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PREFACE

This year’s World Investment Report highlights the changing role of developing countries and
transition economies in global foreign direct investment and the international production system. It
examines their emergence as significant sources of foreign direct investment as well as the underlying
factors and broader implications.

The Report stresses that such outward investment offers an additional avenue for developing
countries to link up to global markets and production systems. If managed successfully, these investments
can help firms access markets, natural resources, foreign capital, technology or various intangible assets
that are essential to their competitiveness but that may not be readily available in their home countries.
Appropriate policies are needed to mitigate the risks and costs and seize the opportunities arising from
outward investment.

From a host-country perspective the rise of transnational corporations from developing and transition
economies expands the range of potential sources of finance, technology and management know-how.
This is of particular relevance to low-income countries. As shown in the Report, inflows of foreign
investment into many least developed countries come primarily from other developing countries. It
isimportant to consider how this form of South-South cooperation can be further strengthened to promote
mutual development gains.

Developed countries and their firms will face new competition for various resources and assets,
but they will also find new opportunities for economic collaboration. They will have to become accustomed
to many more transactions involving investors from developing and transition economies as they expand
internationally. In fact, the emergence of these new sources of investment has broader implications
for international economic relations as it reflects their growing clout in the world economy.

Finally, the emergence of transnational corporations from developing and transition economies
imparts greater momentum to South-South cooperation. New investment corridors are opening up between
Latin America, Africa and Asia as part of this dynamic activity, with positive prospects for advancing
development. To capitalize on this opportunity, policy-makers from home and host developing countries
need to gear themselves into action and, for this, they will require insightful knowledge and analysis.
This year’s World Investment Report is a step towards this goal.

e

Kofi A. Annan
New York, July 2006 Secretary-General of the United Nations
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OVERVIEW

ANOTHER YEAR OF FDI GROWTH

Foreign direct investment in 2005 grew
for the second consecutive year, and it
was a worldwide phenomenon.

Inflows of foreign direct investment (FDI)
were substantial in 2005. They rose by 29% — to
reach $916 billion — having already increased by
27% in 2004. Inward FDI grew in all the main
subregions, in some to unprecedented levels, and
in 126 out of the 200 economies covered by
UNCTAD. Nevertheless, world inflows remained
far below the 2000 peak of $1.4 trillion. Similar
to trends in the late 1990s, the recent upsurge in
FDI reflects a greater level of cross-border mergers
and acquisitions (M&As), especially among
developed countries. It also reflects higher growth
rates in some developed countries as well as strong
economic performance in many developing and
transition economies.

Inflows to developed countries in 2005
amounted to $542 billion, an increase of 37% over
2004, while to developing countries they rose to
the highest level ever recorded — $334 billion. In
percentage terms, the share of developed countries
increased somewhat, to 59% of global inward FDI.
The share of developing countries was 36% and
that of South-East Europe and the Commonwealth
of Independent States (CIS) was about 4%.

The United Kingdom saw its inward FDI
surge by $108 billion to reach a total of $165
billion, making it the largest recipient in 2005.
Despite a decline in the level of inward FDI, the
United States was the second largest recipient.
Among developing economies, the list of the largest
recipients compared with previous years remained
stable, with China and Hong Kong (China) at the
top, followed by Singapore, Mexico and Brazil.
Regionally, the 25-member European Union (EU)
was the favourite destination, with inflows of $422
billion, or almost half of the world total. South,
East and South-East Asia received $165 billion,
or about afifth of that total, with the East Asian
subregion accounting for about three quarters of
the regional share. North America came next with
$133 billion, and South and Central America
followed with $65 billion. West Asia experienced

the highest inward FDI growth rate, of 85%,
amounting to $34 billion. Africa received $31
billion, the largest ever FDI inflow to that region.

Global FDI outflows amounted to $779
billion (a different amount from that estimated for
FDI inflows due to differences in data reporting
and collecting methods of countries). Developed
countries remain the leading sources of such
outflows. In 2005, the Netherlands reported
outflows of $119 billion, followed by France and
the United Kingdom. However, there were
significant increases in outward investment by
devel oping economies, led by Hong Kong (China)
with $33 billion. Indeed, the role of developing
and transition economies as sources of FDI is
increasing. Negligible or small until the mid-1980s,
outflows from these economies totalled $133 billion
last year, corresponding to some 17% of the world
total. The implications of this trend are explored
in detail in Part Two of this Report.

It was spurred by cross-border M&As,
with increasing deals also undertaken by
collective investment funds.

Cross-border M&As, especially those
involving companies in developed countries, have
spurred the recent increases in FDI. The value of
cross-border M& As rose by 88% over 2004, to
$716 billion, and the number of deals rose by 20%,
to 6,134. These levels are close to those achieved
in the first year of the cross-border M&A boom
of 1999-2001. The recent surge in M&A activity
includes several major transactions, partly fuelled
by the recovery of stock markets in 2005. There
were 141 mega deals valued at more than $1 billion
— close to the peak of 2000, when 175 such deals
were observed. The value of mega deals was $454
billion in 2005 — more than twice the 2004 level
and accounting for 63% of the total value of global
cross-border M&As.

A new feature of the recent M& A boom is
increasing investment by collective investment
funds, mainly private equity and related funds. A
number of factors, including historically low
interest rates and increasing financial integration,
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have led private equity firms to undertake direct
investments abroad, which are estimated to have
reached $135 billion in 2005 and accounted for
19% of total cross-border M&As. Unlike other
kinds of FDI, private equity firms tend not to
undertake long-term investment, and exit their
positions with a time horizon of 5 to 10 years (or
an average of 5-6 years), long enough not to be
regarded as typical portfolio investors. Thus host
countries, and developing ones in particular, need
to be aware of this difference in time horizon. At
the same time, foreign ownership can bring market
access and new technologies, and private equity
investment can help host-country enterprises at a
critical juncture to move to a new phase of
development.

Most inflows went into services, but the
sharpest rise in FDI was in natural
resour ces.

Services gained the most from the surge of
FDI, particularly finance, telecommunications and
real estate. (Since data on the sectoral distribution
of FDI are limited, these observations are
extrapolated from data relating to cross-border
M&As, which accounted for a significant share of
inflows.) The predominance of servicesin cross-
border investments is not new. What is new is the
further and sharp decline in the share of
manufacturing (four percentage points lower in
cross-border M& A sales over the preceding year)
and the steep rise of FDI into the primary sector
(with a sixfold increase in cross-border M&A
sales), primarily the petroleum industry.

There has been a significant increase in
developing-country firms in the universe
of transnational corporations.

Transnational corporations (TNCs), most of
them privately owned, undertake FDI. However,
in some home countries (notably in the devel oping
world) and in some industries (especially those
related to natural resources) a number of major
State-owned enterprises are also increasingly
expanding abroad. According to estimates by
UNCTAD, the universe of TNCs now spans some
77,000 parent companies with over 770,000 foreign
affiliates. In 2005, these foreign affiliates generated
an estimated $4.5 trillion in value added, employed
some 62 million workers and exported goods and
services valued at more than $4 trillion.

The TNC universe continues to be dominated
by firms from the Triad — the EU, Japan and the

United States — home to 85 of the world’s top 100
TNCsin 2004. Five countries (France, Germany,
Japan, the United Kingdom and the United States)
accounted for 73 of the top 100 firms, while 53
were from the EU. Heading the list of the global
top 100 non-financial TNCs are General Electric,
Vodafone and Ford, which together account for
nearly 19% of the total assets of these 100
companies. The automobile industry dominates the
list, followed by pharmaceuticals and
telecommunications.

However, firms from other countries are
advancing internationally. Total sales of TNCs from
developing countries reached an estimated $1.9
trillion in 2005 and they employed some 6 million
workers. In 2004, there were five companies from
developing economies in the list of the top 100
TNCs, all with headquartersin Asia, three of them
State-owned. These five companies — Hutchison
Whampoa (Hong Kong, China), Petronas
(Malaysia), Singtel (Singapore) Samsung
Electronics (the Republic of Korea) and CITIC
Group (China) — topped the list of the largest 100
TNCs from developing countries. (Since 1995, the
World Investment Report has published a list of
the top 50 TNCs, but in this Report the list has been
expanded to cover 100 TNCs.) In 2004, 40 of the
firms were from Hong Kong (China) and Taiwan
Province of China, 14 from Singapore and 10 from
China. Altogether, 77 of the top 100 TNCs had their
headquarters in Asia; the remaining were equally
distributed between Africa and Latin America.

Liberalization continues, but some
protectionist tendencies are also emerging.

In terms of regulatory trends relating to
investment, the pattern observed in previous years
has persisted: the bulk of regulatory changes have
facilitated FDI. They have involved simplified
procedures, enhanced incentives, reduced taxes and
greater openness to foreign investors. However,
there have also been notable moves in the opposite
direction. In both the EU and the United States,
growing concerns have arisen over proposed
foreign acquisitions. In early 2006, the acquisition
by DP World (United Arab Emirates) of P& O
(United Kingdom), a shipping and port management
firm, along with that firm’s management of some
ports in the United States, led to United States
protests on the grounds of security. Similarly, in
Europe concerns were voiced over a bid by Mittal
Steel to acquire Arcelor, and broader European
opposition to the EU’s own directive relating to
the liberalization of services. Some notable
regulatory steps were also taken to protect
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economies from foreign competition or to increase
State influence in certain industries. The restrictive
moves were mainly related to FDI in strategic areas
such as petroleum and infrastructure. For example,
the Latin American oil and gas industry became
the focus of attention, particularly following the
Bolivian Government’s decision to nationalize that
industry in May 2006.

The web of international agreements of
relevance to FDI continued to expand. By the end
of 2005, the total number of bilateral investment
treaties (BITs) had reached 2,495, and double
taxation treaties (DTTs) 2,758, along with 232 other
international agreements containing investment
provisions. A number of developing countries are
actively involved in such rule-making, including
through more South-South cooperation. A notable
trend involves the conclusion of further free trade
agreements and various economic cooperation
arrangements dealing with investment. The universe
of international investment agreements (I1AS) is
becoming increasingly complex. The recent I1As
tend to deal with a broader set of issues, including
public concerns related, for example, to health,
safety or the environment. While such quantitative
and qualitative changes may contribute to creating
a more enabling international framework for
foreign investment, they also mean that
governments and firms have to deal with arapidly
evolving system of multilayered and multifaceted
set of rules. Keeping this framework coherent and
using it as an effective tool to further countries’
development objectives remain key challenges.

Africa attracted much higher levels of FDI.

In Africa, FDI inflows shot up from $17
billion in 2004 to an unprecedented $31 billion in
2005. Nonetheless, the region’s share in global FDI
continued to be low, at just over 3%. South Africa
was the leading recipient, with about 21% ($6.4
billion) of the region’s total inflows, mainly as a
result of the acquisition of ABSA (South Africa)
by Barclays Bank (United Kingdom). Egypt was
the second largest recipient, followed by Nigeria.
As in the past, with a few exceptions such as
Sudan, most of the region’s 34 least developed
countries (LDCs) attracted very little FDI. The
leading source countries remained the United States
and the United Kingdom, along with France and
Germany further behind. Most of the FDI was in
the form of greenfield investments.

FDI flows to Africain 2005 went mainly into
natural resources, especially oil, although services
(e.g. banking) also figured prominently. High

commodity prices and strong demand for petroleum
led to an increase in exploration activities in a
number of African countries, including Algeria,
Egypt, Equatorial Guinea, the Libyan Arab
Jamahiriya, Mauritania, Nigeria and Sudan. TNCs
from the United States and the EU continued to
dominate the industry, but a number of developing-
country TNCs, such as CNOOC from China,
Petronas from Malaysia and ONGC Videsh from
India, are increasingly expanding into Africa. Total
FDI into six African oil-producing countries —
Algeria, Chad, Egypt, Equatorial Guinea, Nigeria
and Sudan — amounted to $15 billion, representing
about 48% of inflows into the region in 2005.

Although outward FDI from Africa declined
in 2005, several African TNCs deepened their
internationalization, including through cross-border
M& As. For example, Orascom, acquired Wind
Telecommunicazioni of Italy through Weather
Investments of Egypt. Most of the FDI from South
Africa, the leading investor in Africa, went to
developing countries in 2005.

Manufacturing attracted less FDI than natural
resources and services. However, some sector-
specific developments are worth highlighting.
Automotive TNCs have set up export-oriented
production facilities in South Africa, generating
employment opportunities and export revenues.
Conversely, fragmented markets, poor
infrastructure and a lack of skilled workers,
coupled with the ending in 2005 of the quotas
established under the Multi-Fibre Arrangement
(MFA), contributed to some divestment in the
ready-made garments industry in countries like
Lesotho. These divestments suggest that
preferential market access (as provided by the
United States’ African Growth and Opportunities
Act and the EU’s Everything But Arms initiative)
is not in itself sufficient to attract and retain
manufacturing FDI in a globalizing environment.
If African countries are to become internationally
competitive, it is essential that they strengthen the
necessary linkages between their export sectors and
the rest of the economy by building and fostering
domestic capabilities in areas such as physical
infrastructure, production capacity and institutions
supportive of private investment.

There have been positive developmentsin
terms of regulatory regimes, and many African
countries have signed new bilateral agreements
related to investment and taxation. However,
attracting quality FDI — the kind that would
significantly increase employment, enhance skills
and boost the competitiveness of local enterprises
—remains a challenge. Africa’s industrial progress
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requires competitive production capacity, in
addition to better market access.

South, East and South-East Asia is still
the main magnet for inflows into
developing countries ...

FDI inflows into South, East and South-East
Asia reached $165 billion in 2005, corresponding
to 18% of world inflows. About two thirds went
to two economies: China ($72 billion) and Hong
Kong, China ($36 billion). The South-East Asian
subregion received $37 billion, led by Singapore
($20 billion) and followed by Indonesia ($5
billion), Malaysia and Thailand ($4 billion each).
Inflows to South Asia were much lower ($10
billion), though they grew significantly in several
countries, with the highest level ever for India of
$7 billion.

Over half of the inflows to the region came
from developing home economies, mostly within
the region. The figures for inward stock show
significant growth in the share of these sources
over the past decade, from about 44% in 1995 to
about 65% in 2004, with a corresponding decline
in the share of developed-country sources.

Manufacturing FDI has been increasingly
attracted to South, East and South-East Asia,
although specific locations have changed as
countries have moved up the value chain. The
sector continues to attract large inflows, especially
in the automotive, electronics, steel and
petrochemical industries. Viet Nam has become a
new location of choice, attracting new investment
by companies such as Intel, which is investing $300
million in the first semiconductor assembly plant
in that country. In China, investment in
manufacturing is moving into more advanced
technologies; for example, Airbus plans to set up
an assembly operation for its A320 aircraft. There
is, however, a shift towards services in the region,
in particular banking, telecommunications and real
estate.

Countries in South, East and South-East Asia
continue to open up their economies to inward FDI.
Significant steps in this direction were taken in
2005, particularly in services. For example, India
is now allowing single-brand retail FDI as well as
investment in construction, and China has lifted
geographic restrictions on operations of foreign
banks and travel agencies. A few measures were
also introduced to address concerns over Cross-
border M&As in countries such as the Republic
of Korea.

South, East and South-East Asiais also an
emerging source of FDI (among developing
countries), with outflows of $68 billion in 2005.
Although this implies a drop of 11% from 2004,
Chinese outflows increased and seem set to rise
further in the next few years. Many of the region’s
countries have accumulated large foreign reserves,
which may lead to more outward FDI. Among the
main recent FDI deals involving companies from
this region were Temasek’s (Singapore) purchase
of an 11.5% stake in Standard Chartered (United
Kingdom) in 2006, and CNPC’s (China) takeover
of Petrokazakhstan in 2005. China and India have
been energetically pursuing the acquisition of oil
assets, and have even cooperated on some bids.

... while West Asia received an
unprecedented level of inflows.

FDI inflows into the 14 economies of West
Asia soared by 85%, the highest rate in the
developing world in 2005, to reach atotal increase
of about $34 billion. High oil prices and
consequently strong GDP growth were among the
main factors that drove this increase. In addition,
the regulatory regime was further liberalized, with
an emphasis on privatization involving FDI notably
in services: for instance, power and water in
Bahrain, Jordan, Oman and the United Arab
Emirates, transport in Jordan, and
telecommunications in Jordan and Turkey.

The United Arab Emirates collectively
received inflows of $12 billion, to become the
largest recipient of FDI in West Asiain 2005. The
next largest was Turkey, primarily on account of
a few mega cross-border M& A sales in services.
FDI inflows in West Asia have gone mainly into
services, including real estate, tourism and financial
services. Much of the FDI in real estate has been
intraregional. There is also increasing FDI in
manufacturing, especially in refineries and
petrochemicals, in which Saudi Arabia alone
received some $2 billion in 2005. There is little
FDI in the primary sector, as most West Asian
countries do not permit it in upstream activities
in the energy industry.

West Asia is becoming a significant outward
direct investor. Traditionally, most of the region’s
petrodollars have gone into bank deposits and
portfolio purchases abroad, particularly in the
United States. Thisis changing in both form and
location. Unlike the previous periods of high oil
revenues, the present phase is witnhessing
substantial outward FDI in services, in developing
as well as developed countries. One motivation for
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this has been to forge stronger economic ties with
the emerging Asian giants, China and India, but
investment has also gone into Europe and Africa.
Deals such as the above-mentioned acquisition of
P& O by DP World, and the purchase of Celtel
International (Netherlands) by Kuwait’s Mobile
Telecommunications illustrate this trend. Notable
cases of South-South FDI include the purchase of
a 25% share by Saudi Aramco in a refinery in
Fujian, China, and a possible Saudi equity
partnership with India’'s ONGC in a refinery in
Andhra Pradesh, India.

Latin America and the Caribbean
continued to receive substantial FDI.

Latin America and the Caribbean saw inflows
of $104 billion, representing a small rise over 2004.
Excluding the offshore financial centres, inflows
increased by 12%, to reach $67 billion in 2005.
Economic growth and high commaodity prices were
contributory factors. The region registered
exceptional GDP growth rates in 2004-2005,
surpassing those of the world average for the first
timein 25 years. Strong demand for commodities
contributed to a noticeable improvement in the
regional trade balance. A significant proportion of
the FDI inflows consisted of reinvested earnings,
reflecting a marked increase in corporate profits.
Trends varied by country: while inflows decreased
in Brazil (- 17%), Chile (-7%) and Mexico (-3%),
they rose significantly in Uruguay (81%), more
than trebled in Colombia, almost doubled in
Venezuela, and increased by 65% and 61% in
Ecuador and Peru respectively.

Sectorally, the share of FDI in services in
total FDI flows continued to decline, from 40%
in 2004 to 35% in 2005 — a very low share
compared with other regions. Some TNCs
continued to withdraw from the region, in part due
to disputes with host governments in areas such
as public utilities (e.g. the withdrawal from
Argentina of Suez and EDF (both French firms)).
Manufacturing accounted for just over 40% of
inflows, including a relatively large number of
M&As, such as SABMiller’s takeover of breweries
in Colombia and Peru, Grupo Techint’s (Argentina)
purchase of the steel-maker Hylsamex (Mexico),
and Camargo Correa’s (Brazil) acquisition of the
cement-maker, Loma Negra (Argentina).

Even though a number of countries in the
region introduced more restrictive policies, FDI
in the primary sector grew significantly, attracting
nearly 25% of inflows. Despite introducing a
requirement on TNCs in the petroleum industry to

operate under new contracts Venezuela received
FDI inflows of $1 billion. In Colombia, petroleum-
related FDI soared to $1.2 billion, a 134% rise,
and in Ecuador it increased by 72% in the first half
of 2005. Investment in the mining industry also
expanded. In Colombia, for example, it grew by
nearly 60% to $2 billion, in Chile to $1.3 billion,
in Peru to $1 billion and in Argentina to $850
million.

Notwithstanding significant differences
accross countries, there appears to be a trend
towards greater State intervention in the region,
above all in the oil industry, and other natural
resources. As a result of the large windfall earnings
generated by the exploitation of natural resources
and high commodity prices, several governments
are introducing rules that are less favourable to
FDI than those established in the 1990s, when
commodity prices were at record lows. For
instance, oil and gas resources have been
nationalized in Bolivia; and the Government of
Venezuela took control of 32 oilfields previously
under private control, and created new State-owned
companies in sectors such as sugar processing,
retailing and communications. In addition, a
broader shift in policy is under way in some
countries, which aims at addressing income
inequalities attributed to previous policy regimes.

Regional cooperation in the area of
investment experienced several setbacksin 2005.
Negotiations on establishing a 34-country Free
Trade Agreement of the Americas stalled owing
to opposition by five countries (including Argentina
and Brazil); the free-trade talks between Ecuador
and the United States were suspended following
a takeover by the Government of Ecuador of
Occident Petroleum’s production infrastructure.

FDI outflows from Latin America and the
Caribbean increased by 19% to $33 billion in 2005,
with TNCs from the region acquiring assets mainly
in telecommunications and heavy industries. As
a significant share of these investments is within
Latin America and the Caribbean, it also contributes
to FDI inflows into the region.

FDI flows to South-East Europe and the
Commonwealth of Independent States
remained relatively high...

FDI flows to South-East Europe and the CIS
in 2005 remained at arelatively high level ($40
billion), increasing only slightly over the previous
year. Inflows were fairly concentrated: three
countries — the Russian Federation, Ukraine and
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Romania, in that order — accounted for close to
three quarters of the total. FDI outflows from the
region grew for a fourth consecutive year, reaching
$15 billion, with the Russian Federation alone
responsible for 87% of the total outflows. The
countries of the region have different policy
priorities related to inward and outward FDI,
reflecting their varying economic structures and
institutional environments. In natural-resource-
based economies, such as the Russian Federation,
Azerbaijan and Kazakhstan, most of the policy
issues concern management of the windfall
earnings from high international oil prices, and the
definition — or redefinition — of the role of the State.

...while there was an upturn in FDI to
developed countries.

FDI inflows into developed countries rose
by 37% to $542 billion, or 59% of the world total.
Of this, $422 billion went to the 25-member EU.
The United Kingdom — the largest single recipient
of global FDI — received $165 billion. The main
contributory factor was the merger of Shell
Transport and Trading (United Kingdom) with
Royal Dutch Petroleum (the Netherlands), a deal
valued at $74 billion. Other major FDI recipients,
that registered significant increases in their FDI
inflows included France ($64 billion), the
Netherlands ($44 billion) and Canada ($34 billion).
The 10 new EU members together attracted $34
billion, arise of 19% over 2004 and another new
record high. Inflows into the United States
amounted to $99 billion, a significant decline from
2004. Although well over 90% of all inflows into
developed countries originated from other
developed countries, several notable investments by
TNCs from developing countries also took place,
including Lenovo’s (China) takeover of IBM’s
personal computer division and the above-mentioned
purchase of Italian Wind Telecomunicazioni by
Orascom of Egypt through Weather Investments.

As aresult of the Shell merger mentioned
above, the Netherlands emerged as the leading
source of FDI in 2005, followed by France ($116
billion) and the United Kingdom ($101 billion).
Overall, however, outflows from developed
countries declined somewhat, from $686 billion
to $646 billion, mainly due to a fall in outflows
from the United States. The American Jobs Creation
Act of 2004 contributed to the decline, asit allowed
repatriated earnings of United States foreign
affiliates to be taxed at a lower rate than the normal
one, leading to a one-off fall in reinvested earnings.

FDI into developed countries increased in
all three sectors: primary, manufacturing and
services. In keeping with the global trend,
investment in natural resources increased
significantly. In manufacturing, some of the new
EU members (especially the Czech Republic,
Hungary, Poland and Slovakia) consolidated their
positions as preferred locations for automotive
production. Hyundai Motors, for instance,
announced plans to set up new plants in the Czech
Republic and in Slovakia. The new EU members
are likely to maintain their comparative advantages
(e.g. their average wage is 30% of the average wage
in the older EU countries) for some time, and their
automotive production is expected to double over
the next five years, to 3.2 million vehicles.

In 2005, there were intense political
discussions on various aspects of FDI, and
especially cross-border M&As, in developed
countries. On the one hand, some countries,
particularly the 10 new EU member States, continue
to privatize, reduce corporate income taxes and
provide new incentives to attract more FDI. On the
other hand, various concerns have been raised in
a number of countries following the increased
M& A activity. National security concerns, for
example, led to a blocking of the purchase of
Unocal (United States) by CNOOC (China); the
Governments of Spain and France tried to prevent
the buyouts of Endesa and Suez, respectively, by
companies from other EU countries, and steps were
taken to protect national champions. Japan has
postponed the approval of cross-border M&As
through share swaps and adopted some restrictions
in the retail industry for instance.

Overall, FDI should continue to grow in
the short term.

World FDI inflows are expected to increase
further in 2006. This prospect is based on continued
economic growth, increased corporate profits —
with a consequent increase in stock prices that
would boost the value of cross-border M&As — and
policy liberalization. In the first half of 2006, cross-
border M& As rose 39% compared to the same
period in 2005. However, there are factors that may
dampen further FDI growth. These include the
continuing high oil prices, rising interest rates and
increased inflationary pressures, which may restrain
economic growth in most regions. Also, various
economic imbalances in the global economy as well
as geopolitical tensions in some parts of the world
are adding to the uncertainty.
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FDI FROM DEVELOPING AND
TRANSITION ECONOMIES

Developing and transition economies
have emerged as significant outward
investors...

Although devel oped-country TNCs account
for the bulk of global FDI, an examination of
different data sources shows a growing and
significant international presence of firms — both
private and State-owned — from developing and
transition economies. Their outward expansion
through FDI provides development opportunities
for the home economies concerned. However, it
is eliciting mixed reactions from recipient countries
in different parts of the world. Some welcome the
increased FDI from these economies as a new
source of capital and knowledge; for othersit also
represents new competition.

A small number of source economies are
responsible for alarge share of these FDI outflows,
but companies from more and more countries see
the need to explore investment opportunities abroad
to defend or build a competitive position. FDI from
developing and transition economies reached $133
billion in 2005, representing about 17% of world
outward flows. Excluding FDI from offshore
financial centres, the total outflow was $120 billion
— the highest level ever recorded. The value of the
stock of FDI from developing and transition
economies was estimated at $1.4 trillion in 2005,
or 13% of the world total. As recently as 1990, only
six developing and transition economies reported
outward FDI stocks of more than $5 billion; by
2005, that threshold had been exceeded by 25
developing and transition economies.

Data on cross-border M&As, greenfield
investments and expansion projects as well as
statistics related to the number of parent companies
based outside the developed world confirm the
growing significance of TNCs from developing and
transition economies. Between 1987 and 2005, their
share of global cross-border M& As rose from 4%
to 13% in value terms, and from 5% to 17% in
terms of the number of deals concluded. Their share
of all recorded greenfield and expansion projects
exceeded 15% in 2005, and the total number of
parent companies in Brazil, China, Hong Kong
(China), India and the Republic of Korea has
multiplied, from less than 3,000 to more than
13,000 over the past decade.

Sectorally, the bulk of FDI from developing
and transition economies has been in tertiary
activities, notably in business, financial and trade-
related services. However, significant FDI has also
been reported in manufacturing (e.g. electronics)
and, more recently, in the primary sector (oil
exploration and mining). Data on cross-border
M&As confirm the dominance of services, which
constituted 63%, by value, of M& As undertaken
by companies based in developing and transition
economies in 2005. By industry, the highest shares
that year were recorded for transport, storage and
communications, mining, financial services, and
food and beverages.

The geographical composition of FDI from
developing and transition economies has changed
over time, the most notable long-term development
being the steady growth of developing Asia as a
source of FDI. Its share in the total stock of FDI
from developing and transition economies stood
at 23% in 1980, rising to 46% by 1990 and to 62%
in 2005. Conversely, the share of Latin America
and the Caribbean in outward FDI fell from 67%
in 1980 to 25% in 2005. The top five home
economies accounted for two thirds of the stock
of FDI from developing and transition economies,
and the top 10 for 83%. In 2005, the largest
outward FDI stock among developing and transition
economies was in Hong Kong (China), the British
Virgin Islands, the Russian Federation, Singapore
and Taiwan Province of China.

A sizeable share of FDI originates from
offshore financial centres. The British Virgin
Islands is by far the largest such source, with an
outward FDI stock in 2005 estimated at almost
$123 billion. From a statistical point of view, trans-
shipping FDI via offshore financial centres makes
it difficult to estimate the real size of outward FDI
from specific economies and by specific companies.
In some years, flows from these centres have been
particularly large. However, since 2000, their
outward FDI has declined considerably and now
amounts to around one tenth of the total flows of
FDI from developing and transition economies.

According to UNCTAD’s Outward FDI
Performance Index, which compares an economy’s
share of world outward FDI against its share of
world GDP, FDI from Hong Kong (China) was 10
times larger than would be expected, given its share
of world GDP. Other developing economies with
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comparatively high outflows included Bahrain,
Malaysia, Panama, Singapore and Taiwan Province
of China. Meanwhile, many countries with
relatively large outward FDI in absolute terms, such
as Brazil, China, India and Mexico, are at the
opposite end of the spectrum, suggesting
considerable potential for future expansion of FDI.

...generating considerable South-South
investment flows.

