France 6 10 14
1997-1999 0.224 0.402 0.184 0.204 Iceland 15 19 15
1998-2000 0.221 0.403 0.179 0.204 Japan 13 12 16
1999-2001 0.220 0.400 0.178 0.211 United Arab Emirates 29 " 17
2000-2002 0.220 0.396 0.177 0.221 Korea, Republic of 20 21 18
Denmark 16 16 19
Source:  UNCTAD. Switzerland 1 17 20
Note: Data for the world and the major country groups Taiwan Province of China 21 24 21
shown above are averages of the scores for 140 Australia 14 15 22
economies, as follows: 24 developed countries; 99 Israel 27 25 23
developing economies; and 17 Central and Eastern Austria 19 22 24
Europe economies. They are based on 12 economic Spain 25 2% 25

and policy variables.

a ) .
Three-year moving averages. Source: UNCTAD, based on annex table A.l.7.



16

World Investment Report 2004: The Shift Towards Services

remained in first place throughout the period
1988-2002 (table 1.7). Among the 25 leading
economies, the countries showing biggest
improvements in rank were Ireland and Qatar
(annex table A.1.7 for all economies). The leading
economies in the Potential Index were, as before
(WIR03), developed countries, the four Asian
Tigers and, in the period 2000-2002, two oil-rich
economies from West Asia. China, the largest
recipient of FDI in the developing world, was
39th by FDI potential ranking.

A comparison between national
performance according to the FDI Potential and
Performance indices yields insights in terms of
the factors that may cause a discrepancy between
actual FDI inflows and the structural variables
that affect FDI (table 1.8). Countries can be
grouped according to a matrix divided into four
quadrants:

i Front-runners: countries with high FDI
potential and performance.

e  Above potential: countries with low FDI
potential but strong FDI performance.

e  Below potential: countries with high FDI
potential but low FDI performance.

e Under-performers: countries with both low
FDI potential and performance.

As before, there are no real surprises for
the first and last groups. The first group includes
many developed, newly industrializing and
advanced transition economies as well as a few
developing countries. The last group mainly has
poor (or unstable) economies, but it also includes
countries affected by economic shocks such as
Argentina and Indonesia. It too has some large
economies such as India and Nigeria, and
resource-rich countries like Venezuela, which,
for various reasons, are performing below their
economic potential. In policy terms, the first
group has to ensure its continuing success and
the latter group to boost its performance in both
attracting FDI and enhancing its potential.

The other two groups are of more
interest. The above-potential countries are
“hitting above their weight” in drawing more FDI
than their potential warrants, and the below
potential ones are doing the opposite. The first
set should be concerned about raising their
potential if they are to sustain past FDI
performance, and the second should address the
shortcomings that prevent their structural FDI

potential from being realized. The below-
potential economies include the United States,
Australia, Egypt, Italy, Japan, the Republic of
Korea, South Africa, Taiwan Province of China
and Thailand.

b. The Outward FDI Performance
Index

WIRO04 introduces an index of Outward
FDI Performance, calculated in the same way
as the Inward FDI Performance Index: the world
share of a country’s outward FDI as a ratio of
its share in world GDP. The Outward FDI Index
captures two aspects of performance:

* A highindex value indicates that a country’s
firms have strong “ownership advantages”
that they are exploiting abroad, or wish to
augment through foreign expansion.
Ownership advantages are firm-specific
competitive strengths of TNCs (or potential
TNCs) arising from e.g. innovation, brand
names, managerial and organizational skills,
privileged access to information, financial
or natural resources, historical or cultural
links and size and network advantages. In
the case of utilities, ownership advantages
may arise from recent privatization and
financial strength (to buy up privatized
utilities elsewhere). Although they are firm-
specific, many of these advantages are
closely related to a home country’s
economic characteristics and competitive
strengths. They may also capture strategic
factors such as the need to establish a
production presence in a dynamic new
market, to follow major competitors abroad
or to decentralize regional operations to
diversify risk.

* A highindex value may also indicate that
a home country may be less desirable as a
place to undertake (specific) productive
activities relative to foreign locations; hence
firms choose to deploy ownership
advantages elsewhere. These “location
factors” may reflect purely economic factors
in home and host economies (e.g. relative
market size, production or transport costs,
skills, supply chains, infrastructure,
technology support), but they can also
reflect policy and institutional differences
(such as protection, taxes or labour
regulations and FDI-related policies).
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Table 1.8. Matrix of inward FDI performance and potential, 1988-1990, 1993-1995, 2000-2002

High FDI performance

Low FDI performance

High FDI potential

Low FDI potential

2000-2002

Front-runners

Bahamas, Belgium and Luxembourg, Botswana, Brazil, Brunei
Darussalam, Bulgaria, Canada, Chile, China, Costa Rica, Croatia,
Cyprus, Czech Republic, Denmark, Dominican Republic, Estonia,
Finland, France, Germany, Guyana, Hong Kong (China), Hungary,
Ireland, Israel, Jordan, Latvia, Lithuania, Malaysia, Malta, Mexico,
Mongolia, the Netherlands, New Zealand, Panama, Poland,
Portugal, Singapore, Slovakia, Slovenia, Spain, Sweden,
Switzerland, Trinidad and Tobago, United Kingdom, Viet Nam.

Below potential
Australia, Austria, Bahrain, Belarus, Egypt, Greece, Iceland,
Islamic Republic of Iran, Italy, Japan, Kuwait, Lebanon,
Libyan Arab Jamahiriya, Norway, Oman, Philippines, Qatar,
Republic of Korea, Russian Federation, Saudi Arabia, South
Africa, Taiwan Province of China, Thailand, United Arab
Emirates, United States.

Above potential
Albania, Angola, Armenia, Azerbaijan, Bolivia, Colombia, Congo,
Ecuador, Gambia, Georgia, Honduras, Jamaica, Kazakhstan, Mali,
Morocco, Mozambique, Namibia, Nicaragua, Republic of Moldova,
Sudan, TFYR Macedonia, Togo, Tunisia, Uganda, United Republic
of Tanzania.

Under-performers

Algeria, Argentina, Bangladesh, Benin, Burkina Faso,
Cameroon, Cote d'lvoire, Democratic Republic of the
Congo, El Salvador, Ethiopia, Gabon, Ghana, Guatemala,
Guinea, Haiti, India, Indonesia, Kenya, Kyrgyzstan,
Madagascar, Malawi, Myanmar, Nepal, Niger, Nigeria,
Pakistan, Papua New Guinea, Paraguay, Peru, Romania,
Rwanda, Senegal, Sierra Leone, Sri Lanka, Suriname, Syrian
Arab Republic, Tajikistan, Turkey, Ukraine, Uruguay,
Uzbekistan, Venezuela, Yemen, Zambia, Zimbabwe.

High FDI potential

Low FDI potential

1993-1995

Front-runners

Argentina, Australia, Bahamas, Bahrain, Belgium and
Luxembourg, Brunei Darussalam, Canada, Chile, China, Costa Rica,
Czech Republic, Denmark, Dominican Republic, Estonia, France,
Guyana, Hong Kong (China), Hungary, Indonesia, Ireland,
Jamaica, Malaysia, Malta, Mexico, the Netherlands, New Zealand,
Norway, Panama, Papua New Guinea, Poland, Qatar, Republic of
Moldova, Singapore, Slovakia, Spain, Sweden, United Kingdom.

Above potential
Albania, Angola, Azerbaijan, Bolivia, Colombia, Congo, Cote
d'Ivoire, Ecuador, Egypt, Gambia, Ghana, Honduras, Kazakhstan,
Kyrgyzstan, Latvia, Mali, Morocco, Mozambique, Myanmar,
Namibia, Nicaragua, Nigeria, Paraguay, Peru, Philippines,
Tajikistan, Trinidad and Tobago, Tunisia, Uganda, United Republic
of Tanzania, Viet Nam, Yemen, Zambia.

Below potential

Austria, Botswana, Bulgaria, Cyprus, El Salvador, Finland,
Germany, Greece, Iceland, Islamic Republic of Iran, Israel,
Italy, Japan, Jordan, Kuwait, Libyan Arab Jamahiriya,
Oman, Portugal, Republic of Korea, Russian Federation,
Saudi Arabia, Slovenia, South Africa, Suriname,
Switzerland, Taiwan Province of China, Thailand, Ukraine,
United Arab Emirates, United States, Uruguay, Uzbekistan,
Venezuela.

Under-performers

Algeria, Armenia, Bangladesh, Belarus, Benin, Brazil,
Burkina Faso, Cameroon, Croatia, Democratic Republic of
the Congo, Ethiopia, Gabon, Georgia, Guatemala, Guinea,
Haiti, India, Kenya, Lebanon, Lithuania, Madagascar,
Malawi, Mongolia, Nepal, Niger, Pakistan, Romania,
Rwanda, Senegal, Sierra Leone, Sri Lanka, Sudan, Syrian
Arab Republic, TFYR Macedonia, Togo, Turkey, Zimbabwe.

High FDI potential

Low FDI potential

1988-1990

Front-runners

Australia, Bahrain, Belgium and Luxembourg, Botswana, Canada,
Chile, China, Colombia, Costa Rica, Cyprus, Denmark, France,
Greece, Hong Kong (China), Indonesia, Ireland, Malaysia, Malta,
Mexico, the Netherlands, New Zealand, Norway, Oman, Portugal,
Singapore, Spain, Sweden, Switzerland, Taiwan Province of China,
Thailand, Trinidad and Tobago, United Kingdom, United States,
Venezuela.