The emergence of these new sources of FDI
may be of particular relevance to low-income host
countries. TNCs from developing and transition
economies have become important investors in
many LDCs. Developing countries with the highest
dependence on FDI from developing and transition
economies include China, Kyrgyzstan, Paraguay
and Thailand, and LDCs such as Bangladesh,
Ethiopia, the Lao People’s Democratic Republic,
Myanmar and the United Republic of Tanzania.
Indeed, FDI from developing countries accounts
for well over 40% of the total inward FDI of a
number of LDCs. For example, in Africa, South
Africais a particularly important source of FDI;
it accounts for more than 50% of all FDI inflows
into Botswana, the Democratic Republic of the
Congo, Lesotho, Malawi and Swaziland. Moreover,
the level of FDI from developing and transition
economies to many LDCs may well be understated
in official FDI data, as a significant proportion of
such investment goes to their informal sector,
which is not included in government statistics.

UNCTAD estimates show that South-South
FDI has expanded particularly fast over the past
15 years. Total outflows from developing and
transition economies (excluding offshore financial
centres) increased from about $4 billion in 1985
to $61 billion in 2004; most of these were destined
for other developing or transition economies. In
fact, FDI among these economies increased from
$2 billion in 1985 to $60 billion in 2004. As FDI
of transition economies account for a very small
proportion of these transactions, this estimate can also
be used as a proxy for the size of South-South FDI.

The bulk of South-South FDI (excluding
offshore financial centres) isintraregional in nature.
In fact, during the period 2002-2004, average
annual intra-Asian flows amounted to an estimated
$48 billion. The next largest stream of FDI within
the group of developing countries was within Latin
America, mainly driven by investors in Argentina,
Brazil and Mexico. Intraregional flows within
Africawere an estimated $2 billion reflecting, in
particular, South African FDI to the rest of the
continent. Interregional South-South FDI has gone

primarily from Asia to Africa, while the second
largest has been from Latin America to Asia.
Perhaps somewhat surprisingly, total flows from
Asia to the Latin American region were modest
during the period 2002-2004, and those between
Latin America and Africa were negligible.

New global and regional players are
emerging, especially from Asia...

The diversity of the home economies now
emerging as significant sources of FDI precludes
any far-reaching generalizations of the
characteristics of TNCs from developing and
transition economies, but it is possible to identify
certain salient features. Although most of their
TNCs are relatively small, a number of large ones
with global ambitions have also appeared on the
scene. They tend to be involved in particular
industries, with notable variations between different
home economies and regions. Compared with their
developed-country counterparts, a relatively high
degree of State ownership can be observed among
the largest TNCs from developing and transition
economies. However, these stylized observations
should be interpreted with care, as there are
important differences between regions and
countries, as well as between individual companies.

Although more economies are emerging as
FDI sources, there is still a relatively high
concentration of countries from which the major
TNCs originate: from South Africain Africa, from
Mexico and Brazil in Latin America, and from the
Russian Federation in the CIS. There is less
concentration in Asia, where the four newly
industrializing economies, along with China, India,
Malaysia and Thailand, are home countries for a
growing number of companies that have expanded
abroad. At the same time, a number of smaller
TNCs from a wider range of developing countries
are also increasing their foreign activities, mostly
at the regional level. There are also an increasing
number of large TNCs from developing and
transition economies that feature in lists of the
largest companies in the world. For example,
around 1990, there were only 19 companies from
developing and transition economies listed in the
Fortune 500; by 2005, the number had risen to 47.

In terms of industrial distribution a few
industries are better represented than others, but
with important regional variations. Some TNCs
from developing and transition economies have
risen to leading global positions in industries such
as automotives, chemicals, electronics, petroleum
refining and steel, and in services such as banking,
shipping, information technology (IT) services and



OVERVIEW XXV

construction. In some specific industries, such as
container shipping and petroleum refining,
developing-economy TNCs have a particularly
strong presence.

In all developing regions and in the Russian
Federation, major TNCs have emerged in the
primary sector (oil, gas, mining) and resource-based
manufacturing (metals, steel). Some of them are
now competing head-on with their devel oped-
country rivals. Examples include Sasol (South
Africa) in Africa; CVRD (Brazil), ENAP (Chile),
Petrobras (Brazil) and Petroleos de Venezuela
(Venezuela) in Latin America; Baosteel, CNPC and
CNOOC (China), Petronas (Malaysia), Posco
(Republic of Korea) and PTTEP (Thailand) in Asiga;
and Gazprom and Lukoil (Russian Federation).

Another cluster of activities involving many
devel oping-economy TNCs are financial services,
infrastructure services (electricity,
telecommunications and transportation) and goods
that are relatively difficult to export (cement, food
and beverages). Because of their non-tradable
nature, these economic activities typically require
FDI if acompany wishes to serve aforeign market.
With a few exceptions (such as Cemex and the
former South African companies, Old Mutual and
SABMiller), however, most of the developing-
country TNCs in these areas are mainly regional
players, with limited (if any) activities in other
parts of the world.

A third cluster of activities consists of those
that are the most exposed to global competition,
such as automotives, electronics (including semi-
conductors and telecommunications equipment),
garments and IT services. Almost all the major
TNCs from developing or transition economiesin
these industries are based in Asia. Electronics
companies such as Acer (Taiwan Province of
China), Huawei (China) and Samsung Electronics
(Republic of Korea), the automobile firms, Hyundai
Motor and Kia Motor (Republic of Korea), or
smaller TNCsin the IT services industry, such as
Infosys or Wipro Technologies (India), are already
among the leaders in their respective industries.

In all regions studied, intraregional FDI plays
a key role in TNC-controlled international
networks. Thisis especially truein Latin America
and the CIS, but also to a large extent in Africa
and Asia. The subregion of East and South-East
Asia has the largest number of TNCs with global
aspirations. Of the top 100 developing-country
TNCs in 2004, as many as 77 were based in this
subregion. Five of them are also among the top 100
global TNCs: Hutchison Whampoa (Hong Kong,
China), Petronas (Malaysia), Singtel (Singapore),

Samsung Electronics (Republic of Korea) and
CITIC Group (China).

...as developing-country TNCs respond
to the threats and opportunities arising
from globalization with their own
distinctive competitive advantages.

The increase in the number and diversity of
developing-country TNCs over the past decade is
largely due to the continuing impact of
globalization on developing countries and their
economies. The dynamics are complex, but within
them the combination of competition and
opportunity — interwoven with liberalization
policies across developing and devel oped regions
— is particularly important. As developing
economies become more open to international
competition, their firms are increasingly forced to
compete with TNCs from other countries, both
domestically and in foreign markets, and FDI can
be an important component of their strategies. This
competition, in turn can impel them to improve their
operations and it encourages the development of
firm-specific competitive advantages, resulting in
enhanced capabilities to compete in foreign markets.

Firms may respond directly to international
competition or opportunities by utilizing their
existing competitive advantages to establish
affiliates abroad. This type of TNC strategy is
referred to as “asset exploiting” . Firms can also
opt for an “asset augmenting” strategy in order
to improve their competitiveness by exploiting their
limited competitive advantages to acquire created
assets such as technology, brands, distribution
networks, R& D expertise and facilities, and managerial
competences that may not be available in the home
economy. They may even combine both strategies.

While developed-country TNCs are most
likely to utilize firm-specific advantages based on
ownership of assets, such as technologies, brands
and other intellectual property, evidence shows that
developing-country TNCs rely more on other firm-
specific advantages, derived from production
process capabilities, networks and relationships,
and organizational structure. There are, however,
significant variations by country, sector and
industry. For example, TNCs in the secondary
sector as a whole are most likely to possess and
utilize advantages in both production process
capabilities and ownership of assets (in that order),
with less reliance on advantages grounded in
networks and relationships, and organizations. In
contrast, for TNCs in the primary sector, production
process advantages are preponderant, while in the
tertiary sector, networks and relationships represent
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the main advantage. There is some tendency to
convergence with developed-country TNCs, mostly
as economies become more developed (e.g. the
advantages of TNCs from the Republic of Korea
lie increasingly in their ownership of key
technologies), but for the present a large diversity
of advantages underlies the internationalization of
developing-country TNCs.

Many of these TNCs also enjoy non-firm-
specific competitive advantages: for example, those
deriving from access to natural resources or
reservoirs of knowledge and expertise in their home
countries. These locational advantages might be
available to all firms based in an economy, but a
number of developing-country TNCs are adept at
combining various sources of advantage (including
firm-specific ones) into a strong competitive edge.

Many of the developing and transition
economies that are home to large TNCs and are
investing significant amounts of FDI overseas —
such as Brazil, China, India, the Russian
Federation, South Africa and Turkey — are doing
so much earlier (and to a greater degree) than
would be expected on the basis of theory or past
experience. This intensification of FDI by these
countries can be traced to around the early 1990s.
The likely reason for this shift lies in the impact
of globalization on countries and companies,
especially through increased international
competition and opportunities.

Their outward expansion is driven by
various factors ...

Four key types of push and pull factors, and
two associated developments help explain the drive
for internationalization by developing-country TNCs.

First, market-related factors appear to be
strong forces that push developing-country TNCs
out of their home countries or pull them into host
countries. In the case of Indian TNCs, the need to
pursue customers for niche products — for example,
in IT services — and the lack of international
linkages are key drivers of internationalization.
Chinese TNCs, like their Latin American
counterparts, are particularly concerned about
bypassing trade barriers. Overdependence on the
home market is also an issue for TNCs, and there
are many examples of developing-country firms
expanding into other countries in order to reduce
this type of risk.

Secondly, rising costs of production in the
home economy — especially labour costs — are a
particular concern for TNCs from East and South-
East Asian countries such as Malaysia, the Republic

of Korea and Singapore, as well as Mauritius
(which has labour-intensive, export-orientated
industries, such as garments). Crises or constraints
in the home economy, for example where they lead
to inflationary pressures, were important drivers
in countries such as Chile and Turkey during the
1990s. However, interestingly, costs are less of an
issue for China and India — two growing sources
of FDI from the developing world. Clearly, thisis
because both are very large countries with considerable
reserves of labour, both skilled and unskilled.

Thirdly, competitive pressures on
developing-country firms are pushing them to
expand overseas. These pressures include
competition from low-cost producers, particularly
from efficient East and South-East Asian
manufacturers. Indian TNCs, for the present, are
relatively immune to this pressure, perhaps because
of their higher specialization in services and the
availability of abundant low-cost labour. For them,
competition from foreign and domestic companies
based in the home economy is a more important
impetus to internationalize. Similarly, competition
from foreign TNCs in China's domestic economy
is widely regarded as a major push factor behind
the rapid expansion of FDI by Chinese TNCs. Such
competition can also sometimes result in pre-
emptive internationalization, as when Embraer
(Brazil) and Techint (Argentina) invested abroad
in the 1990s, ahead of liberalization in their
respective home industries. Domestic and global
competition is an important issue for devel oping-country
TNCs, especially when these TNCs are increasingly
parts of global production networks in industries such
as automobiles, electronics and garments.

Fourthly, home and host government policies
influence outward FDI decisions. Chinese TNCs
regard their Government’s policies as an important
push factor in their internationalization. Indian
firms, on the other hand, have been enticed by
supportive host-government regulations and
incentives, as well as favourable competition and
inward FDI policies. South African TNCs, among
others, mention transparent governance, investment
in infrastructure, strong currencies, established
property rights and minimal exchange-rate
regulations as important pull factors. Most
importantly, liberalization policies in host
economies are creating many investment
opportunities, for example through privatizations
of State-owned assets and enterprises.

Apart from the above mentioned factors,
there are two other major developments driving
developing-country TNCs abroad. First, the rapid
growth of many large developing countries —
foremost among these being China and India—is
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causing them concern about running short of key
resources and inputs for their economic expansion.
Thisisreflected in strategic and political motives
underlying FDI by some of their TNCs, especially
in natural resources. Second, there has been an
attitudinal or behavioural change among the TNCs
discussed in this chapter. They increasingly realize
that they are operating in a global economy, not
a domestic one, which has forced them to adopt
an international vision. These two developments,
along with push and pull factors — especially the
threat of global competition in the home economy
and increased overseas opportunities arising from
liberalization — adds empirical weight to the idea
that there is a structural shift towards earlier and
greater FDI by developing-country TNCs.

...which, together with TNCs' motives and
competitive advantages, result in most of
their FDI being located in developing
countries.

In principle, four main motives influence
investment decisions by TNCs: market-seeking,
efficiency-seeking, resource-seeking (all of which
are asset exploiting strategies) and created-asset-
seeking (an asset-augmenting strategy).

Surveys undertaken by UNCTAD and partner
organizations on outward investing firms from
developing countries confirm that, of these motives,
the most important one for devel oping-country
TNCs is market-seeking FDI, which primarily
results in intraregional and intra-developing-
country FDI. Within this, there are differences in
patterns of FDI, depending on the activity of the
TNC: for example, FDI in consumer goods and
services tends to be regional and South-South
orientated; that in electronic componentsis usually
regionally focused (because of the location of
companies to which they supply their output); in
IT services it is often regional and orientated
towards developed countries (where key customers
are located); and FDI by oil and gas TNCs targets
regional markets as well as some developed countries
(which remain the largest markets for energy).

Efficiency-seeking FDI is the second most
important motive, and is conducted primarily by
TNCs from the relatively more advanced
developing countries (hence higher labour costs);
it tends to be concentrated in a few industries (such
as electrical and electronics and garments and
textiles). Most FDI based on this motive targets
developing countries; that in the electrical/
electronics industry is strongly regionally focused,
while FDI in the garments industry is
geographically more widely dispersed. Generally,
resource-seeking and created-asset-seeking motives

for FDI arerelatively less important for devel oping-
country TNCs. Not unexpectedly, most resource-
seeking FDI is in developing countries and much
created-asset-seeking FDI isin developed countries.

Apart from the above motives, a common one
for TNCs from some countries is that of strategic
objectives assigned to State-owned TNCs by their
home governments. Some governments have
encouraged TNCs to secure vital inputs, such as
raw materials for the home economy. For example,
both Chinese and Indian TNCs are investing in
resource-rich countries, especially in oil and gas
(to expand supplies, in contrast to targeting
customers as does market-seeking FDI in this
industry). In the case of Chinese TNCs, the quest
for secure supplies of awide range of raw materials
is complemented by parallel and sustained Chinese
diplomatic efforts in Africa, Central Asia, Latin
America and the Caribbean, and West Asia.

In terms of location of FDI, the net result
of the relevant drivers, advantages and motivesis
that most investments are in other developing
countries (e.g. because of similarities in consumer
markets, technological prowess or institutions) or
within their region (i.e. neighbouring countries with
which they are familiar).

TNCs from developing countries and
transition economies are here to stay. As they
expand overseas, they gain knowledge, which
potentially benefits them in two ways. First, they
learn from experience and improve their ability to
operate internationally. Second, they gain expertise
and technology to enhance their firm-specific
advantages, thereby improving their
competitiveness and performance. This improved
competitiveness has implications for home
countries. By the same token, developing-country
TNCs can have an impact on host developing
economies in a number of ways, ranging from
financial resource flows and investment to
technology and skills.

I ncreased competitiveness is one of the
prime benefits that developing-country
TNCs can derive from outward FDI ...

The most important potential gain for afirm
from outward FDI is increased competitiveness,
that is, the ability to survive and grow in an open
economy, and attain its ultimate objectives of
maximizing profits and retaining or increasing
market share. Outward FDI can be a direct path
to market expansion. In certain circumstances, it
isthe only path, for example when there are trade
barriers that inhibit exports or when the TNC is
in the business of providing a service that is non-
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tradable. Many developing-country TNCs have
indeed expanded their markets through outward
FDI, either through M& As or through greenfield
investments. Outward FDI can also contribute to
a company’s competitiveness by increasing its
efficiency. Rising domestic costs, especially labour
costs, have led a number of East and South-East
Asian TNCs to invest in less expensive locations,
with significant efficiency gains.

In the above-mentioned surveys of outward
investing firms from developing countries
conducted by UNCTAD and partner organizations,
market expansion in a broad sense (including
market diversification) was the benefit most
frequently mentioned, followed by efficiency gains.
Case studies confirm that outward FDI has indeed
enabled developing-country firms to enter new
markets and expand their businesses. In a range
of industries, such as white goods and personal
computers, a number of Asian TNCs, such as Acer
(Taiwan Province of China), Arcelik (Turkey),
Haier (China) and Lenovo (China), have
successfully expanded their markets through FDI,
which has helped them grow into global players.
Some companies from other developing regions
have also ventured beyond their borders and
become successful playersin regional and even
global markets. For instance, in 2005, Cemex
(Mexico) became the third largest cement-making
company in the world, with more than two thirds
of its sales in developed countries.

Enhancing enterprise competitiveness
through outward FDI is a complex undertaking.
It goes beyond the immediate gains arising from
market expansion and/or cost-cutting, and includes
upgrading technology, building brands, learning
new management skills, linking up with global
value chains, and moving up these chains into more
advanced activities. Some of these tasks can be
protracted and, in straight financial terms, bring
little or no gain in the short run. Thisis particularly
likely when the outward FDI is asset-augmenting
rather than asset-exploiting, since in the former
case the acquired assets must first be assimilated.

Firms that invest abroad tend to be more
competitive than their domestically oriented peers.
However, these firms are also subject to risks
inherent in projects undertaken abroad. Some of
these projects may fail for various reasons, with
potential negative effects on the parent company.
One of the reasons is the disadvantage of being
foreign, another is the existence of cultural, social
and institutional differences between home and host
economies, and the third is the increasing need for
coordinating activities and concomitant
organizational and environmental complexities.

...while home countries can also benefit.

Outward FDI from developing countries can
also contribute directly and indirectly, to a home
economy as a whole. Arguably, the most important
potential gain for home countries from outward FDI
is the improved competitiveness and performance
of the firms and industries involved. Such gains
may translate into broader benefits and enhanced
competitiveness for the home country at large,
contributing to industrial transformation and
upgrading of value-added activities, improved
export performance, higher national income and
better employment opportunities. Improved
competitiveness of outward investing TNCs can
be transmitted to other firms and economic agents
in home countries through various channels,
including vialinkages with, and spillovers to, local
firms, competitive effects on local business, and
linkages and interactions with institutions such as
universities and research centres. In sum, the more
embedded the outward investing TNCs are, the
greater will be the expected benefits for the home
economy.

Evidence suggests that under appropriate
home-country conditions, improved
competitiveness of outward investing firms can
indeed contribute towards enhancing industrial
competitiveness and restructuring in the home
economy as a whole. For instance, broader
upgrading has occurred in whole industries in
which firms have engaged in outward FDI.
Examples are the IT industry in India, the consumer
electronics industry in the Republic of Korea and
China, and the computer and semiconductor
industries in Taiwan Province of China.

At the same time, outward FDI may pose
several risks for the home economy: it can lead
to reduced domestic investment, hollowing out of
parts of the economy and loss of jobs. As always,
the beneficial impacts have to be weighed against
possible damaging impacts. The benefits are usually
reaped when certain preconditions are met, for
example a reasonably competitive home market or
the absorptive capacity to profit from advanced
technology. The net outcome of the different
economic and non-economic impacts for a home
economy depends on the underlying motives and
strategies of firms for investing overseas and on
the characteristics of the home economy itself.

While outward FDI entails the transfer of
capital from home to host country, it can also
generate inflows in the form of repatriated profits,
royalties and licensing fees, and payments by the
host country for increased imports from the home
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country (often in the form of intra-firm trade). In
general, in the immediate aftermath of the outward
investment, net financial flows tend to be negative
but then gradually become positive. Outward FDI
also seems to have a delayed but positive effect
on domestic investment.

The trade impacts of outward FDI on the
home economy depend significantly — as in the case
of developed-country FDI — on the motivations and
types of investment undertaken. If the TNCs seek
natural resources, outward FDI could lead to an
increase in imports of those resources and exports
of the inputs required for extraction. Market-
seeking FDI can be expected to boost exports of
intermediate products and capital goods from the
home economy to the host country. If the
motivation is efficiency or cost-reduction, outward
FDI could enhance exports as well as imports,
especially intra-firm trade, and their extent and
pattern, depending on the geographic spread of the
TNCs' integrated international production
activities. Results of some studies on Asian
developing home economies and data on trade by
affiliates of developing-country TNCsin the United
States and Japan suggest a positive relationship
between home-country exports and outward FDI
from developing countries.

Regarding employment, the impacts also vary
according to the motivation of FDI. Efficiency-
seeking FDI may raise many questions from a
home-economy perspective. Even if it leadsto a
greater demand for higher skills at home, this may
be of limited use to workers with low skills. Other
kinds of FDI appear to have positive employment
effects in the long run, depending considerably on
the motivations of firms and their types of
investments abroad. Evidence related to some Asian
economies, such as Hong Kong (China) and
Singapore, suggests that, under appropriate
conditions, outward FDI can generate additional
jobs in higher-skilled technical and managerial
categories while reducing those in unskilled ones.
On balance, in those economies, the job-creating
effects of outward FDI exceeded its job-reducing
effects. Much would depend, however, on the
capacities of the human resources in the home
country to adapt to changes in the structure of the
home economy.

Developing host countries may also gain
from therise in South-South FDI.

For developing host economies, FDI from
other developing countries provides a broader range
of potential sources of capital, technology and
management skills to tap. For low-income

developing countries, it can be of great importance.
As indicated above, in a number of LDCs, it
accounts for a large share of total FDI inflows. To
the extent that firms from developing countries
invest appreciable amounts in other developing
countries, that investment provides an important
additional channel for further South-South
economic cooperation.

Because the motivations and competitive
strengths of developing-country TNCs and the
locational advantages sought by these firms diverge
in several respects from those of TNCs from
developed countries, their impact on host
developing economies may carry certain advantages
over that of FDI from developed countries. For
example, the technology and business model of
devel oping-country TNCs are generally somewhat
closer to those used by firms in host developing
countries, suggesting a greater likelihood of
beneficial linkages and technology absorption.
Developing-country TNCs also tend to use
greenfield investments more than M& As as a mode
of entry. This applies especially to investment in
developing host countries. In this sense, their
investments are more likely to have an immediate
effect in improving production capacity in
developing countries.

The trade impacts of FDI from developing
countries also vary according to motives.
Efficiency-seeking FDI is most likely to boost
exports, which may include local value addition
of various kinds. One recent prominent kind of
efficiency-seeking FDI has been in the garments
industry, which has had substantial export-boosting
effects in LDCs in particular. However, local
sourcing and backward linkages in this industry
have been limited, with the result that the ending
of MFA quotas has led to a reduction in such FDI,
for instance in Lesotho. In market-seeking FDI,
especially in manufacturing, the effect is mainly
one of import substitution. Resource-seeking FDI,
of course, is export-oriented almost by definition,
and may alow the host country to diversify its markets.

A major advantage for host developing
countries of FDI by developing-country TNCs, as
compared to that from developed-country TNCs,
is the greater employment-generating potential of
the former. The main reason is that developing-
country TNCs may be oriented more towards
labour-intensive industries, and may be more
inclined to use simpler and more labour-intensive
technologies, especially in manufacturing.
Empirical evidence on average employment per
affiliate in host developing countries suggests
developing-country TNCs hire more people than
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do developed-country TNCs. In the case of sub-
Saharan Africa, for example, it has been found that
the labour intensity of developing-country TNCs
tends to be higher than that of developed-country
TNCsin the majority of industries covered. Foreign
affiliates of developing-country TNCs, on average,
created more jobs per million dollars of assets than
did those of developed-country TNCs. The effects
of FDI on wages are generally positive, as TNCs
as awhole pay higher wages than local employers.
Although data specific to developing-country TNCs
are limited, indirect evidence suggests that, at least
for skilled labour, they offer higher wages than
host-country domestic firms.

But South-South FDI — like all FDI — also
carries risks that can give rise to concerns. One
is that foreign TNCs might dominate the local
market. Another is that some host countries might
feel threatened by the presence of too many firms
from a single home country. For example, the
dominance of South African TNCs has triggered
some unease in neighbouring host countries. There
is also the issue of undue political influence when
an investing enterprise is State-owned, which is
the case with many developing-country TNCs in
natural resources. The political and social aspects
of TNCs' activities may also give rise to
controversy, partly due to the size of their
operations. In developing host economies, such
problems have sometimes been exacerbated by the
absence of an adequate regulatory framework and
disparity in the allocation of economic benefits
from inward FDI. In economies where domestic
industries are underdevel oped, governments may
not have the capabilities to ensure that acceptable
labour and environmental standards, for example,
are adhered to when foreign firms introduce new
production processes or working methods.

In sum, outward FDI from developing
countries provides a potential avenue for gains from
economic cooperation among developing countries.
As investment by developing-country TNCs have
certain inherent characteristics, including a greater
orientation towards labour-intensive industries, it
is of considerable relevance to low-income
countries. At the same time, outward FDI from
developing countries is a relatively new
phenomenon. The limited evidence presented in
this Report suggests that for home as well as host
developing countries, the positive effects of FDI
from developing countries may outweigh the
negative ones; however further research is
necessary to deepen the understanding of the
impact of such FDI on developing economies.

The expansion of outward FDI from
developing countries is paralleled by
changing policies in home countries...

The emergence of TNCs from some
developing and transition economies as key
regional or global playersis paralleled by important
changes in both developed and developing
countries of policies governing FDI and related
matters. The ability of countries — be they sources
or recipients of such investment — to benefit from
such investment activity is influenced by active
policies. By providing the appropriate legal and
institutional environment, home country
governments can create conditions that will induce
their firms to invest overseas in ways that will
produce gains for the home economy.

From a home-country perspective, more and
more developing and transition economies are
dismantling previous barriers to outward FDI.
While some form of capital control is often still
in place to mitigate the risk of capital flight or
financial instability, restrictions are mostly aimed
at limiting other international capital flows than
FDI. Only a handful of developing countries retain
outright bans on outward FDI. Countries are
increasingly recognizing the potential benefits from
outward FDI. A number of governments, especially
in developing Asia, are even actively encouraging
their firms to invest abroad using a variety of
supportive measures to that end. Such measures
include information provision, match-making
services, financial or fiscal incentives, as well as
insurance coverage for overseas investment.

There is no one-size-fits-all policy that can
be recommended to deal with outward FDI. Every
home country has to adopt and implement policies
that fit its specific situation. Whether a country
will benefit by moving from “passive
liberalization” to “active promotion” of outward
FDI depends on many factors, including the
capabilities of its enterprise sector, and the links
of the investing companies with the rest of the
economy. Certain local capabilities are needed to
exploit successfully the improved access to foreign
markets, resources and strategic assets that outward
FDI can bring about. Moreover, a certain level of
absorptive capacity in the domestic enterprise
sector may also be required to generate broader
benefits from outward FDI. In many low-income
countries, it may therefore be appropriate to focus
on creating a more attractive business environment
and enhancing domestic firm capabilities.
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Still, for those countries that decide to
encourage their firms to invest abroad, it is
advisable to situate policies dealing specifically
with outward FDI within a broader policy
framework aimed at promoting competitiveness.
The importance of generating domestic capabilities
to benefit from outward FDI makes it appropriate
to connect outward FDI-specific policies to those
applied in areas such as development of small and
medium-sized enterprises, technology and innovation.
Moreover, outward FDI is only one of several ways
in which a country and its firms can connect with
the global production system. Government efforts
to promote outward FDI can therefore benefit from
close coordination with those related to attracting
inward FDI, promoting imports or exports, migration
and technology flows.

The most elaborate use of measures to
promote outward FDI is found in South, East and
South-East Asia. In several countries of this region,
governments discharge their promotional policies
via trade promotion organizations, investment
promotion agencies (IPAs), export credit agencies
and/or EXIM banks. A range of policy instruments
is applied in innovative ways, often targeting
specific types of outward FDI. Some governments
in Africa and Latin America have also publicly
stressed the importance of outward FDI, but these
statements have rarely been followed by concrete
promotional measures.

Particular attention is warranted to the role
of outward FDI in the context of “South-South”
cooperation. Governments in Asia and Africa have
outlined specific programmes to facilitate such
investment. Some of these programmes are aimed
at strengthening intra-regional development (asin
the case of infrastructure-related FDI by South
African State-owned enterprises), while others are
inter-regional in scope. Thisis an area that needs
to be further explored and supported through closer
collaboration among devel oping-country institutions.
An interesting recent UNCTAD initiative to this end
is the establishment of the G-NEXID network, which
will allow for the sharing of experiences among
EXIM banks from developing countries.

...various policy responses in host
countries ...

There are also policy implications for host
countries. A key question is what developing host
countries can do to leverage fully the expansion
of FDI from the South. In terms of enhancing the
positive impact of such FDI, they need to consider
the full range of policies that can influence the
behaviour of foreign affiliates, and their interaction

with the local business environment. This requires
taking into account the specific characteristics of
different industries and activities in designing a
strategy to attract desired kinds of FDI. In addition,
it isimportant to promote the amount and quality
of linkages between foreign affiliates and domestic
firms. Host-country governments can use various
measures to encourage linkages between domestic
suppliers and foreign affiliates and strengthen the
likelihood of spillovers in the areas of information,
technology and training. In terms of addressing
potential concerns and negative effects associated
with inward FDI, there is no principal difference
between the policies to apply in the case of FDI
from developed countries and in the case of FDI
from developing and transition economies.

The scope for “South-South” FDI has led
many developing host countries to adopt specific
strategies to attract such investment. In a 2006
UNCTAD survey of IPAs, more than 90% of all
African respondents stated that they currently
targeted FDI from other developing countries,
notably from within their own region. Indeed, for
African IPAs, South Africa tops the list of
developing home countries targeted, whilein Latin
America and the Caribbean, Brazil is the most
targeted country. Meanwhile, devel oped-country
IPAs also court investors from developing and
transition economies. A significant number of such
agencies have already set up local offices for that
purpose in places like Brazil, China, India, the
Republic of Korea, Singapore and South Africa.
This expanded diversity of potential sources of FDI
may imply greater bargaining power of recipient
countries to the extent that they are able to attract
a greater number of investors to compete for
existing investment opportunities.

Notwithstanding the interest in FDI from
developing and transition economies, some
stakeholders are less enthusiastic about some of
the new investors. Several cross-border M&As by
TNCs with links to their respective governments
have generated national-security concerns, and
others have spurred fears of job cuts. Countries
in which State-owned TNCs embark on
internationalization through FDI need to be aware
of the potential sensitivitiesinvolved. In some host
countries, State ownership is seen as an increased
risk of atransaction being undertaken for other than
purely economic motives. This is especially the
case if the acquisitions relate to energy,
infrastructure services or other industries with a
“security dimension”. Whether private or State-
owned, investors from developing or transition
economies that are anxious to tap the markets and
resources of developed countries may also face
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growing pressure to address more fully issues
related to corporate governance and transparency.

As far as the recipient countries are
concerned, business |eaders, trade unions as well
as policymakers may have to get used to an
increased frequency of transactions involving
companies from developing and transition
economies as acquirers of domestic firms. There
may be important benefits to a host country from
having more companies competing to acquire local
assets. Countries need to be careful in their use
of legislation aimed at protecting national security
interests, keeping in mind the risk of fuelling
possible retaliation and protectionism.

...and it has implications also for the
management of CSR issues...

Issues of corporate social responsibility
(CSR) may also become more important as
developing-country firms expand abroad.
Discussions related to CSR have traditionally
revolved around devel oped-country TNCs and their
behaviour abroad; more recently the managements
of TNCs from developing and transition economies
are also being exposed to similar issues. While
adherence to various internationally adopted CSR
standards may entail costs for the companies
concerned, it can also generate important
advantages — not only for the host country, but also
for the investing firms and their home economies.
A number of developing-country TNCs have
already incorporated CSR policies into their
business strategies, some of them even becoming
leadersin this area. For example, more than half
of the participating companies in the United
Nations Global Compact are based in developing
countries. Moreover, some developing countries
are establishing a regulatory and cultural
environment that supports CSR standards. These
initiatives are sometimes driven by governments
and at other times by business associations, non-
governmental organizations or international
organizations.

Geneva, August 2006

...and for international rule making.

Beyond the national level of policy-making,
there is a marked increase in South-South
investment cooperation through I1As, in parallel
to the growth of FDI from the South. The increase
of FDI from some of these economiesis also likely
to generate growing demand from their business
community for greater protection of their overseas
investments. As a consequence, in addition to using
IIAs as a means to promote inward FDI, some
developing-country governments will increasingly
consider using I1As to protect and facilitate outward
investments. This may influence the content of
future treaties and result in an additional challenge
for those developing country governments to
balance their need for regulatory flexibility with
the interests of their own TNCs investing abroad.

Policymakers in countries at all levels of
development need to pay greater attention to the
emergence of new sources of FDI with a view to
maximizing the developmental impact of this recent
phenomenon. There is scope for policymakers from
developing and transition economies to share their
experience in this area. South-South cooperation
between host and home countries may enhance
opportunities for cross-border investments and
contribute to their mutual development. From a
South-North perspective, there is a similar need
for dialogue, increased awareness and
understanding of the factors that drive FDI from
the South and of their potential impacts. UNCTAD
and other international organizations can play an
important role in this context by providing analysis,
technical assistance and, not least, forums for an
exchange of views and experiences, in order to help
countries realize the full benefit of the rise of FDI
from developing and transition economies.

Supachai Panitchpakdi
Secretary-General of UNCTAD
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GLOBAL TRENDS:
RISING FDI INFLOWS

A. Overall trends and
developments in FDI

Global foreign direct investment (FDI) flows
grew substantially in 2005 over those in 2004. As
in the late 1990s, that growth was spurred by cross-
border mergers and acquisitions (M& As). Recent
increases in FDI have been concentrated in certain
sectors and regions/countries, and the level of
concentration of FDI worldwide has also risen
again. Furthermore, investments by collective
investment funds (e.g. private equity and hedge
funds) — arelatively new source of FDI — have been
growing. As investments by these funds often have
a shorter time horizon than those by more
conventional transnational corporations (TNCs),
current FDI growth may not be sustainable. In
addition, the way in which therise in global FDI
flows is measured, does not necessarily translate
fully into capital formation in host economies, as
data on FDI flows include items unrelated to
investment in production capacity. This section
discusses recent trends in FDI, its composition and
characteristics, as well as some issues related to
FDI statistics.

1. Trends, patterns and
characteristics

a. Global FDI

Global FDI inflows rose by 29% to $916
billion in 2005, compared to a 27% increase in
2004 (figure 1.1), largely reflecting a significant

increase in cross-border M& As, both in value and
in number of deals. FDI inflows increased in both
developed and developing countries. The
concentration of FDI flows between certain
countries remains high, even accentuating
somewhat since 2000 for developing countries and
since 2003 for developed countries (figure 1.2).
However, its level is considerably lower than in
the 1980s when not many countries received FDI
inflows on any significant scale, or in the late
1990s when FDI distribution was particularly
distorted by large-scale M&As. Even though
concentrated, FDI inflows nevertheless grew in 126
out of 200 economies in 2005, compared to 111
economies in 2004. Growth in 2005 was broad-
based geographically as in the previous year, but
higher in developed than in developing countries.
Thus, despite record inflows into developing
countries, the share of developing countries in
world FDI inflows fell slightly (to 36%), thereby
increasing the gap in FDI inflows between
developed and developing countries to over $200
billion in 2005.1 The United Kingdom was the
largest recipient of FDI in 2005, ahead of the
United States, China and France (annex table B.1).

The value of cross-border M&As — a key
mode of global FDI since the late 1980s — started
to pick up in 2004 following three years of decline,
while their number has been growing since 2002
(annex tables B.4-B.7). On the other hand,
greenfield FDI projects fell after increasing for two
consecutive years (annex table A.1.1).2 Diverging
trends between cross-border M&As and greenfield
FDI are not surprising, because, to some extent,
companies tend to consider these two modes of
market entry as alternative options.
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Figure I.1. FDI inflows, global and by group of economies, 1980-2005
(Billions of dollars)
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Source: UNCTAD, based on its FDI/TNC database (www.unctad.org/fdi statistics).

Inward FDI in developed countries had
already started to increase in 2004, after three years
of significant decline between 2000 and 2003. That
decline was mainly due to sluggish growth in the
developed countries, in particular in the euro area
and Japan. While developed countries other than
those of the European Union (EU) contributed to
the growth of inflows in 2004, the increase in 2005
was particularly marked in the EU (97%), most
notably in Germany, the Netherlands and the United
Kingdom, each of which experienced an increase
of more than $40 billion (more than $100 billion
in the case of the United Kingdom). The five largest
host economies in 2005 — the United Kingdom, the

Figure 1.2. Concentration of FDI inflows:
FDI recipients in the world total,

United States, France, the Netherlands and Canada
in that order — accounted for 75% of total FDI
inflows to developed countries.

Inward FDI in developing countries rose by
another 22% to $334 billion, following a 57%
growth in 2004. Compared to other capital flows,
FDI inflows remain the largest component of net
resource flows to developing countries (figure 1.3)
and their share rose in 2005. While all developing
regions experienced an increase in FDI flows,
Africa saw arise of 78%, with record inflows of
$31 billion. Flows to West Asia reached $34 billion,
an 85% increase over the previous year, and to
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Figure 1.3. Total net resource flows?2 to developing countries?, by type of flow, 1990-2005
(Billions of dollars)
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a8 Defined as net liability transactions or original maturity of greater than one year.
b The World Bank’s classification of developing countries is used here. It differs from UNCTAD’s classification in that it
includes new EU member States from Central and Eastern Europe and excludes high-income countries such as the Republic

of Korea and Singapore.

South, East and South-East Asia they increased by
20%. In Latin America and the Caribbean, on the
other hand, there was only a 3% increase, a much
lower rate than in 2004 when flows to the region
rose by 118% after four consecutive years of
decline. FDI inflows in the 50 least developed
countries (LDCs) recorded a historic high of $9.7
billion, mainly due to a significant rise in flows
to Cambodia, the Democratic Republic of the
Congo, the Gambia, Guinea-Bissau and Mauritania,
in each of which inflows more than doubled.
Overall, FDI had been less concentrated and has
not fluctuated widely since the mid-1980s
compared to developed countries. Brazil, China,
Hong Kong (China), Mexico and Singapore — that
have been the five largest host developing
economies almost every year since 1996 -
accounted for some 48% of total flows to
developing countries.

In South-East Europe and the Commonwealth
of Independent States (CIS), FDI inflows remained
almost at the same level asin 2004, at around $40
billion. While there was a considerable increase
in inflows in Ukraine, in other major recipient
countries (Bulgaria, Kazakhstan, Romania and the
Russian Federation) they declined.

Global outflows in 2005 showed a somewhat
different picture than did inflows, declining by 4%
to $779 billion. It should be pointed out in this
regard that the divergence in trends in FDI inflows

and outflows reflects differences in the way
countries compile FDI data. The size of earnings
repatriated by a number of United States parent
companies in 2005 partly explains, for instance,
the divergence noted for that year: repatriated
profits from foreign affiliates of United States firms
are recorded in United States FDI data as negative
outflows, while the host countries of these affiliates
do not necessarily take into account reinvested
earnings in their FDI data.3

Developing countries as emerging sources
of FDI strengthened their global position further
in 2005, investing $117 billion in 2005 — 4% more
than in the previous year. The most notable growth
of outflows was from West Asia: FDI outflows
more than doubled, to $16 billion, backed by huge
amounts of petrodollars and strong economic
growth. Flows from South, East and South-East
Asia declined by 11%, although China saw a
sixfold increase in outward investments, amounting
to $11 billion, while the other giant in this region,
India, experienced a decline, after an almost
twofold increase the year before. FDI outflows
from Latin America and the Caribbean rose by 19%,
to $33 billion, led by Colombia and Mexico
(excluding offshore financial centres). Outflows
from South-East Europe and the CI S rose modestly,
with flows from the Russian Federation declining
somewhat. Altogether, transition economies and
developing countries invested a total of $133
billion abroad, the largest amount since 2000.4
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The changes discussed above reflect recent

FDI trends and changes in the geographic patterns
of FDI flows. There are also significant long-term
changes in the relative positions of countries and
regions as hosts and home bases for FDI. Indeed,
over the past few decades, the geography of FDI
has undergone some major shifts, as noted below:

Over the past few decades the share of the
Triad (the EU, Japan and the United States)
in total world inward FDI flows and stocks
has fluctuated at around 60-70%. However,
within the Triad, there has been a marked shift
towards the EU. The share of the EU in FDI
inflows into the Triad was 75% in 2003-2005,
compared to 62% in 1978-1980 (table 1.1).
The EU — which now also includes eight
economies formerly classified under Central
and Eastern Europe — today accounts for
almost half of global inward and outward
flows and stocks. The rise of the EU in
outward FDI flows and stocks is even more
pronounced. Conversely, the importance of the
United States in both inward and outward FDI
flows and stocks has declined: since the
beginning of the 1980s for outward FDI and
the beginning of the 1990s for inward FDI
(table 1.1). Japan, which had emerged as an
important source of FDI in the 1980s, has
declined considerably in importance as an
outward investor over the past 15 years, but
gained somewhat as a recipient. However, it
remains marginal as a host country.

Developing countries have gained in
importance as recipients of FDI in terms of
both inward flows and stocks (table I.1). Their
share in total world inflows rose from an
average of 20% in 1978-1980 to an average
of 35% in 2003-2005, though the performance
of the different regional groups was uneven.
The share of African countries gradually fell,
from 10% of total inflows to developing
countries in 1978-1980 to around 5% in 1998-
2000, but in the past few years it has
recovered. The share of Asia and Oceania,
particularly South, East and South-East Asia,
increased rapidly — driven partly by flows to
China which appeared on the FDI scene only
in the late 1970s — until the end of the 1990s
and then slowed down somewhat in the early
2000s. Latin America and the Caribbean
region has experienced a noticeable decline
from its dominant position of the 1970s and
early 1980s. And so far it has not recovered

to its previous level, even though FDI flows
to the region are again on the rise.

Data on FDI outflows from developing
countries point to the increasing dynamism
of this group of countries as sources of FDI.
Their share in global outward FDI stock has
fluctuated between 8% and 15% over the past
25 years, while their share in outflows points
to a clearly increasing trend. Negligible or
small until the mid-1980s, such flows from
developing countries amounted to $117
billion, or about 15% of world outflows in
2005 (annex table B.1). Their FDI outward
stock increased from $72 billion in 1980 to
$149 billion in 1990 and to more than $1
trillion in 2005. More importantly, a number
of developing countries have emerged as
significant sources of FDI in other developing
countries (chapter I11), and their investments
are now considered a new and important
source of capital and production know-how,
especially for host countries in developing
regions. The increasing importance of FDI
from developing countries reflects stronger
ownership advantages of developing-country
firms, related somewhat to the growing
importance of their home countries in the
world economy, as demonstrated by various
indicators. For example, developing countries
accounted for over half of global output at
purchasing-power parity value in 2005, for
more than 40% of world exports, and for two
thirds of global foreign exchange reserves.
According to the competitiveness rankings of
the world’s economies, in 1986 there was only
one developing economy (Turkey) among the
20 most competitive economies, and by 2005
the number had increased to five: Taiwan
Province of China, Singapore, the Republic
of Korea, the United Arab Emirates and Qatar
in that order (World Economic Forum 2005).

In the case of South-East Europe and the CIS,
where FDI to and from most economies started
to increase from the early 1990s onwards in
the wake of their transition to market
economies, their share in both inward and
outward flows and stocks, albeit very small,
is on the rise. Within the region, the Russian
Federation has always occupied a dominant
position in FDI inflows as well as outflows.

The emergence of developing countries and

the transition economies of South-East Europe and
the CIS as significant outward investors — one of
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Table I.1. Distribution of FDI by region and selected countries, 1980-2005
(Per cent)

Region Inward stock Outward stock
1980 1990 2000 2005 1980 1990 2000 2005
Developed economies 75.6 79.3 68.5 70.3 87.3 91.7 86.2 86.9
European Union 42.5 42.9 37.6 44.4 37.2 45.2 47.1 51.3
Japan 0.6 0.6 0.9 1.0 3.4 11.2 4.3 3.6
United States 14.8 22.1 21.7 16.0 37.7 24.0 20.3 19.2
Developing economies 24.4 20.7 30.3 27.2 12.7 8.3 13.5 11.9
Africa 6.9 3.3 2.6 2.6 1.3 1.1 0.7 0.5
Latin America and the Caribbean 7.1 6.6 9.3 9.3 8.5 3.4 3.3 3.2
Asia and Oceania 10.5 10.8 18.4 15.4 2.9 3.8 9.5 8.2
West Asia 1.4 2.2 1.1 1.5 0.3 0.4 0.2 0.3
South, East and South-East Asia 8.8 8.5 17.2 13.8 2.5 3.4 9.3 7.8
South-East Europe and CIS 0.01 1.2 2.5 0.01 0.3 1.2
World 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Region Inflow Outflow

1978-1980 1988-1990 1998-2000 2003-2005 1978-1980 1988-1990 1998-2000 2003-2005

Developed economies 79.7 82.5
European Union 39.1 40.3
Japan 0.4 0.04
United States 23.8 31.5

Developing economies 20.3 17.5
Africa 2.0 1.9
Latin America and the Caribbean 13.0 5.0
Asia and Oceania 5.3 10.5

West Asia -1.6 0.3
South, East and South-East Asia 6.7 10.0
South-East Europe and CIS 0.02 0.02
World 100.0 100.0

77.3 59.4 97.0 93.1 90.4 85.8
46.0 40.7 44.8 50.6 64.4 54.6
0.8 0.8 4.9 19.7 2.6 4.9
24.0 12.6 39.7 13.6 15.9 15.7
21.7 35.9 3.0 6.9 9.4 12.3
1.0 3.0 1.0 0.4 0.2 0.2
9.7 11.5 1.1 1.0 4.1 3.5
11.0 21.4 0.9 5.6 5.1 8.6
0.3 3.0 0.3 0.5 0.1 1.0
10.7 18.4 0.6 5.1 5.0 7.7
0.9 4.7 0.01 0.2 1.8
100.0 100.0 100.0 100.0 100.0 100.0

Source: UNCTAD, FDI/TNC database (www.unctad.org/fdistatistics) and annex tables B.1 and B.2.

the above-mentioned significant changes in the
pattern of FDI — and the development implications
of this phenomenon are discussed in detail in Part
Two of this Report.

b. Sectoral analysis: revival of FDI in
natural resources

The sectoral breakdown of FDI data is
available for only alimited number of countries,
and at most up to 2004, which prevents a
comprehensive sectoral analyses of FDI. According
to available data, the overall sectoral distribution
of FDI in 2004 remained almost the same as in
previous years (annex tables A.l.2-A.1.5). However,
data on various forms of FDI by sector — especially
cross-border M& As— show that in 2005 the primary
sector gained in importance, in terms of both target
and acquiring industries (figure 1.4), while both
manufacturing and services declined. Nevertheless,
services remain the dominant sector in cross-border
M&A deals (WIR04). By contrast, FDI in
manufacturing is on a downward trend, recording

its lowest share ever of cross-border M& A sales
and purchases in 2005 (excluding 2000, when the
largest ever M& A deal of Vodafone-Mannesmann
distorted the distribution, mainly in favour of
services) (figure 1.5). On the other hand, the growth
of FDI in the primary sector, especially in mining
activities, is very recent — if viewed over the past
25 years — and indeed dramatic. Cross-border
M&A sales as well as purchases in this sector rose
more than sixfold, and the sector’s share in both
sales and purchases reached close to the peak
attained in 1987-1988 (figure |.5 for sales).® FDI
in mining (including oil and other mining), which
accounts for the bulk of the primary sector, has
been largely responsible for the recent growth of
global FDI.

Current FDI growth seems to be led primarily
by a few specific industries, rather than being
broad-based sectorally. Specifically, in 2005, oil
and gas, utilities (e.g. telecommunications,
energies), banking and real estate were the leading
industries in terms of inward FDI. For the first time
since 1987 (M& A data are available only from that
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Figure I.4. Cross-border M&As by sector, 2004-2005
(Per cent)

(a) Sales

16%

BE%

(b) Purchases

2004

2005

B Primary

[ Manufacturing

4 Services

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

Figure I.5. Sectoral breakdown of cross-border

year onwards), the petroleum
(includes oil and natural gas)
industry became the largest

M&A sales, 1987-2005
(Per cent)

FDI recipient, accounting for
14% of all cross-border M&A
sales, followed by finance and
telecommunications — the
latter two partly as aresult of
further liberalization in some
countries (chapter 11) (annex
table B.6). These three
activities accounted for more

than one third of the total
value of M&A deals. They
were closely followed by real
estate, which has also become

e Sarvices

Manufacturing

an important recipient of FDI
since 2004 following the
liberalization of FDI entry by
various countries (WIR05). Considerable FDI also
went to service industries such as construction,
transport and software businesses that were
responsive to economic growth in 2005 as in the
previous year. In manufacturing, FDI in the
industries related to primary products rose: for

Source: UNCTAD, based on its FDI/TNC database (www.unctad.org/fdi statistics).

example, cross-border M&As in oil refining
doubled and those in rubber and plastic goods
quadrupled, while in metals industries they rose
sixfold (annex  table  B.6). Metals,
telecommunications and real estate also attracted
more greenfield FDI than in 2004.7
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In terms of outward FDI, according to cross-
border M& A purchase data, the petroleum industry
was dwarfed by the special finance industry
comprising investment and commodity firms,
including private equity firms and hedge fund
investors (discussed in section 3.c). This special
finance industry alone accounted for more than
30% of total cross-border M&A purchases in terms
of value in 2005 (annex table B.6). The petroleum
industry was the second largest acquiring industry,
followed by telecommunications.

Sectorally, FDI in the primary sector (natural
resources, in particular, mining) has recovered
slightly in the past few years, after a considerable
decline in importance over the past two decades
or more, while the services sector continues to
capture an increasing share of FDI. A corollary of
thisis afurther decline of the manufacturing sector
in total FDI flows and stock. This is the same
scenario for both inward and outward FDI, and in
all groups of economies (annex tables A.l1.2-A.1.5).

Table 1.2. Selected indicators of FDI and international production, 1982-2005

Item Value at current prices Annual growth rate
(Billions of dollars) (Per cent)
1982 1990 2004 2005 1986-1990 1991-1995 1996-2000 2002 2003 2004 2005

FDI inflows 59 202 711 916 21.7 21.8 40.0 -25.8 -9.7 27.4 28.9
FDI outflows 28 230 813 779 24.6 17.1 36.5 -29.4 4.0 44.9 -4.2
FDI inward stock 647 1789 9545 10 130 16.8 9.3 17.3 9.7 20.6 16.1 6.1
FDI outward stock 600 1791 10325 10672 18.0 10.7 18.9 9.6 17.7 14.1 3.4
Income on inward direct

investment 47 76 562 558 10.4 30.9 17.4 10.8 37.0 32.3  -0.7
Income on outward direct

investment 47 120 607 644 18.7 18.1 12.7 6.3 37.0 26.6 6.1
Cross-border M&As & . 151 381 716 25.9P 24.0 51.5 -37.7 -19.7 28.2 88.2
Sales of foreign affiliates 2620 6045 200986° 22 171°¢ 19.7 8.9 10.1 11.2 30.4 11.4° 5.6°
Gross product of foreign

affiliates 646 1481 42839 45179 174 6.9 8.8 1.9 203 22.89 5.4d
Total assets of foreign

affiliates 2108 50956 42 807% 45 564° 18.1 13.8 21.0 36.7 27.9 3.5¢ 6.4¢
Exports of foreign affiliates 647 1366 3733F 4 214f 14.3 8.4 4.8 4.9t 16,57  21.0f 12.9f
Employment of foreign

affiliates (thousands) 19 537 24 551 59 4589 62 0959 5.4 3.2 11.0 10.0 -0.5 20.19 4.49
GDP (in current prices) 10 899 21 898 40960 44 674h 11.1 5.9 1.3 3.9 12.1 12.1 9.1
Gross fixed capital formation 2397 4925 8 700 9 420 12.7 5.6 1.1 0.4 12.4 15.5 8.3
Royalties and licence

fee receipts 9 30 111 91 21.2 14.3 7.8 7.9 14.1 17.0 -17.9
Exports of goods and non-

factor services N 2247 4261 11196 12641 12.7 8.7 3.6 4.9 16.5 21.0 129

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

Data are available only from 1987 onwards.
b 1987-1990 only.

¢ Data for 2004 and 2005 are based on the following regression result of sales against FDI inward stock (in $ million) for
the period 1980-2003: Sales=1 646.227+2.02618*FDI inward stock.

d  Data for 2004 and 2005 are based on the following regression result of gross product against FDI inward stock (in $
million) for the period 1982-2003: Gross product=474.0967+0.399066*FDI inward stock.

€ Data for 2004 and 2005 are based on the following regression result of assets against FDI inward stock (in $ million)
for the period 1980-2003: Assets= -2 174.209+4.712645*FDI inward stock.

f 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=357.6124+0.558331*FDI inward stock. For 1999-2005, the share of exports of foreign
affiliates in world exports in 1998 (33.3 per cent) was applied to obtain the values.

9 Based on the following regression result of employment (in thousands) against FDI inward stock (in $ million) for the
period 1980-2003: Employment=16 415.27+4.509468*FDI inward stock.

h Based on data from IMF, World Economic Outlook, April 2006.

Note:

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 the 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, Canada, the Czech Republic, Finland, France, Germany, Italy, Japan, Sweden, Switzerland and
the United States (for employment); those from Austria, Canada, the Czech Republic, Finland, France, Germany, ltaly,
Japan, Luxembourg, Sweden and the United States (for sales); those from Japan and the United States (for exports);
those from the Czech Republic, Portugal and 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 the worldwide outward FDI

stock.
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c. Trends in international production

International production, as measured by
estimates of global FDI stock and of sales, assets,
value-added, employment and exports by foreign
affiliates, grew further in 2005 (table 1.2). Given
the important role of cross-border M& As and their
rise in 2005, part of the expansion of international
production and related assets and activities
represents a shift of such assets and activities from
domestic firms to TNCs rather than an addition to
host countries’ output, employment and value
added. However, the shift may itself contribute to
a growth in host countries’ production capabilities
over time due to possible sequential FDI aimed at
expanding acquired production facilities (section
3 below).

The number of TNCs worldwide has risen
to about 77,000, with at least 770,000 foreign
affiliates (annex table A.1.6). More than 20,000 of
the TNCs originate in developing countries. FDI
has grown faster than domestic investment (gross
fixed capital formation), and FDI stock continues
to rise. Thus the share of international production
in world output, as measured by the share of value
added of foreign affiliates in world GDP, isrising
and is estimated to have been 10% in 2005,
compared to 7% in 1990. On the assumption that
adollar of FDI stock from any home country leads
to the same amount of international production
everywhere, and based on past estimates of the
relationship between FDI stock and foreign sales,
employment and value added, respectively, TNCs
based in developing countries and in South-East
Europe and the CIS are estimated to have accounted
for about $2.6 trillion in sales, employed 7.4
million workers and generated more than $500
billion in value added outside their home countries
in 2005. (For individual country data on
international production, see annex tables B.8-
B.19).

The degree of transnationality of host
countries — both developed and developing, as well
as the transition economies of South-East Europe
and the CIS — measured by UNCTAD’s
Transnationality Index, fell somewhat in 2003
(figure 1.6), reflecting a decline in FDI flows in
that year. Significant differences continue to prevail
in the degree of transnationality of different
countries in all three groups, but the most and |east
transnationalized countries have remained the same
in each host group as in the previous year. Some
small developing countries experienced large
changes in their ranking in 2003. The most

significant changes were for Costa Rica, up from
ranked 21 in 2002 to 13 in 2003, and the Dominican
Republic, down from 13 in 2002 to 20 in 2003. The
most transnationalized economy of all in 2003 was
Hong Kong (China), followed by Ireland and
Belgium.

The increase in global FDI flowsin 2005 was
driven by many factors: macroeconomic,
microeconomic (corporate) and institutional. The
most important factor at the macroeconomic level
has been continued economic growth.8 At the
microeconomic level, a surge of financial flows
to collective investment institutions (e.g. private
equity funds, hedge funds) led to massive cross-
border investments by these funds. At the
institutional level, although a number of restrictive
measures are being adopted to discourage
takeovers, favourable conditions in financial and
stock markets prompted the growth of cross-border
M&AsS.

However, data on FDI flows and stocks
should be interpreted with caution, taking into
account a number of issues related to FDI statistics.
A risein global FDI flows, for instance, does not
necessarily mean increased productive capacities
in host economies, as explained in the next section.

2. Some issues concerning FDI
statistics: what is behind the
numbers?

Host countries today generally welcome FDI,
on the condition that it will lead to higher value
added and/or higher rates of output growth in their
economies. FDI flows are expected to represent
funds for expenditure on capital formation in host
economies. But in reality not all of the flows shown
in FDI data represent external financial resources
for investment, because they may have originated
in that country itself in the first place (round-
tripping), or because they are intended mainly for
FDI in some other country (trans-shipping), as
discussed below. And, even if they are trans-
shipments, they do not necessarily translate into
expenditures to build production capacity in host
economies.

Capital formation is the flow of expenditures
that increase or maintain the real capital stock (sum
of the value of capital goods used as factor inputs
for production) in an economy. FDI that goes into
new investment projects in an economy is part of
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Figure 1.6. Transnationality index? of host economiesP, 2003
(Per cent)

(a) Developed economies {b) Developing economies (c) South-East Europe and CIS
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Source : UNCTAD estimates.

a

Average of the four shares : FDI inflows as a percentage of gross fixed capital formation for the past three years 2001-
2003; FDI inward stocks as a percentage of GDP in 2003; value added of foreign affiliates as a percentage of GDP in
2003; and employment of foreign affiliates as a percentage of total employment in 2003. For Belgium and Luxembourg,
the corresponding ratio of FDI inflows to gross fixed capital formation refers only to 2002-2003.