Above potential
Argentina, Benin, Bolivia, Dominican Republic, Ecuador, Egypt,
Gabon, Gambia, Guatemala, Guyana, Honduras, Jamaica, Malawi,
Myanmar, Niger, Nigeria, Papua New Guinea, Paraguay,
Philippines, Sierra Leone, Syrian Arab Republic, Togo, Tunisia, Viet
Nam, Zambia.

Below potential
Algeria, Austria, Bahamas, Brazil, Brunei Darussalam,
Finland, Germany, Hungary, Iceland, Islamic Republic of
Iran, Israel, Italy, Japan, Kuwait, Libyan Arab Jamahiriya,
Panama, Poland, Qatar, Republic of Korea, Saudi Arabia,
South Africa, Suriname, United Arab Emirates, Uruguay.

Under-performers

Angola, Bangladesh, Burkina Faso, Cameroon, Cote
d'lvoire, Congo, Democratic Republic of the Congo, El
Salvador, Ethiopia, Ghana, Guinea, Haiti, India, Jordan,
Kenya, Lebanon, Madagascar, Mali, Morocco, Mozambique,
Namibia, Nepal, Nicaragua, Pakistan, Peru, Rwanda,
Senegal, Sri Lanka, Sudan, Turkey, Uganda, United Republic
of Tanzania, Yemen, Zimbabwe.

Source:

UNCTAD.
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The fact that some activities are no longer
performed at home by a TNC does not mean that
its home country is uncompetitive in a general
sense. On the contrary, as a country develops and
wages rise, its comparative advantages move up
the skills and technology scale. The relocation
of simpler activities overseas may well be an
integral part of such upgrading. TNCs rarely
move all their activities overseas; they generally
retain the highest value functions (e.g. R&D,
strategic decision-making) at home. In addition,
overseas investment may be part of a firm’s
efforts to assemble a portfolio of locational assets
(WIR95) as a source of global competitiveness.
Indeed, often FDI is necessary to maintain export
competitiveness, regardless of production costs.
Increasingly, firms also invest abroad to tap
specialized innovation and skills in other
countries. Thus, location factors are a mix of
“push” and “pull” forces in home and host
economies.

The Outward FDI Performance Index
does not distinguish between ownership and
location factors. Theory suggests that the more
industrialized countries — whose firms have
greater ownership advantages and fewer
locational advantages in simple activities — have
higher index values than less
developed ones. Given levels
of development, larger home
countries can be expected to
have less outward FDI in

up back in the home country (e.g. in China), is
one such problem.

Bearing in mind these qualifications, the
Outward FDI Performance Index for flows for
2000-2002 is considered here (see table .9 for
the top 20 performers and annex table A.1.8 for
all countries). As expected, the list of leaders
contains several tax havens and offshore financial
centres, the outward FDI of which originates
elsewhere. Apart from these, most of the leaders
are high-income economies. Of 11 economies
with ratios above two, six are European; the
remaining five are developing economies,
including Hong Kong (China) and Singapore,
both of which are rich and also act as conduits
for investment from elsewhere. The larger
developed economies — Germany, the United
States, Japan — have low values, suggesting that
even these major outward investors (in absolute
terms) have some way to go before they reach
the levels of outward FDI that would be expected
of them.

Most developed countries have seen an
increase in their outward FDI indices over time.
The faster rise in FDI than their share of global
GDP indicates that their enterprises are building
ownership advantages more rapidly and/or are

Table 1.9. Outward FDI Performance Index for the 20 leading
investor economies, 1988-20032

relation to their size than Rank Economy 1988-1990  1993-1995  1999-2001  2000-2002  2001-2003
smaller economies. And, given
devel opment and size, 1 Belgium and Luxembourg 2.676 2.087 12.620 16.160 22.741
historical and location fact 2 Panama 7.243 2671 1.254 3.049 6.548
Istorical and focation Tactors 3 ;005000 2.892 4783 3.579 3.695 5.104
should affect theratio. Finally, 4 yetherlands 3.872 3.964 4.904 5.090 4643
special factors can affect 5 azrbaijan . . 0.993 1.057 3.764
outward FDI: tax havens or 6  Hong Kong, China 3.370 14.911 5.760 6.813 3.477
offshore financial centres 7 Sweden 4.540 2.688 3.035 3.120 2.329
should have high values 8  Bahrain 0.559 1.203 0.540 0.647 2.309
: T 9 Switzerland 3.442 3.562 4.040 3.541 2.303
relative to their size. 10 France 1.844 1.292 2.996 2.914 2.209
The Index can be 11 Spain 0.429 0.636 2.317 2.500 2.178
outward EDI flows or stocks: 13 Canada 0.905 1.402 1.459 1.865 1.869
14 United Kingdom 2.963 2.927 3.559 2.791 1.603
flows reflect current FDI. o, 0.161 0357 1718 2052 1487
activity, while stocks reflect (5 yyralia 0.947 0722 0343 0.687 1421
accumulated activity. Bothare 17 celand 0.059 0.277 1.091 1.462 1.407
subject to caveats on FDI data 18 (yprus 0.036 0.181 0.649 0.966 1.382
and the ambiguous nature of 19  Botswana 0.076 0.405 0.776 1.022 1.334
and stocks. “Roundtripping”, Source:  UNCTAD.
where investment is made ) ) ) ) ) )
Notes: Economies are ranked in descending order of their performance index in 2001-

abroad for tax reasons and ends

2003. Figures were calculated based on outward flows.

@  Three-year moving averages.
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choosing to exploit their advantages in foreign
locations. Some, such as Finland, are going
overseas at a particularly fast pace, driven in this
case by Nokia, afirm in an industry that is highly
dynamic and transnationalized. The index for
Hong Kong (China) has risen at an exceptionally
fast pace, but this reflects in part its peculiar
situation as a staging post for FDI into China and
as a recipient of roundtripping by Chinese
enterprises.

The Index based on outward FDI stock
shows similar patterns (annex table A.1.9): there
are nine economies with performance ratios
above two, of which six are European; and the
other three are Hong Kong (China), Panama and
Singapore. Belgium-Luxembourg and Hong Kong
(China) are again outliers. Germany is not below
average by this measure, but the United States
and Japan are. Among developing economies
other than the three mentioned above, the highest
performance ratios are seen for Malaysia, Bahrain
and Bahamas, followed by Taiwan Province of
China, Botswana and South Africa.

B. Outward FDI from
developing countries is
becoming important

As in the past, TNCs from developed
countries will drive the recovery of world FDI
flows. But those from developing countries, too,
will contribute, increasingly so in manufacturing
and especially in services. Some developing
economies (e.g. Malaysia, the Republic of Korea,
Singapore) already have an established track
record. Others — such as Chile, Mexico, South
Africa — have become players relatively
recently. And again others — Brazil, China,
India— are at the take-off stage. This reflects
the recognition of firms that, in a globalizing

speaking, are already among top investors. (When
stock is taken as the basis, thisis also the case
(annex table B.6).)

What is happening?

Annual FDI outflows from developing
countries have grown faster over the past 15 years
than those from developed countries. Negligible
until the beginning of the 1990s (figure 1.10),
outward FDI from developing countries
accounted for over one-tenth of the world total
stock and some 6% of world total flowsin 2003
($0.9 trillion and $36 billion, respectively). FDI

Table 1.10. FDI outflows as a percentage of
gross fixed capital formation in selected
developing economies, 2001-20032

(Per cent)

Economy Value
Singapore 36.3
Hong Kong, China 28.2
Taiwan Province of China 10.5
Chile 7.4
Malaysia 5.3
India 1.0
China 0.8
Brazil 0.2
Memorandum:

Sweden 27.4
France 22.0
United Kingdom 19.0
United States 6.6
Germany 4.1
Japan 3.2
Greece 1.8

Source:  UNCTAD, FDI/TNC database (www.unctad.org/

fdistatistics).
2 Annual average.

Figure 1.10. FDI outflows from developing
countries, by region, 1980-2003
(Billions of dollars)

world economy, they need a portfolio of
locational assets to be competitive
internationally (WIR95). Their investments
span all sectors and country groups and
involve complex as well as simple industries
(annex table A.1.19). If outflows are viewed
in relation to gross fixed capital formation
(table 1.10), a number of developing
economies (Singapore, Hong Kong (China),
Taiwan Province of China) rank higher than
a number of developed countries (Germany,
Japan, the United States). This suggests that

100+

804- . Developingcountries /[ \ |
A

60 +- . W .

*Latin Americaand - :
the Caribbean Asia and the Pacific

B 1

40 {--or

Africa
7.1 |

a number of developing countries, relatively

Source:  UNCTAD, FDI/TNC database (www.unctad.org/fdistatistics).
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from developing countries to other developing
countries seems to be growing faster than that
from developing countries to developed countries
(box 1.2). Some developing economies are now
large investors by global standards. In 2003, for
instance, Hong Kong (China) had a larger
outward FDI stock than Sweden, even if
roundtripping and indirect FDI is taken into
account.18 Its TNCs figure prominently among
the leading TNCs from the developing world,
along with those from Singapore, Mexico and,
more recently, South Africa (box I.3).