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 (2002), Czech Republic (2002), Finland (2001), France (2001), Hungary (2000), Ireland (2000),
Italy (1997), Japan (2002), Netherlands (1996), Norway (1998), Portugal (2002), Sweden, United Kingdom (1997), United
States, China (2002), India (1995), Malaysia (1995), Singapore (2002), Taiwan Province of China (1994) and Republic
of Moldova. For Albania, the value added of foreign owned firms was estimated on the basis of the per capita inward
FDI stocks and the corresponding ratio refers 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, Czech Republic, Denmark (1996), Finland (2001), France (2001),
Germany, Hungary (2000), Ireland (2001), Italy (1999), Japan (2002), Netherlands (1996), Norway (1996), Poland (2000),
Portugal (2002), Republic of Moldova, Slovenia (2000), Sweden, Switzerland, United Kingdom (1997), United States,
Hong Kong (China) (1997), Indonesia (1996) and Singapore (2002). For Albania, the employment impact of foreign-owned
affiliates was estimated on the basis of their per capita inward FDI stocks and the corresponding ratio refers 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 their outward FDI stock and to total inward FDI stock of the respective
economy. Data for France, Netherlands, Norway, Sweden and United Kingdom refer to majority-owned foreign affiliates
only.
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Box I.1. FDI and round-tripping of investments

Different treatment for foreign investors,
as opposed to domestic investors, and tax
differentials between countries affect the size and
direction of FDI flows, leading in some cases to
what is known as “round-tripping”, or “the
channelling by direct investors of local funds to
SPEs (special purpose entities) abroad and the
subsequent return of the funds to the local
economy in the form of direct investment” (IMF
2004, p. 70).2

While estimates of such FDI vary, alarge
share of FDI from and in major developing host
economies such as China and Hong Kong (China)
is round-tripped. In the case of inward FDI in
China, some of which is round-tripped via Hong
Kong (China), estimates vary from 25% (WIRO03,
p. 45) to about 50% (Xiao 2004). Chinese firms
try to benefit from special treatment and

Source: UNCTAD.

incentives given to foreign investors by remitting
funds to Hong Kong (China) and then having their
Hong Kong affiliates reinvest the funds back in
China. After its accession to the World Trade
Organization (WTO), China has removed many
of the incentives, but there are still differences
in treatment between domestic and foreign
investors; for example, the corporate tax is still
levied at lower rates on foreign TNCs than on
domestic firms (normally 5%-13% on the former,
compared with 25% on the latter).

Additional notable examples include the
Russian Federation and others that have relatively
recently opened up to foreign investors that tend
to offer special incentives to FDI. However, in
all these other cases, only small amount of FDI
is round-tripped, as their FDI inflows are
relatively small compared to those of China.

& Theterm“round-tripping” isnot mentioned in the existing official documentsrelated to compilation of FDI data such
as the IMF's Balance of Payments Manual, Fifth Edition (1993), or the OECD’s Benchmark Definition of FDI
(1996). However, the Revision of the Balance of Payments Manual, Fifth Edition, currently being undertaken by the
IMF in cooperation with other international organizations (including UNCTAD) will include areferenceto it (IMF

2004, p.70).

Box 1.2. FDI and trans-shipping of investments

A large amount of FDI isinvested in specia
purpose entities (SPEs) not only in developing
countries (in particular tax havens or some
offshore financial centres) but also in developed
countries. Even in some major developed host
countries the share of holding companies — one
type of SPEs —in total inward FDI isrelatively
high (box table 1.2.1). In a number of developed
countries, it is usually difficult to ascertain to

Box table 1.2.1. Inward FDI
stock in holding companies
of selected countries, 2003

what extent FDI from SPEs is trans-shipped to
other countries, but in the case of financial
centres, it is likely that most of their FDI will
be redirected to other countries.

In Luxembourg — the largest FDI recipient
in 2002-2003 if FDI in SPEs or trans-shipped FDI
were to be included — official data suggest that
an estimated 95% of FDI inflows during 2002-
2005 were trans-shipped (box table 1.2.2).

Box table 1.2.2. FDI inflows in Luxembourg,
distributed between SPE/trans-shipped FDI and non-

SPE/non-trans-shipped FDI, 2002-2005
(Millions of dollars)

Millions Share in
Country of dollars total (%)
France 196 860 38 Item 2002 2003 2004 2005
Germany 87 363 23
Portugal 11 762 20 Total inflows including SPE/
United States @ 84 361 6 trans-shipped FDI 117 218 83 814 77 215 43 755
Non-SPE/non-trans-shipped FDI 3992 3943 3958 3685
Source: UNCTAD, FDI/TNC SPE/trans-shipped FDI 113 226 79 871 73 257 40070
database (www.unctad.org/

fdistatistics).
2  Datarefer to 2004.

Source: UNCTAD, based on official communications with

Statec, Luxembourg.
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Box 1.2. FDI and trans-shipping of
investments (concluded)

Furthermore, offshore financial centres located
in the Caribbean alone accounted for 10% of
inward FDI inflows to developing countries
during 2000-2005 (annex table B.1).

Datafor Hong Kong (China) show that 27%
of its outward FDI stock in 2004 was accounted
for by FDI that is directed to non-operating
companies in offshore financial centres (mainly
British Virgin Islands) (China, Hong Kong Census
and Statistics Department, various years).2 This
type of FDI may have increased after the return
of Hong Kong to Chinain 1997 as both local and
foreign investors in Hong Kong (China) sought
to diversify their financial holdings as a hedge
against policy changes that might be detrimental
to their interests (Ramstetter 2005).1n addition,
in some major host countries for which
information is available, the share of tax havens
in total inward FDI is substantial: for example,
14% of inward stock in Singapore (2003), 39%
in Hong Kong, China (2004), and 15% in Brazil
(2000).

Source:  UNCTAD.

2  Round-tripped FDI from China via Hong Kong
(China) should also be taken into account, but
official estimates of this type of FDI are not
available. Thusit is not considered here.

this. However, FDI flows in the form of cross-
border M&As in many cases simply end up
transferring the ownership of production assets to
the foreign investor and do not entail, at least in
the short-term, any direct addition to capital stock
in a host country (other than possible transfers of
technology and know-how), as discussed in section
3 below. In addition, for different reasons, round-
tripped investments (box 1.1), trans-shipped
investments (box 1.2), as well as the bulk of
investments in special purpose entities (SPEs) and
in tax havens do not necessarily represent foreign
investments in production capacity in host
countries: they might eventually be used for
productive investment in other, or even the
originating, countries. The current FDI data, which
include these kinds of investments, thus
overestimate actual investment in production

capacity.

These issues are being extensively discussed
by expert groups on FDI at the international level,
in particular the Direct Investment Technical Expert

Group? and the OECD’s Benchmark Advisory
Group,10 for the purpose of the revisions of the
IMF’'s Balance of Payments Manual and the
OECD’s Benchmark Definition of FDI. Both groups
set international guidelines for the compilation of
statistics on balance of payments and international
investment positions.! These issues and problems
were also underlined at an UNCTAD expert
meeting held in Geneva in December 2005 (box
1.3).

FDI data should therefore be interpreted and
used with all of these caveats in mind. More
importantly, developing countries need to improve
the quality of their FDI statistics — a major
challenge for many of them. Moreover, FDI data
alone are not enough to assess the importance and
impact of FDI in host economies. They should be
complemented with statistical information on the
activities of TNCs and their foreign affiliates (e.g.
sales, employment, trade, research and devel opment
(R&D)).

3. A new wave of cross-border M&As

This section takes a closer look at the new
wave of cross-border M& As, including the growing
importance of collective investment funds —
particularly private equity funds and hedge funds
— in FDI and their contribution to the recent
recovery of FDI flows. It also highlights some of
the questions this phenomenon raises concerning
future FDI flows.

a. Recent trends

Both the value and number of cross-border
M&As rose in 2005, to $716 billion (an 88%
increase) and to 6,134 (a 20% increase)
respectively — levels close to those of 1999, the
first year of the latest cross-border M& A boom
(annex tables B.4-B.7). While this high level of
M& As reflected strategic choices of TNCs, it was
also fuelled by the recovery of stock markets,
which led to an increasing number of mega deals
(each worth more than $1 billion in transaction
value): in 2005, there were 141 such deals,
representing a total value of $454 billion — more
than twice the amount recorded in 2004 — and
accounting for 63% of the total value of global
cross-border M& As (table 1.3; for individual deals
see annex table A.1.7). These deals, the very large
ones in particular, are typically concluded through
the exchange of shares as a means of reducing the
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Box 1.3. UNCTAD expert meeting on FDI statistics: sound data essential for sound policies

Reliable data are essential for analysing the
process of globalization in all its dimensions,
including its impact on sustainable economic
development, which provides the basis for
formulating development-oriented policies. In
host economies, adequate and timely policies play
a crucial role in ensuring that FDI brings the
desired kinds of investment and benefits. But
without proper information, it is difficult to
formulate sound FDI policies that are conducive
to development.

Against this background, the Expert
Meeting on Capacity Building in the Area of FDI:
Data Compilation and Policy Formulation in
Developing Countries, convened by UNCTAD
in December 2005, provided a forum for
discussing some key issues. The meeting
emphasized that data collected should be reliable,
comparable, useful, comprehensive and timely.
By all of these criteria, wide-scale improvements
in data gathering are required.2

Source: UNCTAD, based on “FDI statistics: data compilation and policy issues’,

Providing increased and improved
information on FDI would facilitate the analysis
of trends and the assessment of the impact of FDI
on development. At the UNCTAD expert meeting,
it was recognized that the present data collecting
and reporting systems of many developing
countries, in particular LDCs, may not be able
to provide the data required for sound analysis
and appropriate policy formulation. Ways of
improving this situation need to be considered,
including through international and regional
cooperation. UNCTAD is currently involved in
expert meetings/consultations in various regions
to identify steps that can be taken in this direction.
These include institutional capacity-building
activities relating to FDI statistics, and support
to regional cooperation among relevant institutions
in developing countries and economies in
transition to help promote a harmonized system
for measuring, collecting and reporting statistics
on FDI and the activities of TNCs.

note prepared by the UNCTAD

secretariat (TD/B/COM.2/EM.18/2) for the Expert Meeting on Capacity Building in the Area of FDI: Data
Compilation and Policy Formulation in Developing Countries, Geneva, 12-14 December 2005 and “Report of
the Expert Meeting on Capacity Building in the Area of FDI: Data Compilation and Policy Formulation in

Developing Countries’ (TD/B/COM.2/EM.18/3).

a8  Seeannex on Definitions and Sources, section B, for adiscussion of some limitations of currently available FDI data.

Table 1.3. Cross-border M&As valued at
over $1 billion, 1987-2005

Number Share in Value Share in
Year of deals total (%) ($ billion) total (%)
1987 14 1.6 30.0 40.3
1988 22 1.5 49.6 42.9
1989 26 1.2 59.5 42.4
1990 33 1.3 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 43.1
1996 43 0.9 94.0 41.4
1997 64 1.3 129.2 42.4
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
2004 75 1.5 199.8 52.5
2005 141 2.3 454.2 63.4

Source: UNCTAD, cross-border M&A database
(www.unctad.org/fdistatistics).

need for cash as well as for deferring or minimizing
tax payments over capital gains. Indeed, some of
them are impossible to effect by cash payment
because of their sheer size. Thisisreflected in the
increasing number of deals through an exchange
of shares when cross-border M&As rise in value
(table I.4). However, more recently, as noted below,
due to the growth of FDI by collective investment
institutions (e.g. private equity funds and hedge
funds), M&As involving cash payment have also
been on the rise.

Although it is too soon to make exact
comparisons, the present boom in cross-border
M& As bears a number of similarities as well as
differences with the previous one (table 1.5). The
value and number of M&As in 2005 were
comparable to the averages in 1999-2001, as were
the number of mega deals. The top three target
countries in terms of shares of total sales by value
— the United Kingdom, the United States and
Germany — were the same as in the previous boom.

On the other hand, there were some changes
in the sectoral and industrial distribution of M&As
in the two periods: the share of the primary sector
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Table I.4. Cross-border M&As through
exchange of shares, 1987-2005

(Billions of dollars and per cent)

Developed Developing
World countries economies?
Stock  Share Stock Share Stock Share
Year swap in total swap in total swap in total
1987 1.5 2.0 1.5 2.1 - -
1988 1.6 1.4 1.6 1.4 0.0 0.4
1989 11.2 8.0 11.2 8.2 0.0 0.8
1990 12.6 8.4 12.2 8.5 0.5 6.6
1991 2.3 2.9 2.3 3.0 - -
1992 3.0 3.8 3.0 4.1 0.0 0.2
1993 14.3 17.3 13.4 18.6 0.9 8.2
1994 5.3 4.2 4.9 4.3 0.4 2.8
1995 13.8 7.4 12.6 7.3 1.2 9.0
1996 29.8 131 209 10.6 9.0 30.0
1997 32.4 10.6 30.8 11.4 1.6 4.6

1998 1409 26.5
1999 277.7 36.3
2000 507.8 44.4
2001 140.9 23.7

139.9 27.5 1.0 4.6
250.3 35.7 27.4 42.7
496.1 45.6 11.7 24.0
115.8 216 23.8 42.4

2002 39.9 10.8 37.4 10.9 2.5 8.8
2003 32.7 11.0 31.7 12.3 1.1 2.6
2004 62.2 16.3 50.4 14.8 11.8 28.9

2005 123.7 17.3 121.4 19.4 2.3 2.6

Source: UNCTAD, cross-border M&A
(www.unctad.org/fdistatistics).

a8 Includes South-East Europe and CIS.

Note: Covers only the deals whose transaction value is
known.

database

was higher in the latest boom, at the expense of
services; thisisreflected in the fact that the top
three target industries in 2005 were mining,
quarrying and petroleum. They pushed the two
leading industrial categories in the previous M&A
peak — transport, storage and communications, and
finance — to the second and third positions
respectively, and displaced business services from
the top three.

There are some noticeable differences in the
factors underlying the present upsurge in cross-
border M& Ass, compared to those that drove the
previous one. The financial markets and the “dot-
com” boom no longer play key roles. Moreover,
there is reason to believe that the present boom
is driven primarily by strategic choices of firms
in light of opportunities provided by economic
growth, and that opportunistic factors play a
smaller role in the current M&As. Thus the deals
involve fewer industries than in the previous boom.
Most cross-border M& As are undertaken within
the same industry, except where new types of
investors are involved, such as private equity firms
(discussed later), that usually invest in any industry.

b. Cross-border M&As versus
greenfield FDI

Greenfield FDI refers to investment projects
that entail the establishment of new production
facilities such as offices, buildings, plants and
factories, as well as the movement of intangible
capital (mainly in services). This type of FDI
involves capital movements that affect the
accounting books of both the direct investor of the
home country and the enterprise receiving the
investment in the host country. The latter (or
foreign affiliate) uses the capital flows to purchase
fixed assets, materials, goods and services, and to
hire workers for production in the host country.
Greenfield FDI thus directly adds to production
capacity in the host country and, other things
remaining the same, contributes to capital formation
and employment generation in the host country.

Cross-border M& As involve the partial or
full takeover or the merging of capital, assets and
liabilities of existing enterprises in a country by
TNCs from other countries. M&As generally
involve the purchase of existing assets and
companies. The target company that is being sold
and acquired is affected by a change in owners of
the company. There is no immediate augmentation
or reduction in the amount of capital invested in
the target enterprise at the time of the acquisition,
except in some cases involving operations in which
the direct investor already has an interest (see
below). However, M&As may subsequently lead
to an expansion (or reduction) of operations.

If the acquisition is strictly an exchange of
shares between residents and non-residents with
no cash involved,12 there are no actual flows of
financial capital. In the balance of payments, the
exchanges of shares, which are recorded as inflows
and outflows in the financial accounts of the two
countries involved, should balance, resulting in no
net inflow or outflow of financial capital. Such
stock-swapping M&As accounted for 17% of total
cross-border M&As in 2005 (table 1.4).13

It should be underlined, however, that even
though FDI through M&As may not add directly
to the total capital stock of a host country, it does
add to foreign-owned capital stock (when domestic
firms are acquired) and to international production.
Thus, from the point of view of the outward
investors, these are investments that add to their
production capacities, and from a global point of
view, they add to international production capacity
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Table 1.5. Main characteristics of cross-border M&As: then and now

Item 1999-2001
(Previous peak period) 2005
Value ($ million) (Annual average) 834 607 716 302
Number (Annual average) 6 974 6134
Number of mega deals (Annual average 134 141
acquisition worth over $1 billion in transaction value)
Regional breakdown based on totals (% of total)
(based on sales)
Developed countries 90 84
Developing countries 9 14
South-East Europe and CIS - 2
Sectoral breakdown based on sales (% of total)
Primary 4 16
Manufacturing 29 28
Services 67 55
Top 3 target countries (% of total)
United States 30 United Kingdom 24
United Kingdom 15 United States 15
Germany 13 Germany 9
Top 3 target industries (% of total)
Transport, storage and communications 26 Mining, quarrying and petroleum 16
Finance 17 Transport, storage and communications 14
Business activities 10 Finance 13

Factors
Financial market boom
Pressures to merge
Strategic and financial
The dot-com surge

Economic growth

Strategic choices (firm’s growth, consolidation,
protection from acquisition)

New investors (private equity firms)

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

and cross-border production under the common
governance of TNCs. More importantly, although
most FDI through M&As does not represent a
direct addition to the capital stock of countries,
several factors must be taken into account in
assessing its significance for capital formation and
for development in host countries (WIR00 and box
1.4).

c. An emerging trend: the rise in FDI
by collective investment funds

Investment firms, or collective investment
institutions and schemes — that include, among
others, private equity firms and various financial
investment funds (e.g. mutual funds, hedge funds)
— have recently become growing sources of FDI,
mainly through cross-border acquisitions. This
emerging trend is examined here, in particular with
reference to private equity funds and hedge funds
that are frequently used for FDI, and the
transactions of which are recorded in FDI statistics.

As long as cross-border investments of
private equity and hedge funds exceed the 10%
equity threshold of the acquired firm, these
investments are classified and should be recorded
as FDI, even if amajority of such investments are
short term and are closer in nature to portfolio
investments. Investments by these funds may be
the latest examples of portfolio investment turning
into FDI (Dunning and Dilyard 1999). Recent
investments, however, involve a relatively long
period of management by the funds themselves (box
I.5) and have the characteristics of FDI. Further
research is needed to better assess the true FDI or
portfolio nature of such investments.

Private equity funds are emerging as a new
and growing source of investment, with a record
amount of funds raised in 2005 — $261 billion —14
about half of which were used for FDI.15 The
investments are made primarily in companies in
need of venture capital and in companies in
distress, as well as in firms divested by large
enterprises that prefer to concentrate on core
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Box |.4. Comparison of the impact of cross-border M& As and
greenfield FDI on host countries

The main difference between the impact on
the host-country of FDI through cross-border
M&As and greenfield investment lies in the
immediate or short-term effects on capital
formation and employment. Greenfield FDI, or
FDI in new projects, adds directly to the stock
of productive capital (and to employment) in the
host country, while a merger or acquisition
represents a change in ownership that does not
necessarily involve any immediate additions to
investment or employment in the host country.
Over time, however, the impact of FDI through
the two modes is likely to be similar in these and
other respects, while differing in some others,
particularly in the competition area by eliminating
acquired companies or crowding out domestic
companies.

First and foremost, over the longer term,
both cross-border M& As and greenfield entry are
likely to provide similar investment inflows in
similar situations (WIRQO0, p.171). Evidence from
devel oping countries shows that new (sequential)
investments after cross-border M& As can be
sizeable. Moreover, sequential investments can
be encouraged through policy measures or
provisions in privatization deals.

Second, there are situations in which cross-
border M& As are the only realistic option for FDI
entry, for example when there is a need for
rescuing ailing companies in a financial crisis
or when large-scale privatization is under way.
Even when the two entry modes may be
considered alternatives, industry-specific factors,
such as market concentration, high barriers to
entry, slow growth or excess capacity, may limit
the probability of greenfield entry. Moreover,

Source:  UNCTAD, based on WIRQO.

competencies. Private equity firms are still largely
concentrated in the United States and the United
Kingdom, and the majority of the investments by
private equity funds are still made in their home
markets. But in recent years, such funds have
expanded their business and investments into other
countries and regions of the world. In 2005, 10%
of all private equity funds raised were spent outside
Europe and North America, in addition to “global”
funds — which are a mixture of funds raised in more
than one country — that accounted for another 20%
(Private Equity Intelligence 2006, p. 9). In Europe,

when FDI is motivated by the search for assets
embodied in other firms, or driven by competitive
pressures that force firms to access assets or
restructure rapidly, the greenfield option is often
ruled out (WIR0O0, p.161). However, these latter
factors are likely to apply mainly to relatively
advanced host developing economies; in less
developed ones, the paucity of firms that are
candidates for M&As may make greenfield entry
the only option.

Third, FDI is a package of assets, including
not only capital for investment but potentially
also technology, organizational and managerial
practices and market access. Greenfield FDI can
provide this, while the potential impact of cross-
border M& As on these aspects of host-country
development is less known. Nevertheless, cross-
border M& As, for example, can bring in their
wake transfers of technology, especially when
acquired firms are restructured to increase the
efficiency of their operations. When TNCs invest
in building local skills and technological
capabilities, they do so regardless of how their
affiliates are established.

In sum, the impact of FDI on host countries
is difficult to distinguish by mode of entry once
the initial period has passed. The possible
exceptions are their impacts on market structure
and competition, for instance when cross-border
M& As have adverse effects by monopolizing
production (closing down of the acquired firms
or crowding out of local firms), and on economic
restructuring of industries and activities, where
cross-border M&As may play amore positive role
than greenfield FDI (WIR00, pp.193-197).

the single currency and the increasing integration
of financial markets contributed to a significant
increase in the importance of the private equity
market (ECB 2005, p. 24). In Asia, companies with
growth potential but in financial difficulty
following the financial crisis (or a prolonged
recession as in the case of Japan) have attracted
such funds. In recent years, private equity funds
have been joined by another type of funds — hedge
funds. These funds have also started to participate
in buyout transactions and are in competition with
traditional TNCs and private equity funds, with
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Box |.5. Characteristics of private equity and hedge fund investments

Private equity funds are financial service
firms or institutions that purchase equity shares
in companies at home and abroad. Most of the
money raised for investments comes from
institutional investors, such as banks, pension
funds and insurance companies. In addition,
commercial corporations, private foundations and
private individuals invest in these funds. The
funds are engaged in asset management that
focuses on actively investing in and supporting
businesses with a potential for high growth. The
target companies are typically not listed on the
stock market, or if listed, they are normally de-
listed after acquisition. The aim of the investors
isto earn profits (mainly in the form of capital
gains) by helping the acquired companies to grow
over several years through the provision of
financial resources, advice, networking and
knowledge. The capital gain for the investorsis
derived from the value creation achieved in the
company, and is realized when the investment
is exited. Venture capital is a subset of private

Source:  UNCTAD, based on ECB (2006a), EV CA (2005).

a record $1,200 billion raised in 2005. Box 1.5
provides an overview of the main characteristics
of private equity funds and hedge funds and their
investments.

Private equity-financed FDI increased in
2005, but it is difficult to calculate exactly its share
in total FDI inflows worldwide, as balance-of-
payments data do not distinguish between different
types of investors.1® The only available data are
those on cross-border M&As by private equity
funds, hedge funds and other similar investors.1’
Such data suggest that such investments are rising:
they reached arecord $135 billion and accounted
for as much as 19% of total cross-border M& As
in 2005 (table 1.6). These figures are even higher
than those of the M& A peak period of the late 1990s
and 2000. About 10% and 30% of the value and
number, respectively, of these deals took place in
developing countries, in particular developing Asia
(figure 1.7 for number of deals).

Private equity funds normally obtain a
majority of shares or full control and management
of the companies they buy, and stay longer than
other funds. Thus they are much more important
for FDI than are hedge funds. The analysis that
follows focuses on private equity funds.

equity, and refers to investments in companies
at early stages of their development. Investments
at the buyout stage apply to more mature
companies, and involve larger amounts and
different types of finance.

Hedge funds do not own or run a specified
asset management business, but generally have
broad investment mandates. There are very few
regulatory restrictions on the types of instruments
in which they deal, and they make extensive use
of short selling, leverage and derivatives. They
are often referred to as speculative funds. In
recent years, however, hedge funds have
expanded their equity stakes in selected stock-
listed companies.

Durations of investment by private equity
and hedge funds differ. In the case of private
equity funds, investors tend to take equity
positions with atime horizon of 5 to 10 years (or
an average of 5-6 years). Hedge funds normally
stay very short.

In 2005, the private equity market boomed
worldwide, particularly in Asia, including Japan,
and the EU. Historically low interest rates, high
liquidity of investors and the good performance
of private equity funds led to an increase in
investments in the funds. Half of the funds were
venture capital funds. Asin previous years, private
equity firmsin the United Kingdom and the United
States accounted for the lion’s share of raised funds
(85%) (Private Equity Intelligence 2006). In the
United States, the private equity market
traditionally has been of greater importance than
in other countries.

The majority of private equity funds invest
in their own countries/regions. But a growing
proportion of investments are now undertaken
abroad. Often, private equity firms compete with
traditional TNCs in acquiring foreign companies.
In 2005, they were involved in several deals that
included the largest buyouts in the world (table
1.7). In many cases they invested jointly.18

In 2005, private equity firms invested abroad
in various industries and sectors: for example in
the services sector, including real estate, in Europe,
the banking industry in developing Asia, and
finance and leisure industries in Japan. In Germany,
investments in real estate amounted to more than
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$13 billion (box 1.6). In general, in developed
countries, the sectoral distribution of FDI by
private equity firmsis more or less equal between
manufacturing and services sectors, but, unlike FDI
overall or total cross-border M& As, the primary
sector does not seem to be a significant target
(figure 1.8). In developing countries, the focusis
more on services (80% of the total value). In
developed countries, these firms invest largely in
the food, beverages and tobacco industry in the
manufacturing sector and in business activities
(including real estate) in the services sector, while
in developing countries and South-East Europe and
the CIS their focus is more on finance and
telecommunications.

The increasing activity of private equity
funds in cross-border investments raises questions
about the implications of such investments for the

Table 1.6. Cross-border M&As by collective
investment funds,2 1987-2005
(Number of deals and value)

Number of deals Value
Share in Share in
Year Number  total (%) $ billion total (%)
1987 43 5.0 4.6 6.1
1988 59 4.0 5.2 4.5
1989 105 4.8 8.2 5.9
1990 149 6.0 22.1 14.7
1991 225 7.9 10.7 13.2
1992 240 8.8 16.8 21.3
1993 253 8.9 11.7 14.1
1994 330 9.4 12.2 9.6
1995 362 8.5 13.9 7.5
1996 390 8.5 32.4 14.3
1997 415 8.3 37.0 12.1
1998 393 7.0 46.9 8.8
1999 567 8.1 52.7 6.9
2000 636 8.1 58.1 5.1
2001 545 9.0 71.4 12.0
2002 478 10.6 43.8 11.8
2003 649 14.2 52.5 17.7
2004 771 15.1 77.4 20.3
2005 889 14.5 134.6 18.8

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

a8  Collective investment funds here refer mainly to private
equity and hedge funds that are defined as “investors
not elsewhere classified” under investment and
commodity firms, dealers and exchanges (i.e. financial
service industries excluding credit institutions, savings
and loans, mutual savings banks, commercial banks,
bank holding companies, investment and commodity
firms, dealers and exchanges except investors not
elsewhere classified — such as securities companies,
commodity brokers, dealers and exchanges, investment
offices, real estate investment trusts and management
investment offices — and insurance firms). This
classification is based on the one used by the Thomson
Financial database on M&As.

long-term growth and welfare of the host
economies. There is disagreement about the
positive effects of private equity in the form of
venture or risk capital (i.e. capital invested in firms
with high growth potential but also a high level
of risk). A recent study has shown that firms that
receive external private equity financing tend to
have a larger start-up size and can therefore better
exploit their growth potential (Colombo and Grilli
2005). Investment in firms with high growth
potential and high risk levels may appeal less to
traditional investors, as the risk of such projects
seems too large or too difficult to assess. Venture
capital from foreign private equity firms may well
help developing countries create firms that could
become a Xerox, a Microsoft or an Apple of the
future.

However, the role of private equity fundsin
foreign acquisitionsis particularly strongly debated
when they invest in firmsin distress. In a number
of cases, private equity funds have been accused
of putting companies up for resale within a short
time period after squeezing profits out of them and
laying off workers, or of slicing up and destroying
companies. Sometimes, they have been referred to
as “heartless asset strippers”,1° provoking a public
outcry. For example, several such firms provoked
public anger in the Republic of Korea (e.g.
Newbridge Capital and Lone-Star, both United
States private equity firms, when the former sold
Korea First Bank in 2005 and the latter, Korean
Exchange Bank in 2006). Similar examples are
also prevalent in developed countries (e.g. Japan).

One of the differences between FDI by
private equity funds and that by traditional TNCs
relates to the fact that the investment horizon of
the former lasts, on average, only 5-6 years, while,
in theory, traditional TNCs have typically engaged
in expanding the production of their goods and
services to locations abroad and have longer
investment horizons. But more recently, TNCs have
also increasingly been driven by short-term
performance targets to meet shareholders’
expectations for high and rapid returns.

The prospects for fund-raising and
investment by private equity funds remain good
for 2006. Some firms (e.g. KKR) even started to
raise funds from stock markets by issuing shares.
With growing expertise, such funds are increasingly
investing abroad, driving FDI financed by private
equity funds. New institutional investors from
devel oping countries are also emerging. Examples
include Capital Asia (Hong Kong, China), Dubai
International Capital (UAE), H& Q Asia Pacific
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Figure I.7. Number of cross-border M&As by collective investment funds,?
by target region, 1987-2005
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Source: UNCTAD, cross-border M&A database (www.unctad.org/fdistatistics).
See note to table 1.6 for definition of collective investment funds.

a

Table I.7. Selected 20 large cross-border M&As using collective investment funds,?
announced or completed during 2004-March 2006

Value in Country of
Rank Year $ million Target company target company® Investor Investors’ country?
1 2005 13.0 TDC Denmark Apax, Blackstone, KKR, Providence United States
2 2006 7.3 WNU Netherlands Carlyle, Blackstone, KKR, Alpinvest,
Permira, Hellmann&Friedman United States
3 2005 7.0 Viterra Germany Terra Firma (via Deutsche Annington) United Kingdom
4 2004 4.4 Basell Netherlands Access Industries, Chatterjee Group  United States
5 2005 4.3 Amadeus Spain BC Partners, Cinven United Kingdom
6 2004 3.1 Canary Wharf Group PLC United Kingdom  Songbird Acquisition Ltd United States
7 2005 2.9 Warner Chilcott PLC United Kingdom  Waren Acquisition Ltd United States
8 2004 2.2 Celanese AG Germany Blackstone Group LP United States
9 2005 1.9 Masonite International Corp Canada Kohlberg Kravis Roberts & Co United States
10 2004 1.8 WCM-Residential Pty Germany Blackstone Group LP United States
11 2005 1.8 Ruhrgas Industries GmbH Germany CVC Capital Partners Ltd United Kingdom
12 2004 1.8 ATU Auto-Teile-Unger GmbH Germany Kohlberg Kravis Roberts & Co United States
13 2004 1.7 Brenntag AG Germany Bain Capital Inc United States
14 2004 1.7 Picard Surgeles SA France BC Partners Ltd United Kingdom
15 2005 1.6 Pirelli SpA-Cables & Sys Div Italy GS Capital Partners LP United States
16 2005 1.6 Turkcell lletisim Hizmetleri Turkey Alfa Group Russian Federation
17 2004 1.5 Verizon-Canadian Directory Bus. Canada Bain Capital Inc United States
18 2005 1.5 Tussauds Group Ltd United Kingdom  Dubai International Capital United Arab Emirates
19 2005 1.4 Chr Hansen-Food Ingredient Denmark PAI Partners SA France
20 2005 1.4 Dometic International AB Sweden BC Partners Ltd United Kingdom

Source: UNCTAD, based on annex table A.1.8 and newspaper accounts.
See note to table 1.6 for definition of collective investment funds.

a
b

While the (immediate) country of target and investor is the same, the ultimate investor is based in another country.
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Box |.6. Large private equity investmentsin the German real estate sector

In 2005, there were several high value
investments by foreign private equity firmsin
the German real estate sector. For example,
Fortress acquired NILEG Immobilien Holding
GmbH for i1.5 billion ($1.9 billion), Cerberus/
Fortress bought Deutsche Wohnen for i1.0
billion ($1.3 billion) and Oaktree acquired
GEHAG for i1.0 billion ($1.3 billion).

The most spectacular investment was
undertaken by Terra Firma, a private equity
capital firm, which acquired E.ON, areal estate
firm, from one of the biggest German energy
suppliers, German Viterra AG, for a publicly
announced price of i7 billion ($8.8 billion),
making it the largest transaction in the European
real estate sector and the largest buyout in
Germany.2 The German housing market has
become more attractive to foreign investors as
economic conditions in that country have begun

Source: UNCTAD.

to improve and housing prices are relatively low
following a decade of stagnation.

Like many investments by private equity
firms, the acquisition of Viterra (which was
undertaken through the German affiliate of Terra
Firma, Deutsche Annington) appears to have been
financed to alarge extent by loans raised in local
markets. Since these loans were taken by the
German affiliate in domestic markets, they are
not considered as involving cross-border
payments, and therefore are not recorded as
inward FDI in Germany. In the German balance-
of-payments statistics, total FDI inflows in the
real estate sector in 2005 amounted to only $0.8
billion; yet the acquisition of ViterraAG, together
with other publicly announced acquisitions of
German real estate companies by foreign private
equity companies, amounted to over i13 billion
($16.2 billion).

a“Terra Firma wettet auf den deutschen Aufschwung”, Frankfurter Allgemeine Zeitung, 23 February 2006.

Hong Kong (China) and Temasek (Singapore).
However, given the recent tendency of many such
funds to use bank loans to finance private equity
buyouts, a deterioration in the macroeconomic
environment, especially a sharp increase in interest
rates, could lead to difficulties for the private equity
funds and slow down the dynamic development of
their investment abroad.

FDI by collective investment funds is a new
form of foreign investment, which raises a number
of questions that deserve further research. For
instance, how does FDI financed by private equity
funds differ from FDI by TNCs in its strategic
motivations? Who controls such funds? And what
are their impacts on host economies?

4. FDI performance and potential

Some changes took place in 2005 (or the
2003-2005 average) of rankings by the UNCTAD
Inward FDI Performance Index,29 reflecting
uneven developments with respect to FDI inflows
(annex table A.1.9).

By country, as a result of continued large
investmentsin its oil and gas industry, Azerbaijan
still led the performance index ranking ahead of

other small economies — usually well represented
among the leaders — such as Brunei Darussalam,
Hong Kong (China), Luxembourg, Malta and
Singapore (table |.8). Estonia came fourth (having
moved up from the 15th position in 2004 (or the
2002-2004 average). Among the top 20 performers
by the index, 12 were developing economies and
three were from the transition economies of South-
East Europe and the CIS. Many high performers
are oil- and gas-producing economies.

By region, the group of developed countries
suffered a decline in its relative position, reflecting
large fallsin FDI in some countries (table 1.9).
Within the group, the largest declines were in the
EU, although significant gains were observed for
the Netherlands and the United Kingdom (annex
table A.1.9). On the other hand, the developing
regions, with the exception of Latin America and
the Caribbean, improved their ranking by the FDI
Performance Index. The highest index was that of
South-East Asia, but the sharpest rise was achieved
by the North African region (with Sudan, Egypt
and Morocco moving up in the rankings) and West
Asia. South-East Europe also improved its index
in 2005 (table 1.9). The two candidates for EU
accession, Bulgaria and Romania, figured among
the top 30 (annex table A.1.9).
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Figure 1.8. Cross-border M&As by private equity

funds and hedge funds, by sector and
main industry, 2005
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In contrast to changes in rankingsin
the performance index, there were almost
no changes in the rankings based on the
Inward FDI Potential Index?! (annex table
A.1.9 for rankings of all 141 countries). The
top economies remain the same asin the
previous year, almost in the same order. This
reflects the stability of the structural
variables comprising the Index. The United
States and the United Kingdom ranked first
and second, and 15 developed countries
ranked among the top 20. Singapore, Qatar,
Hong Kong (China), the Republic of Korea
and Taiwan Province of China, in that order,
were the devel oping economies that featured
among the top 20 in the 2005 ranking.

Comparing their inward FDI
performance and potential using the
UNCTAD indices, countries in the world can
be divided into the following four
categories: front-runners (countries with
high FDI potential and performance); above
potential (countries with low FDI potential
but strong FDI performance); below
potential (countries with high FDI potential
but low FDI performance); and under-
performers (countries with both low FDI

Table 1.8. Top 20 rankings by Inward
FDI Performance Index,
1995, 2004 and 20052

Economy 1993-1995 2002-2004 2003-2005
Azerbaijan 11 1 1
Brunei Darussalam 18 2 2
Hong Kong, China 13 6 3
Estonia 15 15 4
Singapore 2 7 5
Luxembourg . 4 6
Lebanon 116 8 7
Malta 21 30 8
Bulgaria 96 9 9
Congo 7 10 10
Belgium . 11 11
Mongolia 94 13 12
Iceland 130 58 13
Georgia 114 16 14
United Arab Emirates 90 25 15
Sudan 112 19 16
Congo, Democratic

Republic of the 131 91 17
Angola 24 3 18
Jordan 132 46 19
Trinidad and Tobago 5 14 20

Source: UNCTAD.

2  Three-year moving averages of FDI inflows and
GDP, using data for the immediate past three
years including the year in question.
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Table 1.9. Inward FDI Performance Index,
by region, 1990, 2004 and 20052

from the CIS (Azerbaijan). In general, asin the
case of inward FDI performance, small
economies ranked relatively high in the Outward

FDI Performance Index. Chapter |11 further

Region 1988- 2002- 2003- ! A
1990 2004 2005  discusses developments based on this index for
developing countries.
World 1.000 1.000  1.000
Developed regions 1.007 0.838 0.807
Europe 1.272  1.393 1.372
European Union 1.271 1.406 1.385 i
Other Europe 1.280 1.132 1.119
North America 1.129 0.472 0.484 B * POl ICy developments
Other developed countries 0.290 0.431 0.194
Developing regions 0.967 1.532 1.596
Africa 0.722  1.288  1.455 . .
North Africa o838 1186 1591 1. National policy changes
Other Africa 0.643 1.356 1.372
Latin America and the Caribbean 0.948 1.705 1.625
South America 0.814  1.747  1.687 The year 2005 saw intense discussions in
Ottﬁsrcé"’;ﬂ)”b:;"ne”ca and 1277 1649 1535 Many parts of the world on the merits of
Asia and Oceania 1.030 1.500 1.604 liberalization versus the need for economic
Asia 1.019 1.501  1.605 protectionism. Most countries continued to

West Asia 0.142 0.872 1.242 . . o :

South, East and South-East Asia 1.240 1.635 1685 liberalize their investment environment but
South Asia _ 0.112  0.525 0.507 otherstook steps to protect their economies from
Egztsfgdsii"“th East Asia 1esz 18 e foreign competition or to increase State

South-East Asia 3.172 1780 2.073 influencein certainindustries. In particular, the
Oceania 7.144 = 0.702  0.717 | atin American oil and gas industries were the
South-East Europe and CIS 0.444>  2.062 2.098 . : . . .
South-East Europe 0.876® 3699 3857 focusof attention culminating in the decision
Cls 0.407® 1732 1.760 in Boliviato nationalizeits oil and gas industry

Source: UNCTAD.

a Three-year moving averages of FDI inflows and GDP, using
data for the immediate past three years including the year in

question.

b 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.

potential and performance) (table 1.10). There are
some surprises for the first and last groups. While
the first group included many developed countries
and newly industrializing economies, in 2004
(2002-2004 average), the most recent year available
for this analysis, countries such as Denmark,
France and Switzerland were categorized as below
potential. The last group consisted mainly of poor
and low-income developing economies, including
LDCs and countries affected by economic or
political crises.

Performance in FDI outflows relative to the
size of economies, as measured by the Outward
FDI Performance Index,22 showed only a few
changes in country positions in 2005 as compared
with those in 2004. Iceland and Hong Kong (China)
head the list, and the composition of the top 10
economies was the same as that of the previous
year (2004), with six developed countries, three
developing economies and one transition economy

in May 2006.

A total of 205 policy changes were identified
by UNCTAD in 2005 (table 1.11). In terms of
regional distribution, Africa accounted for 53
policy changes, followed by Asia and Oceania
(48), developed countries (44), South-East
Europe and the CIS (39) and Latin America and
the Caribbean (21). The number of FDI-related
changes in national laws was slightly lower than
those reported for the past three years. This partly
reflects a change in the methodology used by
UNCTAD to gather the data.?3

Most of the changes in 2005 made conditions
more favourable for foreign companies to enter and
operate. The types of measures most frequently
adopted were related to sectoral and cross-sectoral
liberalization (57 policy changes), promotional
efforts (51 policy changes), operational measures
(22 policy changes) and FDI admission (19 policy
changes).

Fifty-one measures involved new
promotional efforts, including various incentives
aimed at furthering investment in certain economic
activities. Greece, for example, introduced new
incentives for investments in tourism and into R&D
activities. Most of the changes reported were
related to corporate income taxes, considered
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Table 1.10. Matrix of inward FDI performance and potential, 20042

High FDI performance

Low FDI performance

High FDI potential

Front-runners

Australia, Bahamas, Bahrain, Belgium, Botswana,

Brunei Darussalam, Bulgaria, Chile, China,
Croatia, Cyprus, Czech Republic, Dominican
Republic, Estonia, Finland, Hong Kong (China),
Hungary, Iceland, Ireland, Jordan, Kazakhstan,
Latvia, Lebanon, Lithuania, Luxembourg,
Malaysia, Malta, Netherlands, New Zealand,
Panama, Poland, Portugal, Qatar, Singapore,

Slovakia, Slovenia, Spain, Sweden, Trinidad and

Tobago and United Arab Emirates.

Below potential

Algeria, Argentina, Austria, Belarus, Brazil,
Canada, Denmark, France, Germany, Greece,
Islamic Republic of Iran, Israel, Italy, Japan,
Kuwait, Libyan Arab Jamabhiriya, Mexico,
Norway, Oman, Philippines, Republic of Korea,
Russian Federation, Saudi Arabia, Switzerland,
Taiwan Province of China, Thailand, Tunisia,
Turkey, Ukraine, United Kingdom and United
States.

Low FDI potential

Above potential

Albania, Angola, Armenia, Azerbaijan, Bolivia,
Congo, Costa Rica, Ecuador, Ethiopia, Gabon,
Gambia, Georgia, Guyana, Honduras, Jamaica,

Under-performers

Bangladesh, Benin, Burkina Faso, Cameroon,
Colombia, C6te d’lvoire, Democratic Republic
of the Congo, Egypt, El Salvador, Ghana,

Kyrgyzstan, Mali, Mongolia, Morocco,

Mozambique, Namibia, Nicaragua, Nigeria,
Republic of Moldova, Romania, Sudan, Tajikistan,
Uganda, United Republic of Tanzania, Viet Nam

and Zambia.

Guatemala, Guinea, Haiti, India, Indonesia,
Kenya, Madagascar, Malawi, Myanmar, Nepal,
Niger, Pakistan, Papua New Guinea, Paraguay,
Peru, Rwanda, Senegal, Sierra Leone, South
Africa, Sri Lanka, Suriname, Syrian Arab
Republic, TFYR of Macedonia, Togo, Uruguay,
Uzbekistan, Venezuela, Yemen and Zimbabwe.

Source: UNCTAD.

a8 Three-year average for 2002-2004. Because of unavailability of data on FDI potential for 2005, the data for 2004 have

been used.

promotional measures and thus included in these
statistics. A significant number of countries
continued to lower these rates, a measure which
may not only attract FDI but also benefit domestic
enterprises. Rate reductions were most significant
in Europe, where especially the new EU members
continued to revise their corporate tax laws.?4
There were also some cases in other regions. For
example, Ecuador introduced tax breaks of 10-12
years for investment in selected industries such as
agriculture or tourism.25 India introduced a law
that grants foreign investors tax incentives for
investing in special economic zones.2® Tax
increases have been the exception, and were
observed only in the Dominican Republic (25%—

30%), Equatorial Guinea (25%—35%), Lithuania
(15%-19%) and the Philippines (32%-35%)
(KPMG 2006). Some countries, such as Georgia,
reformed their entire tax system and introduced
flat taxes, an approach adopted also in several of
the new EU member countries.

Asia and Africa were the leading regionsin
terms of introducing further sectoral liberalization.
Some countries decided to liberalize certain sectors
for the first time. The Libyan Arab Jamahiriya, for
example, permitted foreign banks to open branches
for the first time. Other countries, such as Egypt,
combined sectoral liberalization with the
introduction of more favourable operational

Table I.11. National regulatory changes, 1992-2005

Item 1992 1993 1994 1995 1996

1997 1998 1999 2000 2001 2002 2003 2004 2005

Number of countries that
introduced changes in

their investment regimes 43 57 49 64 65
Number of regulatory changes: 77 100 110 112 114
More favourable to FDI @ 77 99 108 106 98
Less favourable to FDI P - 1 2 6 16

76 60 63 69 71 70 82 102 93
150 145 139 150 207 246 242 270 205
134 136 130 147 193 234 218 234 164

16 9 9 3 14 12 24 36 41

Source: UNCTAD, database on national laws and regulations.
2 Includes further liberalization, or changes aimed at strengthening market functioning, as well as increased incentives.
b Includes changes aimed at increasing control, as well as reducing incentives.
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measures.2’ Nineteen countries introduced cross-
sectoral liberalization, allowing foreign ownership
in several economic sectors. Botswana, for
example, published a privatization master plan that
provides a framework for follow-up privatizations.

A number of countries also improved policies
towards inward FDI. Israel linked a reform of its
FDI admission procedure with the granting of
expanded incentives.?8 Croatia and the former
Yugoslav Republic of Macedonia set up one-stop
shops for FDI admission, and New Zealand
significantly raised the amount of investment for
which no approval is needed (from $50 million to
$100 million). Only three instances were noted of
countries that enacted new policies to improve the
legal protection of FDI. Colombia, most notably,
introduced “legal stability contracts” to boost
investor confidence.

While policy changes that were favourable
to FDI still dominated in 2005, the number of
changes making a host country less welcoming to
FDI was the highest ever recorded by UNCTAD.
In fact, the share of less favourable changes has
been rising steadily, from 5% in 2002 to 20% in
2005. The share was particularly high in Latin
America, where two thirds of the observed changes
implied less favourable measures vis-a-vis inward
FDI (figure 1.9).

Figure 1.9. Regulatory changes in 2005,
by nature and region

(Per cent)
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Source: UNCTAD, database on national laws and
regulations.

New measures introduced have in many cases
been linked to the exploitation of natural resources.
Bolivia decided to nationalize its oil and gas sector
in May 2006, while Venezuela continued to
increase the control of the State-owned PDV SA
over its oil production by renegotiating concession
contracts with foreign investors. Consequently, a
number of international oil companies agreed to
sign new joint-venture contracts transferring
majority ownership of their concessions to the
PDV SA and accepting a higher tax rate (chapter
I1.A.4). In Chile, a new law imposed a tax of 5%
of operating profits on mining operators that
produce more than 50,000 metric tons of copper
per year. Argentina extended the economic
emergency laws adopted in 2002 for one more year,
through 2006. This gives the Government
widespread powers to adopt economic measures
by decree and, in particular, allows renegotiation
of privatized utilities’ contracts (including tariffs).

Various measures to make the environment
for investment less welcoming were observed in
other parts the world as well. For example, the
Government of Eritrea closed down the investment
promotion agency (IPA), suspended private import-
export licences and limited the free transfer of
foreign exchange. Mirroring the trend to tighten
control over natural resource extraction, the Central
African Republic suspended for an indefinite period
the issuance of new gold and diamond permits and
banned foreigners from entering mining zones.
Some developed countries introduced changes to
defend the position of national champions. The
French Government, for example, declared that
foreign control of companies operating in 11
industries of national interest should be
prevented.?? In addition, a number of cross-border
M& As triggered intense political discussionsin
countries such as France, Italy, Spain and the
United States. Those discussions did not result in
regulatory changes, but had a negative impact on
certain cross-border mergers (see chapter V1).

The trend to increase controls on FDI has
drawn the attention of the international media.
UNCTAD’s data also suggest that the balance of
more and less favourable changes to FDI is shifting
somewhat. For the time being, the trend is mainly
confined to a small number of countries and relates
primarily to investments in natural resources. FDI
changes at the regional level are further described
in chapter II.
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2. Recent developments in
International investment
arrangements

The trend from previous years of expansion
and increasing sophistication in international
investment rule-making at the bilateral, regional
and interregional level continued in 2005. The
evolving system of international investment rules
may contribute to creating an enabling framework
for FDI. At the same time, managing the universe
of multilayered and multifaceted international
investment agreements (11As)39 becomes more
demanding, in terms of keeping it coherent,
ensuring its effective functioning and making it
conducive to national development objectives.

a. The IlA network continues to
expand

The universe of 11As continues to grow. In
2005, 70 bilateral investment treaties (BITs), 78
double taxation treaties (DTTs) and 14 other I1As
were concluded. The total number of I1As was close
to 5,500 at the end of 2005: 2,495 BITs, 2,758
DTTs and 232 other international agreements that
contain investment provisions (figure 1.10).

Several trends are worth noting in this
context:

A first observation concerns the geographical
distribution of I1As. Asian countries are particularly
engaged as parties to approximately 40% of all
BITs, 35% of DTTs and 39% of other II1As. Africa
and South-East Europe and the CIS are generally

Figure 1.10. Number of BITs and DTTs concl

more active than their Latin American counterparts
in terms of BITs and DTTs, while Latin American
countries are more active in concluding other types
of IIAs, in particular free trade agreements.

A second noticeable trend is the growing
involvement of many developing countriesin Il1As.
At the end of 2005, they were party to 75% of all
BITs (figure 1.11), 58% of all DTTs (figure 1.12),
and 81% of other I1As. Two developing countries
(China and Egypt) were amongst the top 10
signatories of BITs worldwide (figure 1.13). LDCs,
although host to only 0.7% of global FDI inward
stock, had concluded 15% of all BITs, 6% of DTTs
and 15% of other I1As (table 1.12).

I1As between developing countries have
increased substantially. For example, the total
number of BITs among developing countries |eapt
from 42 in 1990 to 644 by the end of 2005. During
the same period, the number of DTTs concluded
between devel oping countries rose from 105 to 399,
and the number of other I1As from 17 to 86.

Third, recent I1As tend to become more
sophisticated in content, clarifying in greater detail
the meaning of certain standard clauses and
procedural rules relating to dispute settlement.
Furthermore, a growing number of agreements
express more clearly the public interest involved
in such matters as the protection of health, safety
and the environment.3! These treaties therefore
mark a step towards a better balancing of the rights
of foreign investors and respect for legitimate
public concerns. This may contribute to a broader
acceptance of these agreements by interested
stakeholders and other segments of civil society.
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Figure I.11. Total BITs concluded, by country

group, as of end 2005

cases to at least 226 by the end of 2005
(figure 1.15). Some 136 out of atotal of 226
cases were filed with the International

Centre for Settlement of Investment
Disputes (ICSID). Other disputes were

ait initiated under the United Nations

i Commission on International Trade Laws

8%

(UNCITRAL) Arbitration Rules (67), the

10%

39%

EBetween developing countries
¥ Between developed and developing countries

kdBatween developing countries and those of South-East Europe and CIS

[FBetween developed countries

[1Batween developed countries and those of South-East Europe and CIS

BBe&tween countries of South-East Europe and CIS

Stockholm Chamber of Commerce (14), and
the International Chamber of Commerce (4)
and ad-hoc arbitration (4), while the
remaining case involved the Cairo Regional
Centre for International Commercial
Arbitration. At least 32 awards were
rendered in 2005. While investment
arbitration in general has helped to clarify
the meaning and content of individual treaty
provisions, some inconsistent decisions have
also created uncertainty.32 Along with the
observed rise of FDI from developing

Source: UNCTAD (www.unctad.org/iia).

Fourth, international investment rules are

economies (see Part Two of this Report)
there have also been a number of investor-
State disputes involving TNCs from these
economies (box V1.12).

increasingly adopted as an essential part of free

trade agreements (FTAs) and other treaties on
economic cooperation (figure 1.14). These other
[1As may cover services, intellectual property,
competition, labour, environment, government
procurement, temporary entry for business persons
and transparency, among others. This broad
coverage demonstrates a trend towards an

integrated approach in dealing with
interrelated issues in international
investment rule-making. The investment
provisions included in these I1As differ
in their nature, scope and content of
obligations. While the total number of
[IAs other than BITs and DTTs is still
relatively small, they have almost
doubled over the past five years. In
addition, as of 1 May 2006, at least 67
agreements were under negotiation
involving 106 countries (see annex tables
A.l1.15 and A.1.16). This suggests there
will be an even more pronounced
increase in such treaties in the near
future. At least five FTAs with legally
binding substantive investment
provisions were concluded from January
to May 2006.

Finally, recent years have seen an
increase in investor-State disputes. In
2005, at least 50 new cases were filed,
bringing the total number of treaty-based

b. Systemic issues in international
investment rule-making

Greater diversity of I1As in terms of their
scope, structure and content reflects the flexibility
that countries would like to have in choosing the
partners to enter into an agreement, and to tailor

Figure 1.12. Total DTTs concluded, by country
group, as of end 2005
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Figure 1.13. Top 10 signatories of BITs, individual agreements to their specific situations,
as of end 2005 development objectives and public concerns.
Furthermore, more elaborated rules may enhance
Germany e legal clarity regarding the rights and obligations.
China [Ess s st | Multiple coverage under more than one I1A may
switzerand | e — | glso contribute to improving the investment cI_imate
United Kingmm* ! in the host countrles_; f_or FDI _by creat_lng a
£ t* b synergetic effect and filling possible gaps in the

it : : : : : : overall treatment of foreign investment.

anm-l i :

haly | b The increasing sophistication of I11As also
Natherlands reflects the greater attention of policy-makers on
Belgium and Lummmurg* 'the interface of different quicy matters and Fhe
Rﬂmania-I B | integrated treatment of those issues. By addressing

investment together with other issues such as trade,
services, competition, intellectual property and
industrial policies in one and the same IIA, it

Source: UNCTAD (www.unctad.org/iia), based on annex table becomes easier for countries to cover
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A.1.10. simultaneously different facets of investment
_ activity, to set in place mutually reinforcing
Figure 1.14. The growth of llAs other than strategies to attract foreign investment and

BITs and DTTs, 1957 to 2005 to avoid one policy being pursued at the

(Number) expense of another.
250 On the other hand, the growing diversity
of 11As also means that foreign investors and
o 200 governments have to operate within an
[ L . .
gk increasingly complex framework of
A investment rules. Establishing and maintaining
s the coherence of the IIA network may
%E i therefore become more challenging (box 1.7).
=5
- The complexity and rapid pace at which
. new Il1As are being concluded may create
—— s o ,
& 'Na_ﬂij%}q"' \}\q."- 6@"' '\'ﬁ'@ q@z‘" '\:\o? : g \rﬁf““’ logistical pr(_)blems for neg_otla_tlng pgrues
S I S T S A Al related to their lack of capacity, in particular
i Years . for developing countries. Many lack sufficient
v period = Cumulative X i .
financial resources and expertise to be able
Source: UNCTAD (www.unctad.org/iia). to assess fully and in time the implications
Table 1.12. l1lAs concluded, by region, cumulative and 2005
BITs DTTs Other IlAs
Region 2005 Cumulative 2005 Cumulative 2005 Cumulative
Asia and Oceania 31 1003 36 968 12 89
Latin America and the Caribbean 13 464 9 322 5 62
Africa 21 660 17 436 2 34
South-East Europe and CIS 15 671 27 576 0 34
Memorandum
Developed countries 45 1511 38 2111 7 127
Developing countries 60 1878 53 1604 14 185
Between developing countries 20 644 25 399 7 86
Least developed countries 16 399 5 184 2 352

Source: UNCTAD.

2 Includes agreements concluded by regional groups that have one or more LDC members.

Note: The above figures reflect multiple counting (e.g. BITs concluded between countries from Asia and Africa are included
under both regions). The net total of each category of I1As is therefore lower than the sum of the above figures.



CHAPTER | 29

Figure 1.15. Known investment treaty arbitrations, cumulative

and newly instituted cases, 1987-2005

50 $—r 225
f + 200
A e e et I Ay '/" T 175 ,_8,,
@ y 8
% / T 180 5
B = === == e S e e E e e e S e s S p s st f/_ - 5
.,E 7 Bt 125 E
: =
JE I} 100 €
5 1 - g
- trfa &
(=1 +
) v'"i 1 50 a
. |t 25
tutafulil
I e T . 1]
P @ R 2 T B M o= ) @ B @ ;4 O — ™M ow oW
2 2 2 8 838 88 8 88 8 3 E 2 8 8 8 B
- — — - — - - - — — (2] (2] Eat] o o™
: ICSID Nan-1C510D —+— All cases cumulative

Source: UNCTAD (www.unctad.org/iia).

Box |.7. Incoherence between || As

The expansion of the I|A network has given
rise to various forms of potential incoherence
between different agreements. For example:

There may also be cases of “unintended
coherence” between treaties that a country
concludes with different countries. For instance,

* While most BITs leave it to the discretion of the MFN clause may, against the intention of a

the host country to decide whether foreign
investment should be admitted or not, FTAs
often include establishment rights for foreign
investors.

¢ Different modes of investment liberalization
in IIAs may affect coherence. For instance,
regional economic integration agreements
(such as the North American Free Trade
Agreement (NAFTA)) may establish up-front
liberalization (i.e. full liberalization with a
possibility to take reservations) based on a
“top-down”  approach, whereas the
multilateral General Agreement on Trade in
Services (GATS) provides for gradual market
access on the basis of a “bottom-up” strategy.
As aresult, the degree of liberalization may
be unclear for an economic activity covered
by both agreements in the same host country.

* The Energy Charter Treaty includes an
exception clause concerning the protection
of the essential security interests of
contracting parties. Many BITs do not contain
similar provisions.

Source: UNCTAD.

contracting party, incorporate into the I1A
containing this clause certain procedural or
substantive rights from other [1As. This problem
has been exacerbated by some recent
contradictory interpretations of the scope of the
MFN clause by arbitration tribunals.2

Another example is the so-called “umbrella”’
clause, which extends the protection of the [1A
to “any other obligation” of the contracting parties
in respect of an investment. As aresult, a breach
by a host country of such other obligations (e.g.
one deriving from a contract with a foreign
investor) may be aviolation of the Il1A, and the
latter's dispute settlement mechanism applies -
an outcome that may not be desired by a
contracting party to the I1A.

The risk of incoherence is especially high
for countries that lack expertise and bargaining
power. In particular, they may have to conduct
negotiations on the basis of divergent model
agreements of negotiating partners that have
stronger bargaining power.

&  Seg, in particular, the following cases: “Maffezini” (Emilio Agustin Maffezini v. The Kingdom of Spain, ICSID Case
No. ARB/97/7, Decision on Jurisdiction, 25 January 2000; Award, 13 November 2000, Rectification of Award, 31
January 2001); “Salini” (Salini Costruttori Sp.A. and Italstrade Sp.A. v. Jordan, ICSID Case No. ARB/02/13, Decision
on Jurisdiction, 9 November 2004); “Siemens’ (Semens v. Argentina, ICSID Case No. ARB/02/8, Decision on

Jurisdiction, 3 August 2004); and “Plama’
Decision on Jurisdiction, 8 February 2005).