There is, however, considerable regional
variation in outward FDI performance. Asia, led
by South, East and South-East Asia, was by far
the largest outward investor in the developing
world, followed by Latin America (table [.11).
In recent years, FDI from Africa and Asia has
been rising, while outflows from Latin America
and the Caribbean have stagnated. Overall,
however, the share of developing countries in
outward FDI may rise as developing-country
governments increasingly realize its benefits and
encourage it further.1® The following briefly

Box 1.2. South-South FDI flows rose in the 1990s

In the 1990s, many developing countries
emerged as significant sources of FDI to other
devel oping countries. Due to the lack of data at
the desired level of disaggregation, indirect data
(Aykut and Ratha 2004) suggest that by the end
of the decade, more than one-third of the FDI in
developing countries originated from other
developing countries. According to these
estimates, South-South FDI flows appear to have
grown faster than FDI from high-income countries
to developing countries (North-South FDI) in the
late 1990s, and have remained relatively more
resilient in the post-Asian-crisis period as well.

The rise in South-South FDI flows has been
motivated by similar push and pull factors, and
similar structural, cyclical and policy factors, as
the surge in North-South FDI flows. Some of the
push factors include increased competition or
limited growth opportunities in their domestic
markets (e.g. South African retailing companies
in Africa), efficiency-seeking (e.g. Malaysian
manufacturing companies in Indonesia and Viet
Nam) and procurement of raw materials (e.qg.
China’s investments in iron ore and steel mills
in Peru, oil in Angola and the Sudan). In addition
to low labour costs and market-access
opportunities, the most important pull factors for
South-South FDI flows appear to be geographic
proximity and ethnic and cultural ties. Since the
cost of acquiring reliable information about foreign
markets can be high for relatively small companies
from the South, they tend to invest in neighbouring
countries, where they have established a certain
familiarity through trade or ethnic and cultural
ties. For example, perhaps because of ethnic ties,
companies from the Republic of Koreainvest in

Source:  Aykut and Ratha 2004.
@  For adifferent interpretation, see Mathews 2002.

Kazakhstan, and ethnic Chinese companies invest
in the East Asia and Pacific region.2

South-South FDI also benefits from fiscal
and other incentives provided by developing-
country governments. For example, Chinais
promoting outward FDI by offering loans on
preferential terms, tax rebates and investment
insurance (WIR01). The Government of Malaysia
encourages South-South FDI flows through special
deals signed with such countries as India, the
Philippines, Viet Nam and the United Republic
of Tanzania (Mirza 2000). Regional trading
arrangements also contribute to the growth in
South-South FDI. Since the late 1990s, increasing
wealth in some emerging-market economies has
increased the supply of capital; and capital-account
liberalization in developing countries has enabled
their companies to invest in other developing
countries.

The growing importance of South-South FDI
indicates that developing countries are more
financially integrated with one another than was
previously believed. Thus, atypical developing
country has access to more sources of investment
than before. Thisis particularly important for small
economies, as TNCs from the South, because of
their comparative advantages, tend to invest in
countries with similar or lower levels of
development than their home countries.

South-South FDI is expected to remain
significant for developing countries (World Bank
2004). In particular, investment from Chinais
bound to increase as the Government has decided
to relax restrictions on outward investment, partly
to ease the pressure of rising international reserves
on the fixed currency regime (UNCTAD 2003).
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Box 1.3. Thetop 50 TNCs from developing economies

UNCTAD has published alist of the largest Box table 1.3.2. Snapshot of the top 50
TNCs from developing countries since 1995 TNCs from developing economies, 2002
(WIR95). The average Transnationality Index value (Millions of dollars, number of employees
of the top 50 increased between 1995 and 2002. and per cent)
The composition of the largest TNCs among the
top 50 did not change much during this period, 2001 2002 Change 2002

and the ten largest accounted for almost two-thirds
of foreign assets, almost the same as between 1995
and 2002. However, they now come from fewer
economies (11) than in 1995 (14).

While many enterprises from the previous
year’s list disappeared from the list in 2002 and
were replaced by newcomers, the top remained
amost unchanged. Asia continued to dominate the
top 50, with 32 enterprises. Hutchison (Hong
Kong, China) and Singtel (Singapore) remained
in the top positions. Telecom firms also retained
their strong positions in the list (box table 1.3.1).

The increase in the average Transnationality
Index value in 2002 occurred against a backdrop
of adecline of almost all indicators — foreign as
well as total —in their operations. The exception
was employment: foreign and total employment
rose significantly (box table1.3.2). The TNCs with
the largest increases in the Transnationality |ndex
were from the food, steel, motor vehicle and
telecom industries, along with diversified
companies.

Asin previous years, the number of exits
and entries of the top 50 firms from developing
economies was higher than for the top 100. The
newcomers to the top 50 list were mostly
companies entering the list for the first time. Most
newcomers were from Asia, notably from
Singapore and Hong Kong (China). From Latin
America, there were only two new companies,
both Mexican. There were also four new entrants
from South Africa.

Source:  UNCTAD.

examines outward FDI performance by region
and analyses FDI outflows from a few of the
major investors in the developing world.

In Africa, five countries — South Africa,
Nigeria, the Libyan Arab Jamahiriya, Liberia,
Botswana (in that order) — dominated outward
FDI in 2003. They accounted for 84 % of Africa’s
total outward stock of $39 billion (table 1.11 and
annex table B.4). The continent’s outward FDI,
small asit is, has been rising since the late 1980s

Variable Foreign Foreign  vs. 2001
Value share Value share  (Per cent)

Assets
Foreign 186 471 35.3 195196 42.0 4.7
Total 527 928 464 271 -12.1
Sales
Foreign 145318 40.1 139991 454 -3.7
Total 362 249 308 440 -14.8
Employment
Foreign 541 361 424 713624 475 31.8
Total 1275 493 1503 279 17.8
Average TNI 44.8 49.2 442

Source:  UNCTAD/Erasmus University database.

&  The change between 2001 and 2002 is expressed in
percentage points.

The top 50 TNCs span a wide range of
activities. The main ones were electrical and
electronic equipment (gradually declining in
importance), food and beverages. The export-
competitiveness of the electronics industry,
especially in Asia, helped it maintain a dominant
position. The strength of food and beverages was
based more on home markets, again led by Asia
and also, to alesser extent, Latin America. Some
service industries featured prominently, in
particular transport (many Asian firms benefited
from the region’s rapidly expanding trade).

The degree of transnationality of the top 50
islower than that of the top 100 TNCs worldwide.
Most of the former have a much shorter history
and are in the first stages of their
transnationalization.

l...

(figure 1.11), mainly because of the expansion
of South African firms within and, especially,
outside Africa (South Africa accounted for about
60% of Africa’s FDI outflows as well as FDI
outward stock in 2003; annex tables B.2 and B.4).
Outflows from the region were almost $2 billion
during the first half of the 1990s.20

South Africa is by far the most important
African outward investor. It ranked ninth among
developing economies in 2003 in terms of

21
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Table 1.11. FDI from developing economies, by region and major economy, 1980-2003
(Billions of dollars)

FDI outflows FDI outward stock
Region/economy (annual average)
1980-1989 1990-1994 1995-1999 2000-2003 1980 1990 1995 2000 2003
Developing economies 5.7 28.1 64.9 59.6 60.2 128.6 308.6 793.3 858.7
Africa 0.5 1.8 2.6 - 6.9 20.9 32.9 45.6 39.5
South Africa 0.2 0.7 1.9 -0.6 5.7 15.0 233 323 24.2
Latin America and the Caribbean 0.9 4.7 18.0 10.6 46.9 58.8 86.3 155.5 183.8
Brazil 0.2 0.6 1.3 0.7 38.5 41.0 445 51.9 54.6
Chile - 0.4 1.5 1.8 - 0.2 2.4 11.2 13.8
Mexico 0.1 0.4 0.7 1.9 - 1.1 2.6 7.5 13.8
Asia and the Pacific 43 21.6 443 49.0 6.5 48.9 189.5 592.3 635.4
South, East and South-East Asia 3.7 21.6 43.6 45.8 4.5 41.0 181.8 577.8 607.5
China 0.4 2.4 2.2 3.0 - 2.5 15.8 25.8 37.0
Hong Kong, China 1.2 10.5 22.5 23.0 0.1 11.9 78.8 388.4 336.1
India - - 0.1 1.0 - - 0.3 1.9 5.1
Korea, Republic of 0.4 1.5 43 3.4 0.1 23 10.2 26.8 345
Malaysia 0.2 0.8 2.2 1.4 0.2 2.7 11.0 213 29.7
Memorandum
World 93.3 234.8 603.1 779.3 559.6 17582 2897.6  5983.3 8196.9
Source:  UNCTAD, based on annex tables B.2 and B.4; FDI/TNC database (www.unctad.org/fdistatistics).

Figure 1.11. Africa: FDI outflows and their share in total they account for a significant share of FDI

(Billions of dollars and per cent) Mozambique).

Several factors have driven South
Africa’s outward FDI in the rest of Africa;

* The liberalization of South Africa's
regulatory regime for outward FDI has
facilitated the expansion abroad of firms
from that country. In addition, the
country has signed 6 BITs and 14 DITs
in the region.

$ billion

-2+ B FDIoutflows
mepe==m Share in developing-country outflows -

+-20 * The liberalization of the country’s trade
and exchange controls has raised
competition in local markets and
encouraged firms to look abroad. At the
same time, privatization and
liberalization in other African countries
have allowed South African companies
to acquire firms in the region.