(Plama Consortium Limited v. Bulgaria, ICSID Case No. ARB/03/24,
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of various options in negotiations. Negotiations
of 11As having a broader scope require not only
expertise on investment issues, but often also
knowledge related to trade, services, competition
and/or intellectual property rights.

It may also become more difficult for
policymakers to gauge the full legal and economic
implications of any new IlA and to identify the
differences between various agreements. Furthermore,
as the number of treaties with overlapping
obligations increases, foreign investors may more
often be in a position to claim "more favourable"
treatment through the most-favoured nation (MFN)
clause. The scope of applicability of this clause
has become a matter of concern in the light of
recent contradictory arbitral awards (box 1.7).

Another issue is treaty implementation.
This involves, among other things, completing the
ratification process, bringing national laws and
practices into conformity with treaty obligations,
informing and training the local authorities that
have to comply with the I1A, managing disputes
that might arise under 11As, and reassessing the
implications of various agreements in light of
national development priorities. Implementation
of more complex [IAs involves a broader range of
issues and thus requires the involvement of more
domestic institutions.

One consequence is the growing need for
capacity building to help developing countriesin
assessing the implications of different policy
options before entering into new agreements,
identifying the potential obligations deriving there
from and implementing commitments made.
Rigorous policy analysis of the evolution of the

A universe and international consensus building
on key development-related issues are other vital
tasks. In this context, UNCTAD has an important
role to fulfil as it has been called upon to “serve
as the key focal point in the United Nations system
for dealing with matters related to international
investment agreements, and continue to provide
the forum to advance the understanding of issues
related to international investment agreements and
their development dimension” .33

C. The largest TNCs

This section looks at developments among
the 100 largest non-financial TNCs worldwide,
ranked by foreign assets, and for the first time this
year, the top 100 TNCs from developing economies.
It also includes information on the largest TNCs
from the transition economies of South-East Europe
and the CIS (box 1.8), and an analysis of the
internationalization of the 50 largest financial TNCs
worldwide, ranked by a spread index based on the
number of host countries and the number of foreign
affiliates. Following a slowdown in their expansion
in the early 2000s, coupled with reduced corporate
profits, the transnational activities of the largest
TNCs increased significantly in 2003 and 2004.

1. The world’s 100 largest TNCs

In 2004 (most recent year for which data are
available), the world’s 100 largest TNCs accounted
for 11%, 16% and 12%, respectively, of the
estimated foreign assets, sales and employment of

Box 1.8. The largest TNCs from the transition economies of South-East Europe
and the CIS

Following the reclassification of the eight
EU accession countries from Central Europe as
developed countries, the WIR has discontinued
its review of the top 25 TNCs from Central and
Eastern Europe. The largest non-financial TNCs
from South-East Europe and the CIS have always
been smaller than the largest TNCs from
developing countries, with the exception of the
largest Russian firm Lukoil, which would rank
160th in the list of the largest TNCs worldwide
(foreign assets for Gazprom are not available).
Natural-resources-based firms from the Russian
Federation dominate the list, but on average they

Source: UNCTAD.

are less transnationalized than the top 100 TNCs
from developing economies. Eight firms from the
Russian Federation are included in thislist, with
metal and metal products firms being the most
represented (annex table A.1.13).

In the second half this top 10 TNCs are
small and would not feature in the list of top 100
from developing countries. Although the average
Transnationality Index (TNI) value (explained
in section 2 below) increased in 2004 from 36.6
to 41.8, it remains much lower than the average
TNI value for the largest TNCs from developing
countries.



CHAPTER | 31

all TNCs operating in the world, which gives an
indication of the major role they play in
international production. Given that their activities
increased significantly, with total assets and sales
increasing by 10%, 2004 proved to be a new record
year (table 1.13). The ratio of foreign activities to
total activities also increased in 2004, with the
exception of employment, which remained at
almost the same level.

The motor vehicle industry dominates the
first quartile of the top 100 TNCs with eight entries,
and six industries — motor vehicles,
pharmaceuticals, telecommunications, utilities,
petroleum and electronic/electrical equipment —
accounted for more than 60% of the activities of
the top 100.

Overall, the rankings in the first quartile of
the top 100 list in 2004 have remained relatively
stable in the past few years, with General Electric,
Vodafone and Ford Motor heading the list. These
three TNCs had about $877 billion in foreign
assets, corresponding to nearly 19% of the total
foreign assets of the top 100 TNCs (annex table
A.l.11). There was no change in the top 10
companies in 2004. However, there were 10 new
entriesin the list of top 100 in 2004: two companies
— Mittal Steel (Netherlands/United Kingdom) and
CITIC (China) — appeared on the list for the first
time. Mittal Steel, founded and owned by the Indian
Mittal family (chapter I11), was created in 2004
by the merger of LNM Holdings (United Kingdom)
and Ispat International NV (Netherlands), ranked

Table 1.13. Snapshot of the world’s 100
largest TNCs, 2003, 2004
(Billions of dollars, thousands of employees
and per cent)

Variable 2003 2004 % Change
Assets

Foreign 3993 4728 18.41
Total 8 023 8 852 10.33
Foreign as % of total 49.8 53.4 3.62
Sales

Foreign 3003 3 407 13.45
Total 5551 6 102 9.93

Foreign as % of total 54.1 55.8 1,72
Employment

Foreign 7 242 7 379 1.89

Total 14 626 14 850 1.53

Foreign as % of total 49.5 49.7 0.22

Source: UNCTAD/ Erasmus University database.
a8 In percentage points.

76th. CITIC, ranked 94, is the first ever entry of
a Chinese TNC in the top 100.

In 2004, 85 of the top 100 TNCs had their
headquarters in the Triad, the United States
dominating the list with 25 entries. Five countries
(the United States, the United Kingdom, Japan,
France and Germany) accounted for 73 of the top
100 firms, while 53 entries were from the EU. In
2004, there were five companies from devel oping
economies (China, Hong Kong (China), Malaysia,
the Republic of Korea and Singapore), the largest
number ever from this group, among the top 100.
It is noteworthy that some large TNCs had their
origin in a developing country, such as Anglo
American (United Kingdom), ranked 36 and formed
in May 1999 through the merger of Anglo American
Corporation of South Africa and Minorco
(Luxembourg), and SAB Miller (although not in
the top 100 as it is ranked 117) which was formed
out of SAB (South Africa) and Miller Brewing
Company (the second largest brewery in the United
States).

Taking the next ranking down (from 101 to
200) 10 more TNCs from eight developing
economies appear in the ranking (from Brazil,
China, Hong Kong (China), Mexico, the Republic
of Korea (2), Singapore (2), Taiwan Province of
China and Venezuela). TNCs from the United States
and the United Kingdom account for 40% of these
companies, and Japan and Germany for another
10% each.

2. The top 100 TNCs from developing
economies

This year’'s WIR expands the coverage of the
top TNCs from developing economies, from the
top 50 to the top 100. Since UNCTAD began
publishing the list of the leading developing-
economy TNCs in 1995, these companies have
expanded their activities abroad. However, there
still remains a large gap between TNCs from the
developed and developing groups. By way of
illustration, the total foreign assets of the top 100
TNCs from developing economies in 2004
amounted to less than the foreign assets of General
Electric alone.

Hutchison Whampoa (Hong Kong, China)
maintained its leading position in 2004, with
foreign assets of $68 billion, representing as much
as 17% of the foreign assets of the top 100.
Petronas (Malaysia), Singtel (Singapore) Samsung
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Electronics (the Republic of Korea) and CITIC
Group (China) occupied the next four positions
(annex table A.l1.12), accounting for 34% of the
foreign assets of the 100 largest developing-country
TNCs. All TNCs in the first quartile were already
in the top 50 in 2003, and there were notable
improvements in the positions of CITIC (China),
Hyundai Motor Company (Republic of Korea) and
Hon Hai Precision Industries (Taiwan Province of
China).

In 2004, the foreign assets and foreign sales
of the 50 largest TNCs increased by 36% and 58%,
respectively, compared to the previous year (table
1.14). The shares of foreign assets, sales and
employment of the top 50 companies in those of
the 100 largest TNCs from devel oping economies
were 86%, 85% and 54% respectively. Their total
assets and sales increased by 51% and 44%,
respectively, but their foreign operations, as
reflected in the ratio of foreign assets to total assets
and foreign employment to total employment, have
not increased to the same extent.

The regions and economies of origin of the
largest developing-country TNCs have changed
little over the past 10 years, although developing
Asia has increased in importance. In 2004, Hong
Kong (China) and Taiwan Province of China
together had 40 of the 100 largest TNCs, followed
by Singapore with 14 and China with 10. Asia’'s
dominance in the top 100 grew, with 77 enterprises
on the list. The other TNCs on the list came from

Table I.14. Snapshot of the world’s 50
largest TNCs from developing economies,
2003, 2004
(Billions of dollars, thousands of employees
and per cent)

Variable 2003 2004 % Change
Assets
Foreign 248.6 336.9 35.5
Total 710.9 1073.2 51.0
Foreign as % of total 35.0 31.4 -3.62
Sales
Foreign 204.2 323.0 58.2
Total 512.5 738.2 44.0
Foreign as % of total 39.8 43.8 4.02
Employment
Foreign 1077.0 1109.0 3.0
Total 3097.0 3364.0 8.6
Foreign as % of total 34.8 33.0 -1.82

Source: UNCTAD/Erasmus University database.
a8 In percentage points.

South Africa (10), Mexico (8), Brazil (3),
Venezuela (1) and Egypt (1). On average, TNCs
from the Republic of Korea are performing better
than those from other developing countries as
reflected in their sales-to-assets ratio and the sales-
to-employment ratio (table 1.15). TNCs from South
Africa, on average, would be ranked next, ahead
of TNCs from other Asian economies.

The largest TNCs from developing
economies operate in a wide range of industries.
In 2004, the most important was the electrical/
electronic equipment and computer industry (20),
with all companies but one from Asia. The next
in importance were shipping and transport (9), food
(8) and petroleum (8).

Table 1.15. Performance measures of the
largest TNCs from developing economies, 2004

Ratio of Sales per employee

sales to (Thousands
Home economy assets of dollars)
China (10) 0.57 89.5
Hong Kong, China (25) 0.43 90.5
Malaysia (6) 0.53 320.2
Mexico (8) 0.69 160.0
Republic of Korea (5) 1.14 1 050.6
Singapore (13) 0.58 80.6
South Africa (10) 1.00 204.4
Taiwan Province of China (15) 0.83 256.7

Source: UNCTAD/Erasmus University database.

Note: The above ratios are highly dependent on the industry
composition, and may differ across sectors of activity.
The five companies from the Republic of Korea are in
electronics/electrical, motor vehicles and diversified
sectors of activities, whereas sector composition is more
diversified for China, Hong Kong (China), Mexico and
Taiwan Province of China.

3. Transnationality of top TNCs

The Transnationality Index (TNI) developed
by UNCTAD is a composite of three ratios —
foreign assets/total assets, foreign sales/total sales
and foreign employment/total employment. The
average TNI is higher for the largest 100 non-
financial TNCs, but in the recent past the TNI for
the largest TNCs based in developing economies
has increased and is catching up with that of the
global top 100. The gap between the TNIs for the
two groups narrowed until 2001, but thereafter it
seemed to stabilize. In 2004, the average TNI value
for the global top 100 increased by one percentage
point. In the top 50 alone, the value of the TNI fell by
one percentage point compared to 2003 (box 1.9).
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A comparison by country or region of
origin of the largest TNCs (including from
developing economies) in 2004 shows large
discrepancies between countries and regional
groups (table 1.16). Among the world’s largest
TNCs, those from Latin America and the Caribbean,
South Africa and the United States are, on average,
the least transnationalized, while those from France
and the United Kingdom are the most
transnationalized. Among TNCs from developing
economies, those from South-East Asia are, on
average, more transnationalized than companies
from any other developing region.

One aspect of transnationality from the
operations perspective is the intensity of foreign
operations according to the number of foreign
affiliates. The Internationalization Index (I1) shows
that, on average, more than 65% of the affiliates
of the world’s largest TNCs are located abroad.34
The information on foreign affiliates by TNCs’
home country and industry shows that the Il, like
the TNI, is the highest for the top TNCs from small
countries (e.g. Finland, Ireland and Switzerland),
and by industry, electrical and electronic equipment
and pharmaceuticals predominates(table 1.17).

Table 1.16. Comparison of TNI values,
by region, 2003, 2004
(TNI values and number of entries)

Average TNI 2 Number
———————— of entries
Region/economy 2003 2004 2004
Top 100 largest TNCs 55.8 56.8 100
of which:
United States 45.8 48.2 25
France 59.5 62.3 15
Germany 49.0 52.2 13
United Kingdom 69.2 70.5 11
Japan 42.8 52.2 9
Top 100 TNCs from
developing economies 50.7 100
of which:
Africa (South Africa) 48.0 10
South-East Asia 57.2 21
East Asia 53.2 55
Latin America and the Caribbean 38.1 12

Source: UNCTAD/Erasmus University database.

2 TNI, the Transnationlity Index, is calculated as the
average of the following three ratios: foreign assets to
total assets, foreign sales to total sales and foreign
employment to total employment.

Box 1.9. Expanding the coverage of leading developing-country TNCs, from top 50
to top 100: a comparison of samples

The coverage of the top TNCs from
developing countries has been expanded to
include 100 TNCs from developing economies.
Direct comparisons with previous years covering
only the top 50 TNCs are therefore not possible.
By increasing the sample, the number of home
countries for these 100 TNCs increased from 11
to 14 and the number of industries from 20 to 25.

TNCs from Hong Kong (China), which
dominated the top 50, are even more dominant
in the top 100. As awhole, the Asian region gains
in importance. TNCs from Mexico and South
Africa maintain the same relative importance.
Industries are more diversified in the top 100 with
the computers industry more than doubling its
relative share.

The TNI value is higher for the top 100 than
for the top 50, meaning that the 50 largest TNCs
in the list are less transnationalized, on average.
On the other hand, the 50 largest also have a
higher Internationalization Index (I1), which is
the ratio of a TNC’s foreign affiliates to total
affiliates.

Source: UNCTAD.

Box table 1.9.1. Comparison of the
country/industry composition of the
largest 50 and 100 TNCs from
developing economies, 2004

(Per cent)
Economy/industry Top 50 Top 100
Number of economies 11 14

Share in total
Hong Kong, China 20 25
Taiwan Province of China 10 15
Singapore 14 13
China 14 10
Mexico 8 8
South Africa 10 10
Number of industries 20 25
Share in total
Diversified 14 16
Electrical/Electronics 14 11
Petroleum 14 8
Transport and storage 10 9
Food and beverages 10 7
Telecommunications 8 6
Computers 4 9
TNI 46.9 50.7
1l 51.9 49.9

Source: UNCTAD.
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TNCs from developing economies in the petroleum
industry or the metals industry are far less
transnationalized than their counterparts from
developed countries.

Table 1.17. Comparison of Il and TNI values
for the top 100 TNCs from both lists,
by industry, 2004

TNCs from

developing

Largest TNCs countries
Industry 1 TNI I TNI
Motor vehicle 58.8 52.3 65.2 21.9
Electrical/electronics 73.0 53.0 65.2 67.3
Petroleum 61.2 53.9 25.2 32.3
Pharmaceuticals 79.2 59.1 - -
Telecommunications 54.6 53.7 52.9 51.0
Utilities 58.8 48.7 - -
Metals and metal products 77.1 63.7 39.9 29.5
Food and beverages 67.7 80.3 58.2 37.3
Transport and storage 82.7 41.8 52.4 61.5
All industries 65.9 56.8 49.9 50.7

Source: UNCTAD/Erasmus University database.

4. TNCs’ most-favoured locations

Another aspect of transnationality is
geographical reach, or the extent to which a
company’s operations and interests are spread in
several countries or concentrated in just afew. This
aspect of transnationality is relevant for several
reasons: the spread of operations into many
countries affects the strategic stance of the
company; it also affects its ability to develop and
spread knowledge and innovation. On average, the
largest TNCs have affiliates in 40 foreign countries.

Information available suggests that the host
country most frequently chosen by the largest TNCs
for their foreign affiliates is the Netherlands: 86
of the 100 largest TNCs have at |east one affiliate
there. However, there are four Dutch companies
in the top 100, which, by definition, cannot have
foreign affiliates in their own country; and a similar
situation applies to TNCs from France, the United
Kingdom and the United States. “Location
Intensity” takes into account the number of TNCs
originating from a location/economy; it is defined
as the total number of TNCs having at least one
affiliate in the host country, divided by 100, minus
the number of TNCs from this country listed in the
top 100.

Based on this measure, the largest number
of TNCs have invested in the United States,
followed by the United Kingdom and then the
Netherlands. The United States is also the most-
favoured location for affiliates of TNCs from
developing countries, followed by Hong Kong
(China) and the United Kingdom (table 1.18).
Among developing countries, Brazil hosts the
largest number of affiliates of the world’s largest
TNCs (81), followed by Mexico (78). The top 20
most-favoured locations of the world’s largest
TNCs are also among the most-favoured locations
of TNCs from developing countries. Apart from
locations in developed countries, the largest number
of affiliates of the top 100 TNCs from developing
countries are located in South-East and East Asia.
Thisis not surprising, since most of these TNCs
originate from that region and tend to locate in
neighbouring countries (Rugman and Verbeke,
2004). For example, information available on the
location of foreign affiliates suggests that the most
frequent host region for Mexican TNCsis Latin
America and the Caribbean, and for Malaysian
TNCs, it is South, East and South-East Asia (table
1.19).

It is noteworthy that tax-havens such as
Cayman Islands, Bermuda and British Virgin
Islands are also favoured.

5. The world’s 50 largest financial
TNCs

Therise in the value of assets of financial
TNCs is attributable to growth mainly through
M&As. At the end of the 1990s, international
M& As involving European firms accounted for a
large share of all cross-border activities. Overall,
firms in the European countries engaged in fewer,
but generally larger transactions than North
American institutions and insurance was the
leading industry in cross-border M&As (BIS 2001).
In 2004, the three largest M& A deals were in the
financial services industry, with the acquisition of
Abbey National (United Kingdom) by the
Santander Group (Spain) for $15.8 billion, followed
by the acquisition of John Hancock (United States)
by Manulife (Canada) and the acquisition of
Charter One (United States) by Citizen Financial
(United States). Other important deals involved
large financial groups, acquiring banks in
devel oping economies, such as HSBC in China and
Citigroup in the Republic of Korea.
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Table 1.18.

Most-favoured locations of top 100 TNCs from both lists

For largest world TNCs

For largest developing-country TNCs

Economy

Location intensity

Economy Location intensity
United States 92.0
United Kingdom 91.0
Netherlands 89.6
Germany 87.4
France 83.5
Italy 81.4
Brazil 81.0
Belgium 80.0
Switzerland 79.4
Mexico 78.0
Canada 77.3
Spain 76.4
Singapore 73.7
Poland 72.0
Japan 70.3
Czech Republic 70.0
Australia 69.7
Argentina 68.0
China 66.0
Hong Kong (China) 65.6
Austria 64.0
Portugal 64.0
Denmark 61.0
Finland 55.1
Hungary 55.0
Sweden 54.5
Luxembourg 54.0
Russian Federation 54.0
Malaysia 53.5
Norway 53.5
Venezuela 52.0
Turkey 50.0
Korea, Rep. of 49.5
New Zealand 49.0
Taiwan Province of China 49.0

United States
Hong Kong (China)
United Kingdom
China

Singapore
Netherlands

Japan

Malaysia

Canada

Australia

Germany

Cayman Islands
Taiwan Province of China
Virgin Islands, United Kingdom
Bermuda

France

Brazil

Belgium

Mexico

Poland

Czech Republic
Italy

Spain

Korea, Republic of
Austria

Colombia
Denmark

Panama

Sweden
Switzerland

United Arab Emirates
Argentina

Chile

Hungary
Nicaragua

50.0
33.9
33.7
30.0
26.4
25.0
22.5
20.3
16.2
15.0
15.0
13.7
13.2

Source: UNCTAD.

In 2005, this trend continued with the
acquisition by Unicredito (Italy) of the German
Bayerishe Hypo Bank and the Bank of Austria
Creditanstadt for a total of $21.6 billion. Other
deals also involved developing countries, with the
acquisition of the Absa Group (South Africa) by
Barclays (United Kingdom) and Korea First Bank
by Standard Chartered (United Kingdom).

Large groups dominate world financial
services, not only in terms of total assets but also
in terms of the number of countries in which they
operate (annex table A.l.14). The
Internationalization Index (I1) shows that, on
average, 56% of the affiliates of the top 50 financial
TNCs are located abroad. The index is significantly
higher for the top five financial groups by total
assets (65%) and for firms from Switzerland (88%)
due to the small size of their home-country markets.
In addition, the top 50 financial TNCs have
affiliates in 25 countries, on average, whereas the
five largest have affiliates in 44 countries, on average.

Table 1.19. Preferred locations of TNCs
from Mexico and Malaysia, 2005

(Per cent)

Mexico@ MalaysiaP
Location Location

Host region/country intensity intensity
United States/Canada 12 12
Europe 9 23
Japan/Australia/New Zealand - 12
Africa 2 4
Central America and the Caribbean 40 4
South America 37 -
South, East and South-East Asia - 45

West Asia

South-East Europe and CIS

Source: UNCTAD.

a8 Based on 6 TNCs with 42 affiliates.
b Based on 5 TNCs with 26 affiliates.
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D. Prospects

Prospects for FDI point to a new growth in
2006. The main macroeconomic factor likely to
have a favourable influence on such growth in the
developing world (although regional performance
may vary greatly), while the microeconomic factors
include increased corporate profits, with a
consequent increase in stock prices that would
boost the value of cross-border M& As. Institutional
factors including, in particular, the continuing
liberalization of investment policies and trade
regimes will also contribute.

Following strong growth in 2004, of 5.3%,
world real GDP growth slowed down somewhat
to 4.8% in 2005, and is projected to hold this high
level in 2006 (4.9%) and 2007 (4.7%) (World Bank
2006). Growth in developing countries and
economies in transition is projected to slow down
moderately, from an estimated 7.2% in 2005 to
6.6% by 2007 (IMF 2006). In part, this reflects fast
economic growth in China and India, where output
will continue to expand at a rapid rate, though
somewhat slower than in 2005. At the same time,
high oil prices, rising interest rates, and building
inflationary pressures are expected to restrain
growth in most developing regions.

A low inflationary environment is one of the
factors that have helped maintain low interest rates
and loosen monetary controls in developed
economies. The future path of long-term interest
rates depends on success in maintaining price
stability, but the monetary authorities in major
economies have already begun to make measured
increases in interest rates.

Trends in cross-border M&As point to
strategies for increased investments by TNCs.
M&As rose by 39% in value in the first half of
2006 over the same period of 2005. But the current
cross-border M& A boom is partly caused by the
activities of private equity and hedge funds. If FDI
growth relies on such investments, rather than FDI
by TNCs expanding their international production
for firm-specific economic reasons, it is not certain
how long this kind of growth will last.

Prospects for a new growth in FDI flows
worldwide in 2006 are confirmed by a number of
surveys by international organizations or research
institutes (IMF 2006, World bank 2006, |IF 2006).
But prospects are less certain for 2007 (IMF
2006).35 Corporate survey findings are also
optimistic as regards short-term FDI prospects. The
McKinsey Global Survey of Business Executives

Confidence Index (McKinsey 2006) has risen for
the first time in two years and the CEO Briefing
by the Economist Intelligence Unit finds that
almost nine out of every ten respondents regarded
the global prospects for business as either good
or very good. Rising demand in emerging markets
will have the greatest impact on the global
marketplace over the coming three years according
to the same source. A.T. Kearney’s FDI Confidence
Index (A.T. Kearney 2006) survey based on
findings at the end of 2005 is cautious about
prospects for FDI due to investors’ concerns about
corporate financial health and an unexpected
economic downturn, though regional prospects are
somewhat different.

Looking at prospects by region, the above-
mentioned surveys confirm the importance of the
Asian economies, in particular West Asia, as FDI
locations (IMF 2006, IIF 2006). The FDI
Confidence Index shows unprecedented levels of
investor confidence in emerging markets, led by
China and India. The April 2006 survey by the
Japan External Trade Organization (JETRO) of
Japanese affiliates operating in Asia confirms that
business sentiment in the region has improved for
2006.36 Choosing among emerging markets, CEO
respondents to the 9th Annual Global CEO Survey
carried out by PricewaterhouseCoopers are
investing the most in China, followed by India,
Brazil and the Russian Federation, in that order.
Other fast growing economies (Indonesia, Mexico
and Turkey) are also at the top of the list of the
most preferred locations. FDI prospects for Eastern
European are also bright, but for Africa, and Latin
America as awhole they are less favourable (IMF
2006, IIF 2006). Finally, according to A.T.
Kearney’s FDI Confidence Index, investors have
lost confidence in Western Europe, other than the
United Kingdom, due to increasing competition
from emerging markets and protectionism.

Looking at prospects by sector, FDI in
natural resources is expected to pick up further.
High demand for such resources, partly caused by
China’s growing economy, and the opening up of
new potentially profitable opportunities in the
primary sector (e.g. gas and oil in Algeria) will
attract more FDI into that sector. Interestingly,
health care is also mentioned as the industry with
the highest growth prospects in the coming years,
according to CEO briefing (EIU 2006a). The pace
of offshoring —including for R&D — will intensify,
particularly in Asia and Eastern Europe, which are
already experiencing the largest increase in such
activities, according to the FDI Confidence Index.
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On the policy side, liberalization is
continuing, but overregulation and trade barriers
are still viewed by CEOs as the most significant
deterrant and the greatest challenge to the
globalization of activities (PricewaterhouseCoopers
2006). While in 2005 operational risks, such as
government regulations, and political and social
instability, appeared to be less threatening (A.T.
Kearney 2006), there are some worries about
nationalism and protectionism in the years to come.

Increasing FDI from developing countries
is not only driven by corporate factors, but also,
and perhaps more importantly in some cases, by
government policies aimed at ensuring access to
strategic resources such as mineral resources. In
view of the rising demand for these resources
generated by growing economies such as India and
China, thistrend is likely to continue. At the same
time, in some regions, growth-constraining
structural weaknesses and financial and corporate
vulnerabilities continue to hinder a strong FDI
recovery. Continuing global external imbalances
and sharp exchange rate fluctuations, high and
volatile commodity prices as well as political
tensions and even open conflicts in some part of
the world pose risks that may also discourage
global FDI flows.

Notes

1 However, this gap is lower than in many previous years.
For instance, in 2000, flows to developed countries
exceeded those to developing countries by $867 billion.

2 Based on the number of projects from the Locomonitor
database. This database includes new FDI projects and
expansions of existing projects both announced and
realized (www.locomonitor.com). Because of non-
availability of data on the value of most projects, only
trends in the number of cases can be examined. Data from
this database are available only from 2002 onwards.

3 For example, United States data for 2005 record outflows
to the Netherlands as -$28 billion, the largest negative
investment from the United States, while Netherlands
data show that inflows from the United States totalled
$4 billion in 2005. (Data from United States Department
of Commerce for United States FDI outflows and De
Nederlandsche Bank for Dutch FDI inflows.)

4 The term “developing and transition economies” refers
to all developing economies and countries in South-East
Europe and the CIS.

5 Based on GDP at purchasing-power parity. “Coming
back”, The Economist, pp. 65-66, 21 January 2006. At
market price, it is 25%.

6 Dataon cross-border M&As are available only from 1987.
In general, primary production in the 1980s and 1990s
was low. Part of the 2005 growth was caused by a special
deal — the acquisition of Shell Transport and Trading Co.
(United Kingdom) by Royal Dutch Petroleum
(Netherlands) for $74 billion. However, this deal is a
financial rearrangement and has nothing to do with FDI
that increases production capacity (for details, see chapter
I). For cross-border M&A purchases, the share of the

7

10

11

12

13

14

primary sector in 2005 was 15%, the third highest since
1987.

According to Locomonitor database (www.locomonitor.com),
the number of greenfield investments rose from 403 in
2004 to 554 in 2005 in metals, from 177 to 204 in
telecommunications and from 222 to 234 in real estate.
In 2004, world real GDP grew by 5.3%, arecord growth
rate. Worldwide economic growth moderated in 2005,
but — at 4.8% — it remained well above the trend line
(IMF 2006, p. 2).

The Direct Investment Technical Expert Group (DITEG)
was established by the IMF and OECD in 2004 to make
recommendations on the methodology for measuring FDI
for a harmonized revision of these documents. It
comprised expert representatives from 13 countries and
5 international organizations (including UNCTAD).
DITEG has submitted its recommendations for
consideration by the IMF Committee on Balance of
Payments Statistics and the OECD Workshop on
International Investment Statistics.

UNCTAD is also a member of this group, which includes
FDI experts from OECD countries (Australia, Belgium,
Canada, France, Ireland, Japan, the Netherlands, Spain,
Sweden and the United States) and international
organizations (OECD, IMF, Eurostat and European
Central Bank (ECB)).