South African firms often have

Source:  UNCTAD, FDI/TNC database (www.unctad.org/fdistatistics).
outward stock (annex table B.4), though the value

of its stock that year was lower than in 2000

(figure 1.12). Outward flows amounted to $720

million in 2003, about 3% of gross fixed capital °

formation (annex table B.5).21 While 90% of its
FDI stock is in developed countries (75% in
Western Europe alone) (annex table A.1.10), an
increasing number of large investments have been
going to other African countries recently (annex
table A.1.11). And in 2002, South Africa's FDI
stock in Africa accounted for 7% of the country’s
total outward FDI. In absolute terms, the amounts
invested in African countries may be small, but

technological advantages over local
competitors in Africa and greater
familiarity with African conditions than
TNCs from other regions.

By the end of the 1990s, South Africa had
over 900 TNCs (annex table A.l.2); seven of them
were among the top 50 non-financial TNCs from
developing economies in 2002. Some TNCs —
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Figure 1.12. South Africa: outward FDI stock and its

share in GDP, 1990-20032
(Billions of dollars and per cent)

growing number of regional FTAS,
particularly involving economies in North-
East and South-East Asia, is also increasing
investor interest in the region.

$ billion

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003

I FDI outward stock ==#=FD]| outward stock as a percentage of GDP

The rapid rise of China as an outward
investor, particularly in resource extraction,
is noteworthy: its average annual outward
FDI flows grew from $450 million in the
1980s to $2.3 billion in the 1990s, and its
outward FDI stock was estimated at $37
billion by end 2003 (figure 1.14). Its ranking
in the Outward FDI Performance Index in
2001-2003 was 58, almost at the middle of
the 128 country list (annex table A.l.8).

Per cent

Source:  UNCTAD.

MTN, Eskom, Sasol, Vodacom SA — have started
to expand regionally in the past few years such
as in the Democratic Republic of the Congo,
Mozambique, Namibia, the United Republic of
Tanzania and Zimbabwe (annex table A.1.11).
Others have become major world playersin their
industries: AngloGold of South Africa became
the world’'s largest gold producer when it
acquired the Ashanti gold mine of Ghanain 2003,
and SABMiller (with its primary listing in the
United Kingdom) has become one of the world’s
largest breweries, controlling more than 160
factories in over 40 countries.

Developing Asia is the largest and fastest
growing outward investor in the developing
world. With an outward FDI stock amounting to
$635 billion in 2003, the region accounted for
three-quarters of the total outward FDI stock of
developing economies (annex table B.4). It also
accounted for some four-fifths of total outflows
of $46 hillion, on annual average, during
2000-2003 (figure 1.13 and table I.11).
Hong Kong (China) registered the
highest levels of outward FDI, but those

Chinese TNCs invest not only in
neighbouring countries, but also in Africa,
Latin America, North America and Europe.
Their main destinations, however, remain by far
Hong Kong (China), followed by the United
States: together these two destinations accounted
for more than half of approved Chinese outward
FDI during the period 1979-2003 (annex table
A.l1.12).

The expansion abroad of Chinese
enterprises is driven by:

e  their desire to support exports, expand their
market presence and acquire foreign skills;

e their desire to establish local distribution
networks, especially in industries with
excess production capacity (such as
machinery and electronic appliances);22

*  growing exposure to international business
and their increasing financial strength;

e intensified domestic competition and the
need to relocate mature industries to lower

Figure 1.13. Asia and the Pacific: FDI outflows and their
share in total developing-country outflows, 1980-2003

(Billions of dollars and per cent)

data need to be interpreted with caution:

they include significant amounts of % 790
roundtripping and indirect FDI (box |.4). fg | :2
Other large investors are China, the 60 keg
Republic of Korea, Malaysia, Singapore  § so- lsog E
and Taiwan Province of China. Thekey 3 40- t40 §
drivers of Asian FDI are the growing  * 30 0 &

capabilities of Asian firms, their strong a0

export orientation and their need to 10
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access.technology, brand names and 2R PI R8BS REES
strategic assets abroad. Realizingthe @ =~~~ ~---~-=--crr--r-=-==- 8
value of FDI, most governments in the M FDI outflows —&— Share in developing-country outflows

region are actively encouraging their

firms to become transnational. The Source:

UNCTAD, FDI/TNC database (www.unctad.org/fdistatistics).
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Box 1.4. FDI flows from Hong Kong (China)

Indirect FDI (undertaken by foreign Foreign affiliates established in Hong Kong
affiliates in Hong Kong (China)) and (China) are also important outward investors,
roundtripping characterize a good part of which represents indirect FDI. The close
investment from this economy. The territory is relationship between mainland China and Hong
the largest outward direct investor among Kong (China) continues to attract such indirect
devel oping economies and the seventh overall FDI, as foreign affiliates (and domestic) based
largest contributor to global outward FDI stock. in the territory can take advantage of the

Its outward FDI stock amounted to $309 privileges_accorded under the C.:I OSer _Economic
billion in 2002. Four tax havens — the British Par;nershm Arrangement for investing in the
Virgin Islands, Bermuda, Panama and the mainland (box 11.8).

Cayman Islands, in that order — accounted for In terms of FDI outflows, at least 14% of
54% of the total Hong Kong (China) outward the total between 2000 and 2002 can be attributed
FDI stock (box table 1.4.1). If the channelling to the channelling of funds to non-operating
of funds to non-operating companies in these companies in tax-havens alone (China, Census
four offshore financial centres (as well as other and Statistics Department of Hong Kong 2004).
locations) set up by Hong Kong (China) Roundtripping FDI from China through Hong
companies were excluded (which amount to $92 Kong (China) and back to China has been
billion, i.e. more than half of the amount that estimated at about 25% of outward FDI flows
corresponds to 54%), the outward FDI stock of (WIR03, p. 45). However, according to a recent
the economy would shrink to $217 billion in 2002 estimate by the Bank of China Group,
(box table I.4.1). Mainland China accounted for roundtripping FDI to China accounts for 10-20%
another 35%. These four economies and China of FDI outflows (China, Hong Kong Trade and
together received 89% of their FDI from Hong Development Cooperation 2003). Therefore,
Kong (China) — they also contributed 66% of the roundtripping involving China and tax havens
total inward FDI to the economy. probably amounts to 25-40% of total FDI
outflows from Hong Kong (China).
Box table 1.4.1. Hong Kong (China): outward FDI stock at market value, 2000-2002
(Billions of dollars)

Including outward FDI stock Excluding outward FDI stock in

in non-operating companies non-operating companies in

in offshore financial centres offshore financial centres

set up by Hong Kong (China) set up by Hong Kong (China)

companies to channel funds companies to channel funds Difference
Economy 2000 2001 2002 2000 2001 2002 2000 2001 2002
Total 388.4 352.6 309.4 221.1 218.6 217.2 167.3 134.0 92.2
China 129.8 108.2 108.1 129.8 108.2 108.1 - - -
British Virgin Islands 201.3 184.3 147.3 56.5 73.7 68.7 144.8 110.6 78.5
United States 3.1 3.2 4.1 3.1 3.2 4.1 - - -
Malaysia 2.6 3.7 3.6 2.6 3.7 3.6
Singapore 3.3 3.1 3.3 3.3 3.1 3.3
Thailand 2.0 2.6 2.7 2.0 2.6 2.7
United Kingdom 3.0 2.6 2.6 3.0 2.6 2.6 - - -
Bermuda 11.4 11.8 9.8 0.7 1.6 1.9 10.7 10.1 8.0
Panama 3.0 4.2 5.0 0.4 0.4 1.9 2.6 3.7 3.1
Cayman lslands 9.1 10.6 3.6 - - - 9.1 10.6 3.6
Others 19.8 18.2 19.3 19.9 19.2 20.3 -0.1 -1.0 -1.0

Source:  China, Census and Statistics Department of Hong Kong 2004.

Note:

Source:  UNCTAD.

Individual figures may not add up exactly to the total due to rounding.
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Figure 1.14. China: outward FDI stock and its share in

GDP, 1990-2003
(Billions of dollars and per cent)

but because of the new trend set by some
of its information technology (IT) firms
(chapter 1V). Itstotal FDI outflows in 2001-
200325 were comparable to those of
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Malaysia. In the same period, the average
annual outflows reached $1 billion (annex
table B.2). Its ranking in the Outward FDI
Performance Index has improved over the
years, placing it 615t in 2001-2003, close
to China (58 (annex table A.1.8). The most
important destination for Indian FDI has
been the United States (annex table A.1.13),
accounting for 19% of its total outward
flows over the past eight years, followed
by the Russian Federation (with 18%), due

Per cent

Source:

wage sites (e.g. bicycle production in Ghana
and video players in South-East Asia); and

e their aspiration to build international brands
and access advanced technologies, including
through M& As and alliances, as well as to
establish R&D centres in developed
countries such as Germany, Japan, Sweden
and the United States.?3

The need to access natural resources (in
oil, gas, mining) is also a powerful driving force.
Today, China has investments in the oil industry
in 14 countries, including Indonesia, Kazakhstan,
Myanmar, the Sudan and Yemen. In May 2004
alone, Chinese FDI projects worth several billion
dollars in alumina, steel and coke, were
announced in Brazil .24

The Government of China, as well as
some provincial administrations such as
Guangdong and Shanghai, have been
encouraging firms to invest abroad by
relaxing approval procedures and offering
them financial support and corporate
income tax incentives. Interestingly, some

UNCTAD, FDI/TNC database (www.unctad.org/fdistatistics).

mainly to acquisitions in the oil and gas
industries. Overall, however, about half of
total Indian outward FDI has gone to other
developing countries.

Most Indian outward FDI is in
manufacturing (about 55%), but non-financial
services also account for a significant share
(25%) (annex table A.1.14). FDI in IT services
in particular has begun to grow rapidly. The top
15 Indian software and related service companies
have all invested abroad, almost entirely in
developed countries (annex table A.1.15),28 while
Indian call centres and business-process
outsourcing companies are setting up foreign
affiliates, particularly in the Philippines and
Mexico.2?

The growing technological capabilities
of Indian firms and their rising exports,
particularly in IT services and pharmaceuticals,
are driving the FDI growth. Access to markets,
distribution networks, foreign technology and
strategic assets such as brand names, are the main

Figure I.15. India: outward FDI stock and its share in

GDP, 1990-2003
(Billions of dollars and per cent)

investment promotion agencies (from
Denmark, Malaysia, Singapore, Sweden,
Thailand, the United Kingdom (Scotland
and Wales)) have already responded to the
increased investment activity by Chinese
firms, and set up officesin Chinato court
outward investors.

$ billion

India also stands out among Asian
investors, not so much because of its
recent and significant increase in outward

Per cent

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003

B FDloutward stock —#— FDIoutward stock as a percentage of GDP

FDI (figure 1.15) and because of its
potential to be a large outward investor,

Source:

UNCTAD, FDI/TNC database (www.unctad.org/fdistatistics).
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motivations. Securing natural resources is also
becoming an important driver for FDI in the oil
and gas industries and mining.?8 The
Government’s liberalization of investment
policies has helped the expansion abroad of
Indian firms. In addition, India had signed 51
BITs and 41 DTTs by end 2003.

Latin America and the Caribbean remains
the second largest investing region in the
developing world, with its outward FDI stock
reaching $184 billion in 2003. Although its FDI
outflows fell — even more than FDI inflows —in
the period 2000-2002 (annex table B.2 and figure
1.16), they started to rise again thereafter. Apart
from offshore financial centres (accounting for
56% of regional outflows), the main investors
were Argentina, Brazil, Chile, Colombia,
Mexico and Venezuela. Outflows from
some countries such as Argentina and
Brazil fluctuated significantly. In
Argentina, they were negative in 2002,

developing world (after Hong Kong (China),
Singapore and Taiwan Province of China) (annex
table B.4). However, in 2002, most of the stock
was located in tax havens: the Cayman Islands,
Bahamas and British Virgin Islands accounted
for about two-thirds of the country’s outward FDI
stock, with the rest in the United States and a
few other countries in the region. According to
a 2001 survey by the Central Bank of Brazil,2°
alarge proportion of outward FDI was driven by
financial rather than production motives (to avoid
taxes and to undertake currency transactions).
The large share going to tax havens was reflected
in the sectoral concentration of Brazilian outward
FDI in services (95%), particularly financial
services (annex table A.1.16). FDI in the primary

Figure 1.16. Latin America and the Caribbean: FDI
outflows and their share in total developing-country

outflows, 1980-2003
(Billions of dollars and per cent)

as companies sold foreign assets to
overcome liquidity problems at home
(WIR03, p. 55), but became positive again
in 2003. Brazil, which registered negative
outflows in 2001, became the largest
investor in the region in 2002
($2.5 hillion); however, its flows fell back
in 2003 (to $0.2 billion). Mexican
outflows were stable at about $1 billion
annually, except in 2001 ($4.4 billion),
with most outward investors focusing on
the region.

B FDI outflows

& &
Per cent

L3
o

—#— Share in developing-country outflows

Brazil has the largest outward FDI
stock of all Latin America and the
Caribbean — $55 billion in 2003 (figure 1.17) —
and the fourth largest outward FDI stock of the

Source:

UNCTAD, FDI/TNC database (www.unctad.org/fdistatistics).

sector was negligible, and in processing activities
it was low (4% of outward stock in 2002) (annex
table A.1.16).

Figure 1.17. Brazil: outward FDI stock and its share in

GDP, 1990-2003
(Billions of dollars and per cent)

Compared to the size of its economy,
Brazil has arelatively low level of outward

W FDI outward stock

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003
=== DI outward stock as a percentage of GDP

FDI. In terms of the Outward FDI
Performance Index, this country ranked 915t
I in 2001-2003, well below other major
12 countries in the region (Panama ranked

10 first, Chile second, Trinidad and Tobago
8 third) (annex table A.1.8). Its FDI outflows
6 as a percentage of gross fixed capital
4 formation barely reached 1%, that is one-
2 eighth of the average for the region and
0 one-tenth of that for all developing
countries (annex table B.5). Hence, there
is potential for more investment abroad. A

Source:

UNCTAD, FDI/TNC database (www.unctad.org/fdistatistics).

recent survey by FUNCEX (lglesias and
Veiga 2002), indicated that 29% of the firms
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surveyed had plans to invest abroad, mainly in
Western Europe, the United States and Mexico
(annex table A.1.17).

Brazil has concluded (but not ratified)
14 BITs, 10 of which are with developed
countries. It has also concluded 34 DTTs: 23 with
developed countries, 8 with developing countries
and 3 with CEE countries. None of these are with
tax havens.

*k%k

TNCs from developing countriesin all
regions are acquiring ownership advantages. They
are becoming a force in the world FDI market.
With outward FDI stock of already $859 billion,
they are building their own international
production systems. They are driven by the same
pressures as their counterparts in developed
countries to remain competitive in the global
economy. However, few developing countries’
governments have paid much attention to this
aspect of their integration into the world
economy. Nonetheless, it is a challenge that more
and more of them will face.

C. Changing sectoral
distribution

FDI has grown over time in all three
economic sectors — primary, manufacturing and
services. But the sectoral composition has shifted
towards services. Moreover, when indicators of
FDI or TNC activity in various sectors in
different countries are compared with the size
of the respective countries’ markets, or other
measures of economic size, the significance of
FDI in the various sectors and industries is
different from that indicated by the distribution
of FDI flows, stock or shares. FDI in
manufacturing is increasingly geared to capital-
and technology-intensive activities, while FDI
in services has generally been growing in both
capital-intensive and labour- or human-resource-
intensive industries.

The global stock of both inward and
outward FDI in the primary sector more than
doubled between 1990 and 2002 (annex tables
A.l1.18 and A.1.19). Reflecting slower FDI growth
than in manufacturing and services, the primary
sector’s share in world FDI stock decreased
noticeably from 9% in 1990 to 6% in 2002 (figure
1.18). In the case of FDI flows between 1989-

1991 and 2001-2002 the share of the primary
sector did not decline: it rose from 7% to 9%
(annex figure A.1.1). Nearly all FDI in the sector
continues to originate from developed countries.
The main source countries in 2002 were Canada,
the Netherlands and the United States. Among
the developing economies, Brazil, Kazakhstan
and the Republic of Korea were the leading
sources.

On the host-country side, however,
developing countries — many of them rich in
natural resources, but lacking internationally
competitive national firms — attract considerable
FDI (32% of total primary-sector FDI in 2002)
(annex table A.1.18). Top host countries are
Canada, the Netherlands and the United Kingdom
among developed countries, and Chile, South
Africa and Venezuela among developing
countries.

FDI flows relative to GDP in the primary
sector show a great deal of variation among
countries. They are particularly high in Australia
and Canada from the developed world, and
Bolivia, Chile, Ecuador and Kazakhstan from the
developing world. In these natural-resource-rich
countries, the share of FDI flowsin GDP in the
primary sector has fluctuated widely over the past
decade (annex figure A.1.2).

Within the primary sector, mining,
quarrying and petroleum dominate: over 90% of
inward FDI stock in the sector was in those
industries in both 1990 and 2002 (annex table
A.1.18). The share of agriculture, hunting,
forestry and fishing in primary-sector FDI has
been small, but it rose noticeably (from 4% to
6% of inward FDI stock) during the period 1990-
2001. In 2002, developing countries attracted
more than twice as much FDI as developed
countries in these activities, but only about half
as much in mining, quarrying and petroleum
(annex table A.1.18).

FDI stock in manufacturing rose nearly
threefold during the period 1990-2002 (annex
tablesA.l1.18 and 1.19). Given slower growth than
in services, however, its share in global FDI stock
worldwide fell from 42% in 1990 to 34% in 2002
(figure 1.18). Developed countries accounted for
more than 95% of outward FDI in manufacturing
in 2002 — a lower share than the 99% they held
in 1990. Their inward FDI stock in this sector
was also several times larger than that in
developing countries, but the gap is shrinking:
in 1990, the manufacturing stock in developing
countries was one-fifth of that in developed
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Figure 1.18. Sectoral distribution of FDI stock in the world, developed and developing countries
and CEE, 1990, 2002
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World
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Source:  UNCTAD, based on annex tables A.l.18 and A.l.19.

Note: In calculating the shares of the respective sectors, amounts recorded under "Private buying and selling of property” and
“unspecified” are excluded from the totals.