The new guidelines as spelt out in the IMF's Balance
of Payments Manual and the OECD’s Benchmark
Definition of FDI on compilation of direct investment
flows and positions are expected to be released in 2008.
A number of them will remain unchanged or will be
aligned even more closely with national accounting
standards. These include: a 10% ownership threshold for
establishing a direct investment relationship; use of
market valuation for the measurement of direct investment
stocks; resident status of SPEs in the economies in which
they are registered or incorporated; recognition of afully
consolidated system for indirect FDI relationship;
retention of reinvested earnings as a transaction; inter-
company transactions/positions with fellow subsidiaries;
and principles for industry classification. However, there
will be some changes (e.g. on the application of the asset/
liability principle and on the principle of permanent debt)
and some new supplementary details (e.g. on M&As,
greenfield investments, SPEs, extension of capital and
round-tripping) that will be distinguished from standard
components, and considered by countries as options when
aparticular issue is of interest to policymakers. Additional
recommendations on specific issues are likely to be
proposed in the Benchmark Definition to assist in the
analysis of FDI.

This kind of transaction needs to be reflected in FDI
figures in the balance of payments. But the exchange
of sharesin the balance of payments should balance with
offsetting capital flows in other components of the capital
account (portfolio investment) or FDI component,
depending on how the previous shareholders of the
acquired firm are treated (i.e. whether as portfolio
investors or direct investors in the newly merged firm).
This exercise is not done routinely by the data gathering
agencies because they are not necessarily interested in
the issue of augmenting production capacity; nor is it
done regularly by UNCTAD because M& A data are used
only selectively to supplement FDI flow and stock data
and data on operations.

Data from Private Equity Intelligence, 2006. There are
also some different estimates. For example, Dealogic
estimates $362 billion in cross-border takeovers
(“Investment rivals bicker over common turf”, Financial
Times, 30 January 2006).
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This figure is based on the assumption that all of these
funds used in cross-border M& As are regarded (and are
recorded) in FDI statistics as FDI flows.

The value of FDI inflows due to cross-border investments
of private equity and hedge funds, which is recorded in
the balance-of-payments statistics, can deviate
significantly from the publicly announced values of
buyouts or venture-capital-financed investments. Private
equity firms often finance investments by using large
amounts of loan capital in addition to fund capital. If
the loans are raised by aforeign affiliate that is already
located in the economy of the targeted company, there
are no cross-border financial flows between the private
equity firm and the target company that could be recorded
in the balance of payments.

For the purpose of estimating M& As through these funds,
firms in the following industries are considered as using
private equity funds and hedge funds: “investors not
elsewhere classified” under investment and commodity
firms, dealers and exchanges (i.e. financial service
industries excluding credit institutions, savings and loans,
mutual savings banks, commercial banks, bank holding
companies, investment and commodity firms, dealers and
exchanges except investors not elsewhere classified —
such as securities companies, commodity brokers, dealers
and exchanges, investment offices, real estate investment
trusts and management investment offices — and insurance
firms). This classification is based on the one used by
the Thomson Finance database on M&As.

For example, Amadeus (Spain) was acquired for a
publicly announced value of i4.3 billion ($5.4 billion)
by BC Partners (United Kingdom) and Cinven (United
Kingdom). 1SS A/S (Denmark) was bought for i3.8
billion ($4.8 billion) by EQT (Sweden) and Goldman-
Sachs (United States). (Since these deals were not
completed by 2005, they are not included in table 1.7.)
At the turn of 2005-2006 the Danish telecommunications
company, TDC, was bought by four private equity
investors for i13.0 billion ($16.3 billion), making it the
largest buyout in Europe. During 2004—2005, the increase
ininward FDI in Japan was largely due to M&As worth
more than $3.1 billion involving private equity firms.
“Europe’s new deal junkies’, The Economist, 18 February
2006, pp. 12-13.

The UNCTAD Inward FDI Performance Index is a
measure of the extent to which a host country receives
inward FDI relative to its economic size. It is calculated
as the ratio of a country’s share in global FDI inflows
toits share in global GDP. For the detailed methodol ogy,
see WIR02.

The UNCTAD Inward FDI Potential Index is based on
12 economic and structural variables measured by their
respective scores on arange of 0-1 (raw data available
on: www.unctad.org/wir). It is the unweighted average
of scores on the following: GDP per capita, the rate of
growth of GDP, the share of exportsin GDP, telecoms
infrastructure (the average number 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, 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
of services as a percentage of the world total, and inward
FDI stock as a percentage of the world total. For the
methodology for building the index, see WIR02, pp. 34-
36.

22

23

24

25

26

27

28

29

30

31

32

33

34

35

36

The UNCTAD Outward FDI Performance index is
calculated in the same way as the Inward FDI
Performance Index: the world share of a country’s
outward FDI as aratio of its share in world GDP.
The revised methodology notably leaves out a number
of secondary legal fields (such as intellectual property
laws) that were previously covered.

The average European statutory corporate income tax
rate fell somewhat from 25.32% to 25.04% (KPMG 2006).
As a comparison, the average statutory corporate income
tax rates in the Asia and Oceania and Latin American
regions were 29.99% and 28.25% respectively.

The minimum investment needed to be eligible to receive
the tax breaks would be $7.5 million in some industries
and $2.5 million in others. Examples of other industries
were agriculture industries, oil refineries, hydroelectric
generation, electronics manufacturing, air traffic control,
sea ports, tourism and environmental projects.

Firms investing in such zones are entitled to a 15-year
income tax break consisting of a 100% exemption for
the first five years, a 50% exemption for the second five
years, and an exemption on a proportion of export profits
for the final five years.

Egypt, for example, eased the acquisition of land by
foreign investors as well as their entry and residence in
Egypt, and allowed the expansion of new investments
in the tourism sector.

Israel, for example, expanded tax benefits to both local
and foreign investors and simplified the approval process
for qualified investments.

See BBC News, EU warns over state protectionism, 9
March 2006, The Wall Street Journal online, Common
Market? Think Again!, 13 March 2006.

This section covers BITsand DTTs as well as other 11As
that encompass bilateral, regional or interregional
agreements containing provisions for the promotion,
liberalization and/or protection of investment. There are
various kinds of the latter agreements, such as free trade
agreements (FTAs), closer economic partnership
agreements (EPAS), regional economic integration
agreements or framework agreements on economic
cooperation. For a detailed analysis, see UNCTAD 2006.
See, as a recent example, the Trans-Pacific Strategic
Economic Partnership Agreement between Brunei
Darussalam, Chile, Singapore and New Zealand (2005)
- Article 11.22; the Closer Economic Partnership
Agreement between Thailand and New Zealand (2005)
- Article 15.2; and the Agreement between Japan and the
United Mexican States for the Strengthening of Economic
Partnership (2004) - Articles 65 and 74.

For example, arbitration tribunals have arrived at
conflicting conclusions with regard to: (i) the scope of
investor-State dispute settlement procedures, (ii) the legal
implications of the so-called "umbrella clause”, (iii) the
observance of so-called cooling-off periods, and (iv) the
scope of the most-favoured nation (MFN) clause. See
UNCTAD 2005a; Schreuer 2006.

See No. 4 of the Agreed Recommendations of the 10th
session of the Commission on Investment, Technology
and Related Financial Issues, 6-10 March 2006 (doc. TD/
B/COM.2/71).

Data on the number of affiliates are from Dun &
Bradstreet, Who Owns Whom Database, which covers
majority-owned affiliates only.

A small declinein FDI flows is forecast by the IMF for
2007, from $221 billion to $218 billion.

This is a monthly survey conducted by JETRO in 12
Asian countries, including five ASEAN countries, on
Japanese business sentiments (www/jetro.go.jp).



CHAPTER Il

REGIONAL TRENDS:
FDI GROWS IN MOST REGIONS

Introduction

FDI inflows grew in nearly all regionsin
2005, though unevenly. Developing countries as
awhole experienced increases in both inflows and
outflows, while developed countries showed
increases only in inflows (figure I1.1). The slight
decline in outflows from the latter largely reflected
afall in the reinvested earnings of United States
affiliates abroad (see subsection C.1.a). Inflows
to South-East Europe and the CIS! remained steady,
but outflows from the region rose. FDI flows to
the 50 least developed countries (LDCs) as a whole
grew by 11% to reach $10 billion, but still remained
marginal relative to world flows and total flows
to developing countries.

Cross-border M&As were a prime driver of
FDI growth in 2005 (chapter 1). Their numbers rose
worldwide, but the rise was particularly prominent
in developing and transition economies. In both
developed and developing regions, more than half
of all cross-border M& As took place in the services
sector (table I1.1). Their growth in the primary
sector was mainly concentrated in developed
countries, while in developing countries there were
more cross-border purchases but fewer sales. Not
that primary-sector FDI fell in developing
countries; it simply occurred through greenfield
investment. In general, the relatively small value
of M&As in the primary sector in developing
countries reflects a restrictive regulatory
environment. In South-East Europe and the CIS,
cross-border M& As were more evenly distributed
between manufacturing and services.

Figure I1.1. FDI flows by region, 2004-2005
(Billions of dollars)
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Table II.1. Sectoral distribution of cross-border M&As,
by group of economies, 2004-2005
(Millions of dollars)

oil and gas, although there was also
investment in services from the

United Kingdom, the United States,
South Africa, China, Brazil and India.

By group of economies

At the same time, however, low skill

South-East Memo-
Developed Developing Europe  randum: Ievel_s, fra_gr_nent_ed market_s and a Ia(_:k
Sector Year World countries countries and CIS  LDCs of diversification inhibited FDI in
Sales manufacturing.
Total 2004 380598 315851 54 700 10 047 506
2005 716 302 598 350 100 633 17 318 302
Primary 2004 19 414 11 337 6 157 1920 350 . FDI InflOWS In(.:reased in 34
2005 115420 110 474 2 858 2088 42  African countries in 2005 and
Manufacturing 2004 120 747 105 202 14 956 589 - declined in 19. C'ross-border M&As
2005 203730 171 020 25 963 6 747 - are becoming an important mode of
Services 2004 240 437 199 312 33 587 7 538 156 entry into the region: their value more
2005 397 152 316 856 71 812 8 483 260 than doubled, to reach $10.5 billion
Purchases in 2005. Most African countries
Total & 2004 380598 339 799 39 809 991 250 adopted more favourable regulatory
2005 716 302 626 339 83 150 6 812 58 frameworks and pOI icies at the
Primary gggg 1c1Je73 3‘71‘11 ;471 ggg ; 222 ) 03523 - national, bilateral and regional levels.
i Inflows to the region are expected to
Manufacturing 2004 106 795 91 269 15 239 286 - increase Sharply in 2006 aga' nst the
2005 148 742 125 604 20 585 2 553 29 .
background of a high volume of new
2005 461969 402 823 56 909 2 237 29 M&A activity However. the region
Source: UNCTAD, cross-border M&A database (www.unctad.org/fdistatistics). continues to exhibit weaknesses that

a8  Also includes unspecified items.

A. Developing countries

In developing countries as a whole, both
inflows and outflows rose in 2005, although trends

varied by region. Inflows into and
outflows from Latin America and the
Caribbean and West Asia rose in 2005,
while in Africa and East, South and

constrain its ability to attract quality

FDI of the kind that would generate
broader beneficial effects in its economies. Its
outward investors, primarily those from South
Africa, expanded their transnationalization through
cross-border M& As, although outward FDI from
the region as a whole declined in 2005.

Figure I1.2. Africa: FDI inflows and their share in
gross fixed capital formation, 1995-2005

South-East Asia only inflows rose (figure i = 25
I1.1). Increases in West Asia were
particularly marked, both inward and o
outward.
15
1. Africa 2 -
L = 1 10
In Africa, rising corporate profits
and high commaodity prices helped boost .
inflows in 2005 to a historic high of $31
billion, from $17 billion in 2004 (figure
!AIfZ) FDI InﬂCf)WSdaS a R[ell’cfentag? Of I‘IEI’EIEI 1'9913' 195?" 1BSEI 199’!3' ZI}CIDI 2001 20D2I2EICISI 2004'2005
rica’s gross fixed capital formation B it Ak G
also increased, to 19% in 2005. However, -I wzs[ A;rri'cc: = Sgﬁtnerlr?a,q{rlca
the region’s share of g|0ba| FDI =] Central Africa ~4— FDlinflows as a percentage of
remained at around 3%. A large kit el
proportion of the 2005 inflows were Source: UNCTAD, FDI/TNC database (www.unctad.org/fdistatistics) and

concentrated in mining, and in particular,

annex tables B.1 and B.3.
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a. Geographical trends

(i) Growth driven by high commodity
prices

Total FDI inflows into Africa surged to reach
$31 billion in 2005, representing a historic growth
rate of 78%. This was higher than the global FDI
growth rate of 29% and that of developing
economies as a whole. It was primarily the
consequence of a boom in the global commodity
market, which led to large inflows into the primary
sector, although inflows into the services sector
also rose. Nonetheless, Africa’s current share in
global FDI remains much lower than it used to be
in the 1970s and early 1980s, even though in the

past three years that share has once more surpassed
the region’s share in global GDP and exports
(figure 11.3). The decline in Africa’s share in global
FDI over the past two decades reflects its slow
progress in increasing production capacity and
diversification, and creating larger regional
markets. As a result, Africa’s per capita inflows
were only $34 in 2005, compared with $64 for
developing economies as a whole.

FDI in Africa has traditionally been
geographically and industrially concentrated, and
2005 was no exception; five countries (South
Africa, Egypt, Nigeria, Morocco and Sudan —in
descending order of value of FDI) accounted for
66% of the region’s inflows (figure I1.4 and table
11.2). South Africaregistered the largest inflows,

Figure 11.3. Shares of Africa in world FDI inflows, world GDP and world exports, 1970-2005
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Source: UNCTAD, FDI/TNC database (www.unctad.org/fdistatistics) for FDI and UNCTAD Secretariat for GDP and exports.

Figure Il.4. Africa: FDI inflows, top 10 economies,® 2004-2005

(Billions of dollars)

with a sharp increase to
$6.4 billion from only $0.8

billion in 2004, or about

— - T e ; 64 21% of the region’s total.
I : ! ; ;
1 ; - - . | 54  Thiswasmainly due to the
Eaypt | | acquisition of
Nigeria | 34 Amalgamated Bank of
1 : ! I South Africa (ABSA) by
Morocco - T 29 .
] : : ; Barclays Bank (United
Sudan . : Kingdom) for $5 billion
e Gumaa-l : 5 (see annex table A.1.7 and
! ; ; discussion below). Among
Congo, Democratic Republic of | : other leading recipientsin
A : : 2005 were Chad,
it : B Equatorial Guinea and
T”"'E'“i : RN Sudan, along with Algeria,
Charl fy : the Democratic Republic
i t ' ' ' of the Congo and Tunisia,
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Source:
2 Ranked on the basis of the magnitude of the 2005 FDI inflows.

UNCTAD, FDI/TNC database (www.unctad.org/fdistatistics) and annex table B.1.

many of them oil and gas-
producing countries.
Inflows to the Democratic
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Table I1.2. Africa: country distribution of
FDI flows, by range,? 2005

projects by firms from Asia also grew. Therise
in greenfield FDI projects by Chinese investors,
among others, is noteworthy: CNOOC is

engaged in projects in Algeria, Nigeria, South

Range Inflows Outflows
Over $3.0 billion South Africa, Egypt

and Nigeria
$2-2.9 billion Morocco and Sudan
$1-1.9 billion Equatorial Guinea,

Democratic Republic of

the Congo and Algeria
$0.5 to 0.9 billion Tunisia and Chad .
$0.2 to 0.4 billion United Republic of Nigeria

Tanzania, Congo,
Namibia, Botswana,
Gabon, Libyan Arab
Jamabhiriya, Zambia,
Uganda and Ethiopia

Africa and Sudan, with about $280 million or
7% of its total outward FDI invested in Africa
in 2005 (see also box 11.1).3 The driving force
of Chinese FDI has been growing domestic
demand for raw materials. The value of Asia-
Africa cross-border M& As rose significantly
as well (table 11.3; and annex table B.7 for the
number of deals).

The five subregions of Africa showed
considerable variation in FDI inflows in 2005:

North Africa. FDI inflows into the subregion
more than doubled in 2005 to $13 billion,
accounting for 42% of total inflows to Africa.
Egypt, Morocco, Sudan, Algeria and Tunisia,
in that order, received the largest inflows in
2005. The surge in inflows to Egypt ($5.4
billion) was mainly because of a strong risein
investment in the petroleum industry, along with
the privatization programme. In Morocco and
Tunisia, it was largely privatizations that led
to the increase.®> Asian FDI flows to Sudan,

Less than Liberia, Cote d' Ivoire, Liberia, Morocco,

$0.1 billion Mali, Ghana, Mauritania, Libyan Arab
Mozambique, Guinea, Jamahiriya, Egypt,
Zimbabwe, Seychelles, South Africa, Botswana,
Senegal, Togo, Mauritius, Senegal,
Madagascar, Lesotho, Angola, Algeria,
Sierra Leone, Gambia, Swaziland, Gambia,
Somalia, Mauritius, Tunisia, Kenya,
Djibouti, Kenya, Benin, Seychelles, Niger,
Burkina Faso, Cape Mali, Zimbabwe,
Verde, Cameroon, Niger, Ghana, Rwanda, Benin,
Eritrea, Guinea-Bissau, Lesotho, Burkina Faso,
Rwanda, Sao Tome and Guinea-Bissau, Cote
Principe, Central African d' Ivoire, Togo,
Republic, Malawi, Namibia and Gabon
Comoros, Burundi,
Swaziland and Angola

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

and annex table B.1.
&  Countries are listed according to the magnitude of FDI.

Republic of the Congo and South Africa were the
most diversified and went into energy, machinery
and mining, as well as into banking, which received
the largest share.

The countries that received the least FDI in
Africa were mostly LDCs (table I1.2), including
oil-producing Angola, which witnessed a drastic
declinein its FDI inflows in 2005. Many of them
have limited natural resources, lack the capacity
to engage in significant manufacturing, and, as a
result, are among the least integrated into the global
production system. Some have also experienced
political instability or civil war in the recent past,
which has destroyed much of their already limited
production capacity.

The key source countries of FDI inflows to
Africa have remained the same for some years, but
investment from China and other Asian economies
(box I1.1) increased, especially in the oil and
telecom industries. In contrast to other regions,
greenfield FDI projects in Africaincreased in 2005
(annex table A.1.1).2 A number of greenfield
projects originated from EU member countries, but

principally from China, India, Kuwait and
Malaysia, grew considerably in 2005. For
example, a consortium comprising Petronas of
Malaysia, the Oil and Natural Gas Corporation
(ONGC) of India and the Sudanese State-owned
Sudapet invested $0.4 billion in the development
of an oilfield (see also box 11.1).6

West Africa.” FDI inflows into West Africa
increased by 40%, to $4.5 billion in 2005 from $3.2
billion in 2004, representing 15% of Africa’s total.
This increase was dominated, as usual, by inflows
to Nigeria, which received 70% of the subregion’s
total and 11% of Africa’s total — with oil accounting
for some 80% of the inflows. TNCs mostly from
France (Total), the United Kingdom (BP) and the
United States (ChevronTexaco) invested in projects
to develop undersea oilfields off the coast of
Nigeria. FDI in Mauritania also increased 23-fold,
again mainly as a result of increased activity in
the oil industry. In Sierra Leone, Sierra-Com
(Israel) invested $3 million — a significant amount
for this country — for high-speed broadband
wireless Internet and Voice over Internet Protocol
(Vol P) communications.®

Central Africa.? With inflows of $4.6 billion
in 2005, the same amount as in 2004, this subregion
accounted for 15% of Africa’s inflows, attracting
FDI into the primary as well as the service sector,
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Box I1.1. Asian FDI in Africa

In the past decade, TNCs from developing Asia
have begun to show an interest in investing in Africa.
India and Malaysia are the leading Asian investors
there, followed by the Republic of Korea, China and
Taiwan Province of China (box table 11.1.1); Pakistan
is another FDI source, although its investment is
relatively small. Among African host economies,
South Africais alarge recipient of Asian FDI, but
Mauritius receives the most FDI from India and
Malaysia. However, Asian investments in Africa
remain dwarfed by those from more traditional
sources such as the United Kingdom (with a total
FDI stock of $30 billion in 2003), the United States
($19.0 billion), Germany ($5.5 billion) and France
($4.4 billion). Among developed countries, Japan
has relatively little FDI in Africa ($2 billion).

Box table 11.1.1. FDI in Africa from selected Asian
developing economies, 1990-2004
(Millions of dollars)

Taiwan
Republic  Province
Year China® India® Malaysia Pakistan of Korea of China?
Flows
1990 . . 5.0 24.1 13.0
1991 1.5 1.1 4.2 15.9 4.5
1992 7.7 12.6 8.2 27.7 16.9
1993 145 6.6 7.0 28.7 0.4
1994 28.0 36.2 5.5 111.1 18.7
1995 17.7 72.3 6.9 38.4 28.8
1996 - . 496.0 5.8 8.1 20.9
1997 - . 147.5 5.2 87.7 -
1998 = 77.5 4.4 81.2 36.2
1999 42.3 .. 223.9 3.9 19.9 41.3
2000 85.0 243.3 80.0 4.3 23.8 7.0
2001 245 184.8 46.8 4.1 14.3 6.1
2002 30.1 883.4 661.1 2.1 - 6.5 17.4
2003 60.8 338.4 . . . .
2004 . 22.1
Stocks
1990 49.2 296.6 0 1.1¢ 84.9 45.2 25.9
2002 58891968.6 © 1 615.8 93.1 511.6 224.0
Source: UNCTAD, based on UNCTAD forthcoming a.
2  Based on approval data.
b 1996.
¢ 1991.
d 2003.
e

2004, cumulative flows from 1996.

By mode of entry, there were 47 greenfield
FDI projects and 11 cross-border M& A deals
from South, East and South-East Asiain 2005.
Among the greenfield projects, China had 16 new
investments, followed by India with 12.
Altogether, South, East and South-East Asia
accounted for more than 10% of all greenfield
investment in Africain 2005. As regards cross-
border M&As, Malaysian companies such as
Petronas and Telkom Malaysia have been the
most active over the past two decades,
accounting for more than 24% of the deals during
the period 1987-2005 (box table 11.1.2). The largest
recent acquisition by an Asian firm was the $1.8
billion purchase of LNG (Egypt) by Petronas
(Malaysia) in 2003.

With the increase in Asian FDI flows to
Africa has come a new aid-investment nexus
between Asian countries and their African
partners. China, for instance, plans to increase
contributions to its African Human Resources
Development Fund by 33% and to provide
training to 10,000 African personnel by 2008.2
Indiais also stepping up aid to Africa: Indian
technicians have been running training schemes
to build up small companies in Ghana, Kenya,
Nigeria, Senegal, Uganda, the United Republic
of Tanzania and Zimbabwe. The Republic of
Korea and others are also increasing aid to Africa
alongside their commercial expansion.
Ultimately, the rise of FDI from Asia to Africa
is unlikely to have much of an affect on the
relationship between Africa and its traditional
sources of FDI (the industrialized countries) in
the short term. However, Asia's increasing
volume of FDI is helping to diversify Africa’s
options, and to the extent that investment and
the associated aid help to create stronger
domestic production capacity, it may influence
Africa's economic relations with the world
generally, particularly in trade.

Box table 11.1.2. Cross-border M&As in Africa by firms from selected developing Asian economies, 1987-2005
(Cumulative number of deals)

Hong Kong, Republic of Asia
Host/home economy China China India Malaysia  Pakistan Korea Singapore Others total
Egypt - - 3 2 2 1 8 16
Ghana - - - 2 - - - 2
Madagascar - - - 1 - 1 2
Mauritius - - 1 3 - 7 3 14
Morocco - - - 2 4 6
South Africa - 5 3 12 1 1 3 5 30
Sudan 1 1 3 1 2 2 10
Uganda 1 - - 1 - - 2
United Republic of Tanzania 1 - - - 1 2
Zambia - - 3 - - - - - 3
Others S S 2 3 = S 1 11 17
Africa total 3 6 15 25 1 8 12 34 104
Source: UNCTAD, based on UNCTAD forthcoming a.
Source: UNCTAD, based on UNCTAD forthcoming a.

2 Jeune Afrique. “The African report: an insight into Africa, an outlook on the world”, Number 2, March 2006.
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Table 11.3. Africa: distribution of cross-border
M&As, by home/host region, 2004-2005
(Millions of dollars)

registered a decline in their FDI inflows. On
the other hand, Uganda benefited from
continuing macroeconomic and political
stability to become one of the FDI front-

runners in the subregion, with inflows rising

Sales Purchases -J )
Home/host region 2004 2005 2004 2005 by 16%, to $258 million in 2005. Small and
medium-sized TNCs from other African
World 4595 10509 2718 15505 : : ;

Developed countries 2571 9564 727 13331 COUI’It.I’I.eS, in particular .Egypt' Kenya,
European Union 2418 8906 488 12 994 Mauritius and South Africa, have been
United States 40 184 - 29 attracted to Uganda. Some FDI inflows in
Japan - 44 - - telecom services were also registered in Kenya

Developing economies 2 024 476 1991 2 152
Africa 1849 360 1849 360 and Madagascar.

Latin Ameri h . . .
Son Ameriea and the ] ) ) ] Southern Africa.12 This subregion
Asia and Oceania 175 116 141 1792 experienced the most impressive FDI inflows,
Asia 175 116 141 1792 in terms of both growth and sectoral diversity,
‘éVESthAISE'a . - 5 - - in 2005. Inflows rose to $7.1 billion from $1.5

outh, East an arne . . . .

South-East Asia 175 111 1 1792 .b|II|on'|n 2094, W|th.|nvestment takng p_Iace
South-East Europe and CIS 469 ] 29 in particular in banking, telecommunications

Source:
fdistatistics).

including infrastructure. Equatorial Guinea, the
Demaocratic Republic of the Congo, and, to alesser
extent, Chad and Congo, were the major host
countries in 2005. In addition to FDI flows into
the oil industry (for instance, the United States firm
Chevron-Texaco), there were significant flows into
infrastructure development. In the Democratic
Republic of the Congo, a large share of the inflows
were from other developing countries, mostly South
Africa and developing Asia (e.g. China). ESKOM
of South Africainvested in the Grand-Inga Dams
project, one of the largest FDI projects under way
in Africatoday. Angola's inflows plummeted to $24
million in 2005 from $1.4 billion in 2004. A large
part of this can be attributed to the purchasing of
assets of foreign companies in the oil projects of
Angola’s national oil company — Sonangol — which
now has significant interests in a total of 30 oil
blocks. Nevertheless, Angola did attract some FDI
in banking in 2005: Banco Comercial Angolano,
a private bank, undertook a 50% capital expansion
jointly with the South African bank, ABSA.10

East Africa.ll FDI inflows into this
subregion fell to $1.7 billion from $1.9 billion in
2004, and represented 5% of the inflows to Africa.
East Africa attracted the lowest FDI inflows of all
the subregions. It comprises mostly resource-poor
countries, many of which have recently experienced
political instability. In 2005, six of these countries
(including the subregion’s main recipients:
Ethiopia, Kenya, Madagascar and M ozambique)

UNCTAD, cross-border M&A database (www.unctad.org/

and mining industries. The increase lifted the
subregion from its lowest ranking among
African subregions in 2004 to the second
highest in 2005, accounting for 23% of
African inflows. Inflowsto Southern Africa were
dominated by the above-mentioned major cross-
border acquisition of the South African bank,
ABSA, by an international banking group led by
Barclays Bank of the United Kingdom. Foreign
companies, particularly banks, have repurchased
operations in South Africa (sold at the end of the
apartheid regime) as well as in its neighbouring
countries (e.g. Namibia). Diamond and nickel
mines that had lain dormant in many Southern
African countries, such as Lesotho, Namibia and
South Africa (because of high extractive costs and
low demand), also attracted new FDI as the prices
of these commodities skyrocketed in 2005.

(ii) Outward FDI: down in 2005

Despite the increased transnationalization
of TNCs from Africa through cross-border M&As
in 2005, FDI outflows from the region declined
sharply, by 44%, to $1.1 billion from $1.9 billion
(figure 11.5).

A major cause of the decline was the slump
in outward FDI from South Africa, which had
accounted for 72% of the region’s outward FDI in
2004 ($1.34 billion). South Africa’s outward FDI
dropped by 95% in 2005, to only $0.07 billion. In
addition, some of the country’s TNCs now have
their primary listings on stock markets outside the
country, as illustrated by SABMiller that moved
its primary listing to London. The outward
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Figure II.5. Africa: FDI outflows, by
subregion, 1995-2005

b.Sectoral trends: FDI up in the
primary sector
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FDI inflows to Africa in 2005 were,
once again, tilted towards primary production
(mainly oil), even though significant increases
also occurred in the services sector, particularly
in banking. Inflows to the manufacturing sector,
particularly the textile and apparel industry,
declined following the end of quotas established
under the Multi-Fibre Arrangement (MFA).

The primary sector — particularly the oil
and gas industry — continued to attract FDI to
Africa. In 2005, the share of petroleum in FDI
inflows to the oil-producing countries in the
list of the top 10 recipients in Africa (figure
11.4) remained high: Algeria, 55%, Egypt, 37%,
Nigeria, 80%, and Sudan, 90%.16 Available
information on greenfield FDI projects suggests
a near-doubling of such projects in the sector.
While these numbers are only a small fraction
of all greenfield projects in the continent, the

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

and annex tables B.1 and B.3.

investments of such companies are no longer
registered as investments from South Africa.13

FDI outflows from Africa were a minuscule
proportion of global outflows — 0.1% — and only
0.9% of developing-country outflows.14 The top
six home countries of outward FDI from Africain
2005 were Nigeria, Liberia, Morocco, the Libyan
Arab Jamahiriya, Egypt and South Africa, in that
order, accounting for 81% of the region’s outflows
(annex table B.1).