@ Or latest year available.

countries; in 2002, it was one half. Industries in than $300 billion in 2002, second only to the
which the gap narrowed considerably during this United States (over $500 billion).

period included food, beverages and tobacco,
wood, machinery and equipment and, especially,
coke and petroleum products. The United States
is still the largest FDI recipient, while China's
inward stock of FDI in manufacturing was more

Within manufacturing, chemicals and
electronics accounted for one-third of the stock
of inward manufacturing FDI in 1990, but their
share fell slightly (to less than 30%) in 2002
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(annex table A.1.18). As manufacturing is a
mature FDI sector, few of itsindividual industries
are as dynamic as many service industries
(chapter 111). Manufacturing FDI isincreasingly
geared to more capital- and knowledge-intensive
activities. For example, the shares of food,
beverages and tobacco, textiles, clothing and
leather, and rubber and plastic products in total
inward FDI stock in manufacturing fell
significantly between 1990 and 2002 (annex table
A.1.18). There are two major reasons for the
declining importance of labour-intensive FDI in
manufacturing:

e There has been a decline in labour-intensive
manufacturing in general, and the share of
traditional manufacturing employment has
also steadily declined (ILO 2001, p. 109).30
Technological change (including advances
in telecommunications and information-
processing technology) has been a key
element in the decline of labour-intensive
FDI in manufacturing. Labour is
increasingly being replaced by capital and
knowledge.

. Firms in more and more countries, especially
developing countries, have developed their
own ownership-specific advantages based
on different factor endowments, particularly
low-cost labour, vis-a-vis developed
countries. Certain developing countries with
low-cost labour are increasingly attracting
capital- and technology-intensive FDI.

The industrial pattern of FDI in
manufacturing varies among different home and
host countries (annex tables A.1.18 and A.1.19).
Developed countries’ outward FDI in
manufacturing shows that FDI is concentrated
in technology-intensive industries, while TNCs
based in those countries having abundant low-
cost labour often develop ownership advantages
in more labour-intensive industries. In the case
of inward FDI, itsindustrial distribution largely
reflects, on the one hand, the size of markets
(reflecting GDP and per capita GDP), and on the
other, the structure of the comparative advantages
of the countries, based on immobile location
advantages.

The pattern of FDI may be different
among countries with similar endowments and
resources. The locational choices of TNCs
between countries are increasingly related to
advantages arising from other factors that
influence the supply capacities of host countries,
such as scale economies (particularly in the

manufacturing sector) and clustering
(agglomeration economies), as well as
institutional and policy variables. Indeed, TNCs
are more and more attracted to clusters of
knowledge, and seek to upgrade ownership
advantages by tapping into location-bound
sources of collective learning and innovation;
incentive structures in host countries also play
arole. Thisis particularly so for TNCsin more
technology-intensive activities (including
innovative activities), as evidenced by its
concentration in alimited number of countries
(WIR01).

In the services sector, the global FDI
stock more than quadrupled during the period
1990-2002 (annex tablesA.l.18 and A.1.19). As
aresult of more rapid growth in this sector than
in the other sectors, services accounted for about
60% of the global stock of inward FDI in 2002,
compared to less than 50% a decade earlier
(figure 1.18). In terms of inflows, the increase
in the share of services between 1989-1991 (54%)
and 2001-2002 (67%) was even larger than that
of the stock (annex figure A.1.1 and figure 1.18).
Inward and outward FDI, both flows and stock,
in services grew in most countries (annex tables
A.l1.20 and A.1.21), as did the share of services
in overall FDI flows and stock (annex table
A.1.22 and A.1.23). The dynamic growth of FDI
in services, which is reshaping FDI, is examined
more closely in chapter I11.

D. Prospects: growth set
to resume

FDI flows are set to rebound in 2004 —
by how much was difficult to say as of July 2004.
A few large cross-border M& As may make all
the difference, and they are impossible to predict.
The recovery of the world economy and improved
corporate profits are the major drivers.
UNCTAD’'s survey results support this
expectation. Other forecasts (box 1.5) arrive at
asimilar conclusion. This convergence of views
lends credibility to the renewed optimism about
the recovery of FDI.

As examined in WIR03, FDI prospects
depend largely on the following three factors:

Macroeconomic factors. Global growth
forecasts for 2004 range between 3.5% and
4.2%.31 In the developing world, growth is
expected to exceed 5%, though regional
performance may vary.32 The revival of growth,
especially in the largest source countries, augurs
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well for FDI. Given the two-year lag observed
for flows to respond to a pick-up in growth
(WIRO03), the rebound in FDI is expected to
continue in 2005.

Microeconomic factors. Share prices rose
in 2003, and are expected to climb further in 2004
(World Bank 20044a). During the first four months
of 2004, the value of share trading in the world
increased by 60% over the corresponding period
in 2003; in the United States, the volume of
trading on the New York Stock Exchange rose
by 36%.33 Higher stock valuations boost the
value of cross-border M&As, even if their
number remains unchanged. Corporate profits,
a key driver of stock values, are also on the rise.
In 2003, corporate profitability increased
significantly in the main source countries. In
the United States, companies posted the strongest
quarterly profit growth since 1993 (United States,
Department of Commerce 2004a), with technology
and financial service companies posting
significant gains.34 Profit growth and liquidity
are expected to boost FDI flows in the near future
(I'F 2004). For example, Japanese plant and
equipment investment expenditures abroad are
expected to rise by 12.3% in all industries in
fiscal year 2004, compared with a decline of 3.5%
in fiscal year 2003, according to a survey of 757
firmsin May 2004 by Nikkei.3%

Institutional factors. Cross-border M&As
are increasing. The number of deals was slightly
higher in 2003 (4,562) than in 2002 (4,493 deals).
In the first half of 2004, 27 mega deals (with a
value of more than $1 billion) were concluded.36
Some TNCs from devel oping countries are active
as well. For example, Singapore investors
purchased Mayne Group, a health services
company, for $569 million; China Huaneng
Group purchased OzGen (Australia), an electrical
services company, for $227 million; and Jubilant
Organosys Ltd. (India) acquired Pharmaceutical
Services NV (Belgium), for $17 million. The total
value of cross-border M&As during the first six
months of 2004 was $150 billion, 3% higher than
that of the corresponding period in 2003.

On the other hand, privatization in many
developing countries is winding down. In Brazil,
for example, FDI in privatization all but ceased
in 2003. Even in countries that are still active
privatizers, the number of large projects is
declining. Bucking the declining trend, however,
is China, which now allows foreign investors to
buy majority stakes in previously barred

enterprises.37 Its privatization plans include
China Power, China Construction Bank, Air
China and Semiconductor Manufacturing
International .38 In several other countries,
privatization is at an early stage and may
accelerate (e.g. Kyrgyzstan, the Libyan Arab
Jamahiriya, Turkey, Viet Nam), but the amounts
involved are likely to be small.

Greenfield investment grew robustly in
2003, and continued to grow in 2004. Data for
the first four months of 2004 showed significant
growth compared with the same period in 2003,
with associated announced investment amounting
to $155 billion in some 3,500 FDI projects.39

Complementing these data are the results
of UNCTAD’s Global Investment Prospects
Assessment, meant to gauge future FDI trends.
It seeks to do this by undertaking and then
combining surveys of the largest TNCs, location
experts advising firms where to locate FDI
projects and investment promotion agencies
(IPASs) (box 1.6). The results of the first round
of these surveys, undertaken in early 2004,
support expectations of a recovery this year
(UNCTAD 2004 a, b, c).40

More than three-quarters of the
companies surveyed and almost four out of five
location experts expressed optimism for FDI
prospects over the next two years (figure 1.19).
TNCs, however, were less optimistic than
location experts as regards the strength of
recovery, with almost a fifth of the respondents
expecting no major change in FDI prospects over
the next year. There was no change expected as

Figure 1.19. Overall FDI prospects, 2004-2007, as

reported by TNCs, location experts and IPAs
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UNCTAD, www.unctad.org/fdiprospects.
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regards the preferred mode of investing abroad:
greenfield facilities were favoured in the
developing countries and M& As in the developed
world.

Both top TNCs and international location
experts also expected important inter- and intra-
regional differences (chapter Il examines each
region separately). TNCs forecast that FDI flows
will pick up, particularly in Asia and the Pacific
and in CEE. For the first of these two groups,
China emerged as the top destination for both
TNCs and location experts. For CEE both TNCs
and location experts ranked Poland highest. In
Africa, South Africa was the most attractive
country for both TNCs and international |ocation
experts. In Latin America and the Caribbean,
Brazil was placed on the top list by TNCs and
Mexico by location experts. In the developed
world, the United States led for both TNCs and
location experts.

Location experts indicated that the
rebound in FDI would be geared more towards
services, especially transport, banking and
insurance and management (figure 1.20). Selected
manufacturing industries also did well, especially
food and beverages, motor vehicles and electrical
and electronic products. Concerning the
relocation of corporate functions abroad, |ocation
experts expect this will occur mainly in
production, logistics and support services, and
R& D, while TNCs expect production, distribution
and sales, and logistics and support services to
relocate (figure 1.21).

Figure 1.21. Corporate functions expected to be relocated,
2004-2005, as reported by TNCs and location experts

(Per cent of respondents)

Figure 1.20. FDI prospects by industry,

2004-2005, as reported by location experts

(Per cent of respondents)
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The survey of IPAs indicates that they
more than share the optimism of TNCs and
international location experts. More importantly,
they expect to step up efforts to lure FDI by
focusing on investor targeting (figure 1.22) —
presumably especially of investorsin the United
States, Germany, the United Kingdom and France,
followed by China and Japan, as
these are viewed as the most
important sources of FDI. IPAs
are prepared to support their
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headquarters
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B TNCs
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Production  Distribution/
sales
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services

efforts through the greater use of
incentives. In fact, nearly half of
the respondents were prepared to
introduce additional incentives
or further liberalize their
countries’ FDI regimes. The
findings of UNCTAD's IPA
survey support the view that
intense competition for FDI no
longer takes place only during an
FDI recession; rather it has
become embedded in IPA
strategy, even when investment
is expected to pick up.

Source:  UNCTAD, www.unctad.org/fdiprospects.
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These various data sets combine to
present an optimistic picture for 2004 and,

Figure 1.22. Policy responses, 2004-2005,

as reported by IPAs

indeed, 2005. But prospects are uneven across (Per cent)
geographic regions — extending the mixed picture
that prevailed in 2003. 100
90 84
5 iy
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gg 44 46 47
Box I.5. FDI prospects: reports paint a 40
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* InApril 2004, the Institute for International Source:  UNCTAD, www.unctad.org/fdiprospects.

Finance forecast an increase in FDI flows in
29 emerging-market economies, to an
estimated $113.8 billion in 2004 from $94.9
billion in 2003 (I11F 2004).

* According to the April 2004 issue of the
International Monetary Fund’'s World
Economic Outlook (IMF 2004), FDI flows to
emerging-market economies are expected to
increase to $134 billion in 2004 from $128.2
billion in 2003. For 2005, the Fund predicts
another increase to $141 billion.

e The World Bank, in its Global Development
Finance 2004 (World Bank 2004a), projected
FDI flows to developing countries in 2004 of
$152 bhillion, compared with $135 billion in
2003. For 2005, the Bank projects these flows
to reach $165 billion.

e The 7th Annual Global CEO Survey, carried
out by PricewaterhouseCoopers in the fourth
quarter of 2003, found that chief executive
officers (CEOs) worldwide are optimistic
about their companies growth potential; more
than 80% of the nearly 1,400 CEOs surveyed
were confident about revenue growth over the
next 12 months, as well as over the next three
years (PricewaterhouseCoopers 2004a).

* The world survey of business sentiment by
the International Chamber of Commerce and
the IFO Research Institute found global
economic confidence at aten-year high; the
overall economic climate indicator of the joint
ICC/IFO poll, conducted in January 2004, hit
7.3 out of a possible 9. More than 1,100
experts from 92 countries took part in this
survey (ICC and IFO Research Institute 2004).

e Drawing on the results of a survey of 527
senior executives worldwide, the Economist
Intelligence Unit (EIU) found much greater
business confidence at the outset of 2004 than
ayear ago (EIU 2004).

/...

Box 1.5. FDI prospects: reports paint a

rosy picture (concluded)

* PricewaterhouseCoopers’ latest quarterly

Manufacturing Barometer (first quarter 2004)
surveyed senior executives from large
manufacturing TNCs about their future
business prospects (PricewaterhouseCoopers
2004b). Of the executives surveyed, 79%
were optimistic about the United States
economy’s prospects over the next 12 months,
and 65% were optimistic about prospects for
the world economy. In addition, 82% expected
positive revenue growth in 2005.

Business sentiment among Japanese TNC
executives regarding 12 East Asian countries
improved in April 2004 over the previous
month, according to an April survey published
by the Japan External Trade Organization, but
the overall outlook over the next 2-3 months
remained roughly unchanged. Business
sentiment has improved in Thailand, Singapore
and Indonesia, as well asin North Asia and
China (JETRO 2004).

The Japan Bank for International Cooperation
(JBIC) published the report of a survey carried
out in the second half of 2003, of 578 Japanese
manufacturing TNCs (JBIC 2004). Three-
fourths (78%) of the respondents indicated
they would strengthen and expand their
overseas operations in the medium term, while
21% said they would maintain their current
level. Only 0.2% of the surveyed companies
said they would withdraw from overseas
business operations. These findings represent
an improvement over those of the previous
survey.

Source:  UNCTAD.
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Box |.6. Global Investment Prospects Assessment by UNCTAD

UNCTAD’s Global Investment Prospects
Assessment project analyses expected future
patterns of FDI flows at the global, regional,
national and industry levels as seen from the
perspectives of global investors, host countries
and international FDI experts. It also analyses
evolving trends in the strategies of TNCs as well
as FDI policies.

UNCTAD bases its assessments on the
findings of three large-scale surveys:

* A worldwide survey of the largest TNCs with
headquarters in developed and developing
countries and in Central and Eastern Europe
regarding their strategies and investment plans
in the industries that they are operating.

e A worldwide survey of international FDI
experts who typically assist TNCs in their

Source:  UNCTAD.

overseas location decisions regarding their
observations on future trends in FDI flows and
policies.

* A worldwide survey of national 1PAs regarding
their perception of FDI prospects for and
investment policies and promotion strategies
of their respective countries and regions.

The surveys complement each other and
allow for direct comparison of the results
obtained.

The surveys involved 335 of the largest
TNCs (ranked by size of their foreign assets)
from developed, developing and transition
economies (for a response rate of 24%), 87
international location experts interviewed and
158 |PAs (for a response rate of 63%).
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Notes

Growth rates of FDI inflows and outflows do not
necessarily move in parallel. Thisis because inflows
and outflows do not balance, even though they should
do so in principle. This imbalance is due to various
reasons, including different methods of data collection
between host and home countries, different data
coverage of FDI flows (i.e. treatment of reinvested
earnings), and different times used for recording FDI
transactions. Growth rates of these two flows moved
in opposite directions also in 1974, 1980, 1981, 1983
and 1985.

The World Bank reported a decline of 9% in FDI
inflows to developing countries in 2003 (World Bank
2004). This discrepancy is partly due to differences
in coverage, as the World Bank’s classification of
developing economies includes Central and Eastern
Europe (CEE), but excludes, among others, Hong Kong
(China), Singapore and Taiwan Province of China.
These are the Czech Republic, Estonia, Hungary,
Latvia, Lithuania, Poland, Slovenia and Slovakia, which
acceded to the EU in 2004. Cyprus and Malta are the
other two accession countries.

The correlation coefficient between the share of FDI
inflows in GDP and the share of gross fixed capital
formation in GDP during the period 1990-2003 was
0.11 for the world, 0.66 for developed countries, -0.62
for developing countries and -0.64 for CEE. For LDCs,
these two types of investment are positively correlated
(0.67).

“Report of the International Conference of Financing
for Development”, Monterrey, Mexico, 18-22 March
2002, United Nations document, A/CONF.198/11.
Based on 49 marketsin 47 countries, the value of stocks
traded rose by 13% in 2003, but it was still 40% lower

10

11
12

13

14
15

than the peak level of 2000 (World Federation of
Exchanges: www.world-exchanges.org).

Many large firms reported higher profitsin 2003. For
example, Japanese firms listed in stock markets
registered record profits in 2003. Profits also rose by
18%, on average, for United States companies (United
States, Department of Commerce 2004a). The market
capitalization of Asian firms rose more than twofold
in Thailand and by 50% in Hong Kong (China),
Malaysia and Singapore (World Federation of
Exchanges). However, the recovery in profits was
concentrated in selected firms in certain industries such
as electronics and I T-related companies.

For example, the debt-equity ratio for United States
non-farm, non-financial companies was 49% at the end
of 2003, lower than that in 2002, but still higher than
in the previous years (United States, Board of
Governors of the Federal Reserve System 2004).
Based on the OCO Consulting’s LOCOmonitor
database. Not all projects were implemented in that
year. This does not include M& As and privatization-
related FDI.

Data from UNCTAD cross-border M& A database
(www.unctad.org/fdistatistics).

Ibid.

Measured as the average of four ratios: FDI inflows
to gross fixed capital formation, inward FDI stock to
GDP, value added of foreign affiliates to GDP and
employment of foreign affiliates to total employment.
Deutsche Post World Net has majority-owned foreign
affiliates in as many as 99 countries.

Based on 42 TNCs surveyed.

In effect, the Index captures the influence of factors
other than market size on FDI flows, assuming, ceteris
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paribus, that size is the “baseline” for attracting
investment. These other factors are diverse, ranging
from the business climate, economic and political
stability, the presence of natural resources,
infrastructure, skills and technologies, to opportunities
for participating in privatization or the effectiveness
of FDI promotion.

A correlation of the changes in rank over these five
periods with the previous eight periods (1988-1990
to 1996-1998) turns out to be negative and significant
(-0.29).

The methodology for building the index is the same
as in WIR02. It is an unweighted average of the
following 12 variables, as measured on a score of 0-
1: GDP per capita, the rate of growth of GDP, the share
of exportsin GDP, telecom infrastructure (the average
of telephone lines per 1,000 inhabitants and mobile
phones per 1,000 inhabitants), commercial energy use
per capita, share of R& D expenditures in gross national
income, the share of tertiary students in the population,
country risk, exports of natural resources as a
percentage of the world total, imports of parts and
components of electronics and automobiles as a
percentage of the world total, exports in services as
a percentage of the world total and inward FDI stock
as a percentage of the world total (annex table A.1.6).
It is assumed that roundtripping and indirect FDI
account for 25-40% of FDI from Hong Kong (China)
(box 1.4).

For an analysis of the economic benefits of outward
FDI for home developing countries, and policies
pursued by them, see WIR95.

The FDI outflow data for the latter half of the 1990s
and early 2000s are distorted because of exceptional
transactions related to the unbundling of cross-share
holdings or the de-listing of two firms in the United
Kingdom and South Africa (WIR02).

The decline registered in 2001-2002 was largely due
to the shift of De Beers' headquarters from South Africa
to the United Kingdom.

Thisisthe case, for instance, of Chinese TV producers
such as Konka Electronics, Skyworth and Changhong
Electronic Groups, and household appliance
manufacturers like Haier and Guangdong Midea Group.
Huawei Technologies and ZTE Corporation have done
this in Sweden, Guangdong Glanz Group in Seattle,
Konka (an electronics company) in Silicon Valley in
the United States, Haier in Germany (and in a design
centre in Boston, United States), and Kelon in a design
centre in Japan.

Financial Times, 25 May 2004.

Fiscal year covers April of the current year to March
of the following year.

Thistrend is continuing in 2004. For example, Infosys
Technologies Ltd announced in 2004 that it would
establish a new affiliate in the United States (Infosys
Consulting) to expand consulting businesses.
Daksh eServices, India’s largest business-process
outsourcing company, which was acquired by IBM in
2004, had established a facility in the Philippines;
MsourcE established a Spanish language centre in
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Tijuana, Mexico, in 2003; and Hinduja TMT Ltd
acquired a controlling interest in ¢3, acall centrein
the Philippines, in 2003.

In 2003, Hindalco acquired two copper mines in
Australia. The Oil and Natural Gas Commission
(ONGC) Ltd, a State-owned company, bought a 25%
stake in a Sudan oil field from Talisman Energy
(Canada) for $720 million.

It was conducted for the first time in 2001 to obtain
reliable information on the value and the forms of stock
of Brazilian capital abroad. For further information,
see Brazil, Central Bank of Brazil 2004.
Manufacturing employment worldwide fell by 11%
during the period 1995-2002. This trend was not
confined to developed countries only. In China, for
example, manufacturing employment fell from 98
million in 1995 to 83 million in 2002. Estimates by
Alliance Capital Management, as cited in “ Study
undermines charge Chinais stealing U.S. factory jobs”,
Philadel phia Enquirer, 22 October 2003.

Forecasts by the IMF (2004) expect the world economy
to grow by 4.6% in 2004, while the Economist
Intelligence Unit (2004) expects it to grow by 4.2%,
after expanding by an estimated 3.5% in 2003.
UNDESA and UNCTAD (2004) forecast world growth
at 3.5% in 2004. For further discussion on growth
prospects, see UNCTAD 2004;.

The IMF forecasts growth in developing countries to
rise to 6%. The Institute of International Finance
(2004) expects growth in emerging markets to be 5.3%
for 2004, up from an estimated 4.6% in 2003. The
Economic Commission for Latin America and the
Caribbean (2003a) forecasts the region’s economy to
grow by 3.5% in 2004, having grown by an estimated
1.5% in 2003. The Economic Commission for Africa
(2003) had forecast the region’s growth in 2004 to be
4.2%.

Data from the World Federation of Exchanges
(www.world-exchanges.org). Data for the world based
on 49 stock exchange markets in 47 countries.
Business Week, 9 February 2004.

Nihon Keizai Shimbun, 17 May 2004. The survey shows
that investment in the United States is expected to
decline by 4.1% (due to drastically reduced investment
in the non-manufacturing sector), and that in China
to increase by 22.5%.

The largest cross-border M&A deal concluded in the
first six months was the acquisition of John Hancock
Financial Services (United States) by Manulife
Financial Corp. (Canada) for $11 billion.
Washington Post, “China accelerates privatization,
continuing shift from doctrine”, 12 November 2003,
http://www.global policy.org/socecon/ffd/fdi/2003/
1112chinaprivatization.htm.

International Herald Tribune, “China Power readies
$1 billion share sale”, 14 January 2004, http://
www.iht.com/articles/124955.html.

Based on data from the OCO Consulting’'s
LOCOmonitor database.

For an integrated analysis of these three surveys, see
UNCTAD (forthcoming a).
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Annex to chapter |. How transnational are TNCs?

The transnationality of TNCs can be
considered from a number of perspectives: their
operations, stakeholders and the spatial
organization of management. From each
perspective, various dimensions can be
considered:

e From the operations perspective, key
dimensions include the intensity or relative
importance of a TNC'’s foreign operations,
as measured by various variables: the
geographical spread of its operations, the
modalities of foreign operations and the
degree of integration of the production
process across locations.

e  From the stakeholders’ perspective, key
dimensions include the composition of
managers or board members, the nationality
composition of shareholders by nationality,
the international mobility and international
experience of managers and the composition
of the labour force by nationality.

e From the perspective of the spatial
organization of management, Kkey
dimensions include: the extent and spread
of the location of regional headquartersin
host countries and the legal nationality(ies)
of aTNC.

Given the range of perspectives and
dimensions that can be considered for each, the
degree of transnationality of a TNC cannot be
fully captured by a single synthetic measure —
it requires a variety of indicators. Some of these
can be expressed as indices calculated or
estimated on the basis of empirical data; others
may consist of empirical data not expressed as
indices; and still others may be expressed in
qualitative rather than quantitative form.

UNCTAD’s Transnationality Index (TNI)
measures the degree of transnationalization of
the top TNCs worldwide (box 1.1; annex table
A.1.3) and the top TNCs in the developing
countries (box 1.3; box table 1.3.1) and CEE
(annex table A.1l1.2) from an operations
perspective. It uses three variables (sales, assets,
employment) to measure the intensity of foreign,
relative to total, operations. Some aspects of the
transnationalization of the top TNCs according
to the TNI are highlighted in box 1.1.

One aspect of transnationality from the
operations perspective not included in
UNCTAD’s TNI is the intensity of foreign
operations according to the number of foreign
affiliates. The “internationalization index” —
the ratio of the number of foreign to the total
number of affiliates — shows that, on average,
some two-thirds of the affiliates of the top 100
TNCs are located abroad (annex table A.1.4). The
information on foreign affiliates by TNCs' home
country and industry shows that the
internationalization index (like the TNI) is
highest for top TNCs from small countries
(Belgium, Finland, Ireland, Switzerland) and for
machinery and equipment, construction and
building materials, and chemicals and
pharmaceuticals industries (annex tables A.l.24
and A.l1.25). The TNI as well as the
internationalization index give an idea of the
degree of embeddedness and interests of a
company in the home country versus abroad. The
level and pattern of trade can also be affected
by the intensity of foreign operations, i.e. by the
share of business activities abroad.

Another aspect of transnationality from
the operations perspective is the extent of
geographic spread of a company’s operations and
interests — whether spread over several countries
or concentrated in one or two. This concept of
transnationality has several aspects: the spread
of operations across many countries affects the
strategic stance of a company; it also affects its
ability to develop and spread knowledge and
innovation, as well as its strategies concerning
labour or governments. The indicators used for
this concept are: the number of foreign countries
in which the TNC has affiliates and the (closely
related) network spread index (NSI), both
reported in annex tablesA.l.4, A. 1.24 and A. 1.25,
along with values for the internationalization
index. The notes to table A.l.4 explain how the
NSI is calculated. On average, the top TNCs have
affiliates in 35 foreign countries and a NSI of
almost 18%. These indicators of the spread of
TNCs' operations have the limitation that they
are derived using the number of affiliates, and
cannot be complemented, as in the case of the
internationalization index, by an indicator similar
to the TNI, which takes the value or magnitude
of activities in each country into account, because
no reliable data exist on the latter.



38

World Investment Report 2004: The Shift Towards Services

A subsidiary perspective refers to
regionality. It may be relevant to ask whether
the operations and interests of a firm are
concentrated in aregion or equally spread among
several regions. Annex tables A.1.26-A.1.27 give
insights into the regional dimension of
transnationality in terms of the number of foreign
countries in which a TNC has affiliates. The
breakdown by home country and by industry of
TNCs (annex tables A.1.26 and A.1.27) shows that
the EU is a favourite region for the location of
foreign affiliates of the top TNCs from most
countries. Top TNCs from Japan, however, spread
their affiliates largely in three regions: the EU,
North America and South-East Asia.

The indicators of intensity, as well as of
the spread of TNCs' operations concentrate on
the operations of foreign affiliates in which TNCs
have an equity interest, and therefore
underestimate the interest that companies have
via non-equity modes. For example, McDonald’s
is listed as operating in only 14 foreign countries,
having, therefore, a Network Spread Index of
7.18 (annex table A.1.4) — well below the average
for the entire top 100 TNCs (17.93). This is
because the information from which the data are
gathered does not include its franchising
activities. This shows that the modalities
perspective is also important. Does a company
operate abroad directly (via FDI) or through
alliances or trade or franchising (as in the case
of McDonald’ s)? Operations via different
modalities have implications for the host
countries and their firms, as well as for the
integration of production.

Information and communications
technologies are making a new modality of
operations possible: the electronic delivery of
final or intermediate products. This affects the
velocity of international operations, the
international division of labour and the
integration of the production process (letto-
Gillies 2002). The last point has implications for
another aspect of transnationality from an
operations perspective: the international
integration of production processes. Such
integration has, so far, been more common in
manufacturing than in services, but is also being
extended to the latter. It is not easy to develop
indicators of international integration; however,
intra-firm trade might be a good proxy, if and
when available.

In addition to assessing transnationality
from an operational perspective by indicators
such as those discussed above, one can also try
to do so from other perspectives, as also
mentioned above. For example, annex table
A.1.28 shows the regional composition of
directors from the boards of 42 of the top 100
TNCs, thereby providing an indicator based on
the stakeholders’ perspective. It shows that top
TNCs originating in Europe have a much higher
representation of non-home-country nationals
among their directors than do top TNCs from the
United States and Japan. The percentages are 33
for the EU, 47 for Switzerland, 18 for the United
States and 2 for Japan. Within the EU, the highest
percentage applies to TNCs from the United
Kingdom (52%).
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