While data on cross-border M& As are not
directly comparable with FDI data (WIR00), the
significant rise in the value of M& A purchases by
TNCs from the region in 2005 is worth noting: at
$15.5 billion in 2005 it is almost six times the level
attained in 2004 (table I1.4 and annex table B.4).
Thisincrease is, however, explained largely by one
deal: the acquisition of Wind Telecomunicazioni
(Italy) by Orascom Telecom through Weather
Investments (Egypt) for $12.8 billion (annex table
A.1.7).15 Available data show that greenfield FDI
rose in 2005, mainly as aresult of an increase in
projects in Africa and Asia, especially West Asia.
The number of greenfield projects in these two
regions increased more than 50% in 2005.

value of the investments involved is usually
very large. However, while 2004 was
characterized by high-value M&As in the
primary sector (87% of total value), 2005
marked a pause with only 9% of total M& As by
value (table 11.4).

Manufacturing activities did not feature
prominently in FDI inflows into Africain 2005.
For example, cross-border M&As in this sector
accounted for only $1.7 billion, or 16% of the total
value of cross-border M&As. In recent years,
countries such as Kenya, Lesotho, Mauritius and
Uganda had begun to receive FDI in their textile
and apparel industry, in part under the African
Growth and Opportunity Act (AGOA), but the trend
changed following the end of MFA quotas in 2005.
A number of TNCs in that industry in Africa have
been relocating. In Mauritius, there was a 30%
decline in the volume of garments manufactured
in 2005 following the departure of some Hong
Kong (China) companies.1’ In Lesotho, six textile
firms closed, leaving 6,650 garment workers
jobless.18 This shows that the value of preferential
market access is limited when domestic production
capabilities are inadequate. Barring a few countries
such as Egypt and South Africa (box 11.2), most
African countries lack linkages between foreign
TNCs and local enterprises, and their efforts to
promote regional integration have been too limited
to allow economies of scale. As aresult, they are
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Table Il.4. Africa: distribution of cross-border
M&As of African countries,
by sector/industry, 2004-2005
(Millions of dollars)

c. Policy developments

In 2005, African countries continued to
liberalize their investment environments. Of
the 53 regulatory changes observed by

Sales Purchases UNCTAD in Africa, four fifths (42) were
Sector/industry 2004 2005 2004 2005 favourable to FDI, while 11 made the
| . 0500 2718 o environment less favourable. Mirroring global
Tota 4595 105 718 15505 trends in extractive industries, some countries
Primary 3994 908 1680 249 eithgr .increased taxes or imposed new
Mining, quarrying and restrictions on access to natural resources.
petroleum 3994 908 1 680 249 ] ) ) )
The trend towards privatization continued
Ma”:fa:_“:]””g 68 1676 529 35 across Africa. Algeria, Angola, Comoros,
of which: A , . .
Food, beverages and tobacco 46 17 - 3 Congo_’ _COte d IV_O_I re, Kenya’ the _L'bYan Arab
Wood and wood products 3 120 452 . Jamahiriya, Mauritius, Morocco, Nigeria, Sierra
Non-metallic mineral products 967 - 29 Leone and Tunisia either privatized specific
me“;'_s and msta' products . 5‘112 3 sectors or introduced plans to enhance cross-
Eaee Y o equipment " sectoral liberalization. The industries affected
ectrical and electronic X ] X i
equipment 74 included utilities, telecommunications and
tourism. Some programmes attracted TNCs
Te”'fa%_ \ 533 7925 509 15221  from developing countries. In Angola, the
oT wnicn: . . .
Electricity, gas and water 19 58 . _ privatization agency approved Telecom
Construction . ] 58 48 Namibia's bid to become the first private
Trade 44 312 60 47  operator of Angola’'s fixed-line network. Egypt
?me's and feSta“fa”tZ 33 32 - - has pursued a policy aimed at opening up its
ransport, storage an . PR .
communications 331 1534 317 1307 markets in act|V|t|gs where it has_a clear
Einance 65 5398 74 13787 advantage (e.g. tourism) as well as in some
Business services 25 4 31 manufacturing (box 11.3).
Health and social services 587 -

Source:
fdistatistics).

unable to participate competitively in the
international production networks of TNCs.

An important aspect of FDI flows into
services in 2005 was a shift in their composition,
from investment driven by privatization to
investment into private entities. Cross-border
M&Asin services, for instance, surged to $8 billion
in 2005 from $0.5 billion in 2004 (table 11.4),
taking place mostly in finance (68% of the deals,
mainly in South Africa), followed by transport,
storage and communications (19%). One example
was the acquisition by Barclays Bank (the United
Kingdom) of 60% of ABSA. Barclays also acquired
a substantial stake in Bank Windhoek of Namibia
as aresult of this takeover. The State Bank of India
acquired a 51% stake in Mauritius-based Indian
Ocean International Bank Ltd as part of its overseas
expansion policy — particularly into the rest of
Africa. Other transactions included acquisitions
in Angola and Nigeria by banks from Brazil and
the United States.

UNCTAD, cross-border M&A database (www.unctad.org/

Another set of favourable changes concerns
attempts to improve the investment climate.
Mirroring international trends, a number of
African countries, such as Egypt, Ghana, Senegal
and South Africa, have reformed their tax systems,
often reducing corporate income taxes. Some have
eased operational conditions for TNCs. For
example, Egypt is facilitating the entry and
residence of foreigners.

Recognizing that an investor-friendly
admission phase has a beneficial effect on the
subsequent relationship between host and investor,
some countries such as Ghana and Mali have
reformed their admission procedures by introducing
one-stop shops. Other governments have acted to
remove some of the key constraints on attracting
and benefiting from FDI. For example, South Africa
has introduced a Skills Support Programme (SSP)
to enhance the supply of skilled labour (box I1.4).
Similar measures could be usefully adopted by
other African countries seeking FDI in high-value
processing.

In Africa, as in other regions, 2005 also
saw policy changes which made the regulatory
framework less favourable to FDI in the extractive
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Box I1.2. South Africa: from import substitution to export orientation
in the automotive industry

The automotive industry has become a
dynamic export platform in South Africa as a
result of increased FDI. The increase in inflows
to the industry was partly due to government
policies, particularly the Motor Industry
Development Programme (MIDP) in 1995, which
sought to give car assemblers greater flexibility
in their sourcing and to encourage a shift towards
exports. The MIDP abolished local content
requirements and introduced a faster tariff phase-
down than required by South Africa’'s WTO
obligations. Under the programme, exporters,
including foreign firms, also benefit from various
concessions, mainly duty reductions on imports.

The foreign automotive firms present in
South Africa include, among others, General
Motors, Toyota, Volkswagen, Ford, and Nissan.
Recent foreign investors include auto components
manufacturers such as Mario (Italy), Woco Group
(Germany), Leonie AG (Germany), Almec Spa
(Italy), AMD Group (United States) and Saffil
Ltd (United Kingdom). As aresult of FDI, the
production of cars and light commercial vehicles
grew from 315,000 in 1995 to about 500,000 in
2005, while exports more than doubled, from
approximately 60,000 to 140,000. The capital
expenditure of affiliates of automotive TNCs (i.e.

for investment in production and export facilities,
and supporting infrastructure) also more than
doubled between 2000 (1.5 billion rand or $236
million) and 2005 (3.6 billion rand or $566
million).

South Africaiis now emerging as a hub for
the production of right-hand-drive vehicles and
other models for export. Other exports include
components such as leather seat covers, silencers
and exhaust pipes and catalytic converters.
Prospects point to growth, as many other large
automotive TNCs such as General Motors,
Toyota, DaimlerChrysler and Nissan have
announced their intention to export models from
South Africato Europe, North America and Asia.

As aresult of these investments, South
Africa’s automotive industry now offers a global
export platform that combines low production
costs and a high degree of manufacturing
flexibility. The country also benefits from
accumulated expertise in various automotive
technologies, including the ability to design
components that can cope with the high
temperatures and dust levelsin Africa. Finally,
it offers easier access to the Southern hemisphere
and African markets.

Source:  UNCTAD, based on UNCTAD forthcoming b, Naidu and L utchman 2004, Meyn 2004, Barnes 1999, Barnes and

Lorentzen 2003, and www.southafrica.info/.

Box 11.3. Egypt: National Suppliers Development Programme to boost manufacturing

As the Egyptian economy has shifted over
the past decade towards a more market-based
model, the Government of Egypt has taken
various measures to increase inward FDI, so as
to help Egyptian industries become, or remain,
globally competitive. In the manufacturing sector
in particular, Egyptian producers, like many other
African producers, risk becoming marginalized
even in their own markets. Recognizing this, the
Government of Egypt has teamed up with the
private sector in an initiative known as the
National Suppliers Development (NSD)
Programme (box figure 11.3.1) to boost
manufacturing growth and stimulate job creation.
Through thisinitiative, the Government provides
active support to companies, including TNCs, to
improve the quality and cost of Egyptian goods
and to tailor them to the demands of a globalized
world economy.

One hundred TNCs and leading exportersin
Egypt have been asked to select up to 20 local
suppliers for receiving technical assistance by
international consultants to identify efficiency and
quality shortfalls, after which they will be able
to access bank loans through the NSD Programme
to make the necessary improvements. In return,
exporters who benefit from the programme agree
to expose their Egyptian suppliers to global
markets. The NSD Programme has started to yield
some results. General Motors, which owns Egypt’s
largest vehicle assembly plant, has helped pioneer
projects under the Programme. Other TNCs
involved include DaimlerChrysler, Americana,
Cadbury and Hero. The Government of Egypt
hopes that the NSD Programme will also make
Egypt attractive to more TNCs. Indeed, leading
private-equity firms are considering investing in
Egyptian suppliers that benefit from the
Programme.

/...
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Box 11.3. Egypt: National Suppliers Development Programme to boost manufacturing
(concluded)

Box figure 11.3.1. How does the NSD programme work?

* Provide the needed financial
consultancy to group suppliers

« Conduct financial risk assessment

* Providing financial solutions for
the gap closure requirements

Commercial
International

« Provide technical assistance to carry:
1) Gap analysis
2) Gap closure

« Formulate milestones for
gap closure

* Approve programme on key
performance indicators

« Cost sharing according to
internal regulations of the Industrial
Modernization Center

Ministry of
Trade and

Select and prioritize key suppliers

e 5-20 suppliers for each
company

« Identify the real upgrading
needs for key suppliers

« Efficient communication to
key suppliers to buy into
the project

|es0]

Industry

sia1iddng

Industrial
Modernization

Center * Commitment to join the programme

« Willingness to invest in
upgrading systems/technologies

* Appetite for growth/exports

Source: Official communications from the Government of Egypt.

Source: UNCTAD, based on information from the Industrial Modernisation Center and “ Egypt’s private sector in scheme
to boost manufacturing” Financial Times, 21 October, 2005, p. 5.

industries. The Central African Republic, for
example, introduced an indefinite suspension of
the issuance of new gold and diamond mining
permits and banned foreigners from entering mining
zones. Zimbabwe continued its indigenization
programme by requiring all foreign-owned mining

companies to sell a 30% stake to local businesses
within a 10-year period.

At the bilateral level, African countries
concluded atotal of 583 BITs and 298 DTTs during
the period 1980-2005. Twelve countries (Algeria,
Egypt, Ethiopia, Ghana, Mauritius, Morocco,

Box I1.4. South Africa: Skills Support Programme

In South Africa, the Government has
developed several programmes aimed at
improving competitive activitiesin all sectors.
Since the shortage of skilled labour is a serious
constraint on attaining such competitiveness
through inward FDI, the Skills Support
Programme (SSP) was introduced in 2005,
complementing the previously existing Skills
Incentive Programme (SIP) and Small and
Medium Enterprises Development Programme
(SMEDP).

SSP seeks to encourage greater investment
in training, including the introduction of new
advanced skills. It provides a cash grant for new
projects or the expansion of existing projects,

including FDI projects, for up to three years.
There are no restrictions on the type of training
to be provided. A maximum of 50% of the
training costs will be granted to companies whose
training programmes are approved. A variety of
training activities qualify, including upgrading
instructor competence, training in-house
assessors, preparing materials and designing
programmes. Companies that have qualified for
SIP or SMEDP can also qualify for the SSP.
Investors, including foreign direct investors,
engaged in manufacturing, high-value agricultural
projects, agro-processing, aquaculture,
biotechnology, tourism, information and
communications technology, recycling, and
culture industries are eligible.

Source: UNCTAD, based on the South Africa Skills Support Programme, “Incentives and development finance”, 2005,

(www.info.gov.za).
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Mozambique, Nigeria, South Africa, Tunisia and
Zimbabwe) concluded more than 20 BITs each,
mostly with partners from the EU, followed by
those in South-East Asia. Seven countries (Algeria,
Egypt, Mauritius, Morocco, South Africa, Tunisia
and Zimbabwe) concluded more than 12 DTTs
each. The number of BITs and DTTs between
African countries is expected to increase in the near
future under the New Partnership for Africa’s
Development (NEPAD) initiative. However, caution
is advisable against a proliferation of BITs, DTTS,
free trade agreements (FTAs) and regional trade
agreements (RTAS). African countries have already
subscribed to alarge number of regional integration
schemes (over 200 in 2005),1° which have created
an overlapping multiplicity of agreements.

At the international level, the AGOA
initiative continued to bolster trade and investment
in Africa, influencing the strategies of foreign
investors in a number of industries. An exception
(mentioned above) was the textiles and apparel
industry, which saw the departure of a number of
TNCs following the termination of MFA quotas.

Box I1.5. Prospects for FDI rise as TNCs from

The buoyant global demand for oil and the
resulting rise in profits have resulted in
unprecedented FDI in petroleum exploration,
extraction and related activitiesin Africaby TNCs
from developing countries. Major examples include
the following:

North Africa. In Sudan, the presence of TNCs
from countries such as China, Indiaand Malaysia
increased. In 2005, Petronas of Malaysia agreed
to build arefinery on the Red Sea in Sudan and
undertake exploration work onshore. ONGC
Videsh of India also continued the expansion of
its operations in Sudan, ranging from the
exploration of more oil blocks to oil refining. The
company financed the construction of a 741-km-
long pipeline, which would link Sudan’s biggest
refinery, Gaili Refinery, north of Khartoum, to Port
Sudan on the Red Sea. ONGC Videsh also made
further investments in upgrading and modernizing
yet another refinery in Port Sudan, so as to handle
larger transport capacities of petroleum goods for
export.

West Africa. In January 2006, CNOOC
(China) was planning to buy a 45% stake in the
oilfield, Oil Mining License 130, an undeveloped

Source: UNCTAD, based on EIU Viewswire (various issues).

This further weakened the drive to promote
industrialization in Africa through international
trade. It also emphasized the fact that Africa’s
industrial progress requires competitive production
capacity, in addition to better market access (e.g.
through AGOA and EBA) and more welcoming
regulatory frameworks.

d. Prospects

Prospects for growth in FDI inflows into
Africain 2006 are good: for example, cross-border
M&Astripled in the first half of 2006 over those in
the same period in 2005, according to UNCTAD’s
estimates. Rapidly rising global commodity prices
will once again be pivotal to this increase,
particularly in the oil industry, including in
investment from developing countries (box 11.5).20
However, the regional picture is not uniformly
upbeat across sectors, countries and subregions.
Inflows may continue to be low in low-income
economies that lack natural resources.

developing countriesinvest in oil in Africa

deepwater project off the Nigerian coast operated
by Total (France), for $2.3 billion. In another
development, Asia Petroleum Limited (Pakistan)
isinvesting $5 billion in Nigeriato set up ajoint
venture comprising CPL (Nigeria), Korean Electric
Corporation (Republic of Korea) and Medico
(Indonesia). In Nigeria, Equator Exploration
(United Kingdom) acquired a 30% production-
sharing stake in offshore deepwater blocks, with
the Korean National Oil Corporation taking
another 60% and local companies taking the
balance.

Central Africa. In Angola, TNCs from
countries other than the United States and EU
members (whose TNCs already control
approximately 70% of the oil assets), including
those from developing countries, are increasingly
joining the competition to increase their petroleum
reserves. Chinese companies are already in
competition there® while companies from Brazil,
India, Thailand, the Republic of Korea and others
have shown an interest in investing in the country.

Southern Africa. In 2006, Petronas of
Malaysiawon its bid for offshore exploration of
oil and gas blocksin Mozambique's Rovuma basin.

& This can be explained by China's rapid industrialization, which has led to a surge in the country’s demand for oil as

well as such commodities as iron ore, coal and copper.
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In Central Africa, as well as North

Figure I1.6. South, East and South-East Asia,
and Oceania: FDI inflows and their share in

and West Africa, FDI inflows are expected
to grow again in 2006 largely as a result

gross fixed capital formation, 1995-2005

of increased investment in the primary
sector in countries such as Angola, Algeria,
the Democratic Republic of the Congo,
Egypt, the Libyan Arab Jamahiriya, Nigeria
and Sudan, and in infrastructure in some
cases. In Southern Africa, FDI inflows
could decline slightly, as South Africa’s
inflows will probably return to a normal
level after the one-off mega deal between
ABSA and Barclays in 2005.
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Growth in FDI outflows from Africa
is expected to resume in 2006. TNCs from
Egypt (services), Mauritius (sugar, textiles
and tourism), Nigeria (petroleum) and South
Africa (various sectors, particularly banking
and energy) will probably contribute to most
of the increase. A large part of the outflows
is expected to be intra-African. Judging by
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the data on cross-border M&As in the first
half of 2006, the surge in M&A sales is
likely to lead to arecovery of FDI from the
region in 2006.

2. South, East and South-East Asia,
and Oceania

FDI inflows to South, East and South-East
Asia, and Oceania?! reached a new high of $165
billion in 2005. As a growth pole in the world
economy, the region is becoming increasingly
attractive to market-seeking FDI. In particular,
TNCs' investments in financial services and high-
tech industries are growing rapidly. FDI outflows
from the region as a whole declined to $68 billion
in 2005, as outward investment from some Asian
newly industrializing economies (NIEs) fell.
However, outflows from China rose sharply,
helping to reshape the pattern of outward FDI from
the region.

a. Geographical trends

FDI inflows to South, East and South-East
Asia, and Oceania maintained their upward trend
in 2005, rising by about 19% (figure 11.6), but their
share of global inflows declined from 20% in 2004
to 18% in 2005. FDI outflows from the region
dropped by 11%, to $68 billion, after tripling in
2004. China, Hong Kong (China) and Singapore
retained their positions as the largest recipients of

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

annex tables B.1 and B.3.

FDI in the region, while China emerged as a major
outward investor (table I1.5).

(i) Inward FDI: continues to soar

FDI increased in all subregions, though at
different rates: South-East Asia witnessed a 45%
increase in 2005, followed by South Asia (34%)
and East Asia (12%). Inflows to Oceania declined
from $705 million in 2004 to $397 million in
2005.22

(a) South, East and South-East Asia

Rapid economic growth in South, East and
South-East Asia has contributed to the continued
increase in FDI inflows.23 The importance of the
region in the world economy?24 and its high growth
rate have made it more attractive to market-seeking
FDI. The 2006 Global CEO Survey (Pricewater-
houseCoopers 2006) confirmed that reaching new
customers is a more important motive than reducing
costs for FDI in emerging markets in general, and
in large Asian economies (such as China and India)
in particular.

At the subregional level, the shift is slightly
in favour of the south, with a sustained increase
in flows to South and South-East Asia and slower
growth in flows to East Asia. In 2005, East Asia,
South-East Asia and South Asia accounted for 71%,
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Table I.5. South, East and South-East Asia,
and Oceania: country distribution
of FDI flows, by range?, 2005

Range Inflows Outflows

Over $50 billion  China .

$10-49 billion Hong Kong (China) Hong Kong (China) and
and Singapore China

$1.0-9.9 billion Republic of Korea, India, Taiwan Province of
Indonesia, Malaysia, China, Singapore,
Thailand, Pakistan, Viet Republic of Korea,
Nam, Taiwan Province of Indonesia, Malaysia
China and Philippines and India

$0.1-0.9 billion Macao (China), Bangladesh, Thailand and Philippines
Cambodia, Myanmar, Brunei
Darussalam, Sri Lanka,
Mongolia, Marshall Islands,
New Caledonia and
Democratic People’s
Republic of Korea

Less than French Polynesia, Papua Pakistan, Sri Lanka, Fiji,

$0.1 billion New Guinea, Lao People’s Bangladesh, New
Democratic Republic, Caledonia, Cambodia,
Kiribati, Vanuatu, Maldives, Papua New Guinea,
Tuvalu, Nepal, Tonga, Vanuatu, Cook Islands,
Palau, Timor-Leste, Nauru, Maldives and Macao
Afghanistan, Bhutan, (China)
Tokelau, Solomon Islands,
Samoa and Fiji

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

and annex table B.1.

2  Countries are listed according to the magnitude of FDI.

22% and 6% of the total FDI inflows to the region

respectively.

East Asia?® nevertheless
remained the most important subregion
for inward FDI, despite a slowdown
in the growth of inflows in 2005.
Major economies in this subregion
showed divergent performance. FDI
inflows into China and Hong Kong
(China) continued to rise (figure 11.7),
while flows to the Republic of Korea
and Taiwan Province of China
declined. The increase recorded for
China (of 13%,25 to reach $72 billion)
is partly related to changes in the
methodology underlying Chinese FDI
statistics — for the first time data on
Chinese inward FDI include inflows
to financial industries (box 11.6). In
2005, non-financial FDI alone was $60
billion, and it registered a slight
decline after five years of increase.
FDI into financial services surged to
$12 billion, driven by large-scale
investments in China's largest State-
owned banks. However, a significant
share of China's inward FDI from

Hong Kong (China) might be the result of
round-tripping (box 1.1). The drop in flows to
the Republic of Korea (by 7% to $7.2 billion)
after a doubling in 2004, and a similar decline
in Taiwan Province of China (by 14%) are
partly explained by a slowdown of economic
growth in those two economies. In the
Republic of Korea, policy changes related to
FDI, in particular tightened tax rules (section
c), are also a major reason for the decline,
especially in M&As.

Most major economies in South Asia2’
experienced significant increases in FDI
inflows: flows to Bangladesh, India, Pakistan
and Sri Lanka rose by 50%, 21%, 95% and
17% respectively. Improved economic and
policy conditions, especially in India, where
the GDP growth rate exceeded 8% and the
stock market grew by 36% in 2005, have led
to growing investor confidence in the
subregion. Increased FDI inflows were partly
driven by large M& As, such as the acquisition
of Gujarat Ambuja (India) by Holcim
(Switzerland) for $607 million. Considering
the high performance of the Indian economy
since 2003 and the improving policy

environment (section c), the growth of FDI does

not yet reflect India’s potential for attracting FDI.

Figure I1.7. South, East and South-East Asia: top 10
recipients of FDI inflows, 2004-2005
(Billions of dollars)
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Box I1.6. China’srevised and new data on FDI

Before 2006, data on inward FDI released
by the Ministry of Commerce (MOFCOM) and
the State Administration of Foreign Exchange
(SAFE) of Chinadid not include FDI in financial
services, asits total amounts were relatively small.
But in 2006, they began to include these services,
as inflows to them soared.

However, significant discrepancies
exist between the data reported by these two
agencies (box table 11.6.1), due to

While MOFCOM data deviate from the
international standards based on the balance-of-
payments concept, it is not clear to what extent
SAFE data correctly reflect transactionsin real
estate.? The data used in this Report, as in
previous WIRs, are based on MOFCOM data.

Box table 11.6.1. Data on FDI inflows reported by

MOFCOM and by SAFE, 1998-2005
(Billions of dollars)

methodological differences. The 2005 data

reported by SAFE include intra-company F2' data 1998 1999 2000 2001 2002 2003 2004 2005
loansin non-financial industries ($9.7 billion) g"OFC%’M 05 40 o o s sos 72
. ross data 45.5 40. 40.7 46. 52.7 53.5 . 72.4
and purchases of real estate by foreign yonfinancial 455 403 407 469 527 535 606 603
institutions ($3.4 billion), while neither of Financial - - - - - - - 121
these itemsisincluded in the MOFCOM data.  sare
iti Gross data 45.5 40.3 40.7 46.9 52.7 535 60.6 855
In addltlon’ MOFCOM re_ports FDI data o_n Non-financial @ 45,5 40.3 40.7 46.9 52.7 535 60.6 734
a gross basis (recording only credit Finagcialb Je sss a5 2 s . 15.1
H H Net data 43. . 4 44, 49. 47.1 54. 79.1
transactions), while SAFE reports FDI data non-financiala  43.8 388 38.4 442 49.3 471 549 ..
on a net (credit less debit) or balance-of- Financial - - - - - - -
pay ments basis. Thus divestments, Capltal Source: UNCTAD, based on data from MOFCOM and SAFE.

withdrawal s and repayment of debt to parent
firms are not included in the MOFCOM data.

2 Including real estate.
b On a balance-of-payments basis.

Source:  UNCTAD, based on communications with MOFOCM and SAFE.
@  Purchases of real estate by foreign individuals are not included in SAFE’s FDI statistics.

FDI inflows to South-East AsiaZ® continued
to rise (to $37 billion) despite an economic
slowdown in this subregion in 2005. The highest
growth in FDI inflows in South, East and South-
East Asia was recorded in a number of member
States of the Association of Southeast Asian
Nations (ASEAN), such as Cambodia, Thailand and
Indonesia. FDI inflows into Thailand rose from
$1.4 billion in 2004 to $3.7 billion in 2005, and
those into Indonesia jumped by 177%, to $5.3
billion. Large cross-border M&As, such as the
acquisition of Sampoerna (Indonesia) by Philip
Morris (United States), accounted for the rise. The
implementation of structural reformsin Indonesia
during the past few years has strengthened its
economic fundamentals,29 and therefore helped
enhance investor confidence.

Developing countries accounted for more
than half of all FDI to South, East and South-East
Asia, as they have done for most of the past 15
years (table 11.6). Intraregional FDI constitutes the
bulk of these flows. In 2005, 43% of cross-border
M&As in South, East and South-East Asia were
intraregional, up from 32% in 2004. Available data
on the number of greenfield FDI projects also show

that, while developed countries remained major
sources of FDI in the subregion, accounting for
more than four fifths of all recorded projects in
2004-2005, most other recorded projects were
undertaken by companies from within the region.30
In 2005, the United States was the major investor
in terms of greenfield FDI projects (accounting for
one third of them), followed by Japan, Germany,
the United Kingdom and France, accounting for
14%, 8%, 6% and 4% of all projects respectively.
Projects originating from the region were mostly
undertaken by companies from Hong Kong (China),
the Republic of Korea and Singapore, each
contributing to 2-3% of all projects. A growing
number of greenfield projects were also undertaken
by companies based in West Asia.

The value of cross-border M& As almost
doubled, to $45 billion in 2005. Rapid economic
growth, low interest rates, rising stock markets and
sufficient cash held by companies contributed to
the increase. Hong Kong (China), China, Indonesia,
the Republic of Korea, Singapore and India were
the leading target economies in the region,
accounting for the bulk of cross-border M& A sales
in 2005 (annex table B.5). The growth in South-
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Table II.6. Inward FDI of South, East and South-East Asia
from major country groups, 1990-2004

(Per cent)

Regional share in inward FDI

South-East
Developed Developing Europe
Type Year World countries economies and CIS Unspecified
Flows Average 1990-1994 100 37.4 56.9 0.1 5.6
Average 1995-1999 100 42.0 50.2 - 7.8
Average 2000-2004 100 33.5 62.3 - 4.2
2002 100 37.8 58.5 - 3.7
2003 100 38.8 52.2 - 9.0
2004 100 34.6 56.7 - 8.7
Stock 1990 100 62.9 31.0 - 6.1
1995 100 51.1 43.6 0.2 5.0
2000 100 33.3 63.1 0.1 3.5
2003 100 42.1 55.2 - 2.7
2004 100 32.9 64.8 - 2.3
Source: UNCTAD, FDI/TNC database.
Notes:  Only recipient countries for which data for the three main regions were available,

were included. Therefore, the number of countries in the totals for South, East
and South-East Asia may vary in each period or year, depending on the availability
of data for each recipient country. For the countries with only approval data,
the actual data included in the aggregates was estimated by applying the
implementation ratio of realized FDI to approved FDI to the latter. The number
of recipients and their share in total inward FDI to developed countries for each
period/year were as follows: in 1990-1994, 17 countries were covered accounting
for almost 100% of flows; in 1995-1999, 18 countries accounted for 86% of
flows; in 2002, 20 accounted for almost 100% of flows; in 2003, 18 accounted
for 99% of flows; in 2004, 17 accounted for 92% of flows; and in 2000-2004,
16 accounted for 92% of flows. Similary, in inward stock: in 1990, 15 countries
accounted for 91% of stock; in 1995, 19 accounted for 99% of stock; in 2000,
15 accounted for 95% of stock; in 2003, 7 accounted for 61% of stock; and

in 2004, 7 accounted for 48% of stock.

East Asia was particularly significant,
with cross-border M&A sales in
Indonesia and Singapore quadrupling.
Cash-rich Asian investment companies,
such as Temasek Holdings of Singapore
(see box 111.6), are among the major
playersin the region’s M& A market.
Reflecting a global trend (chapter 1),
private equity funds have also become
a strong force in that market. Such
funds, in particular those from the
United States, engaged in a number of
large deals in 2005 and early 2006
(table 11.7)

(b) Oceania

FDI inflows into Oceania fell by
44% in 2005, to $397 million, although
the value of cross-border M& As surged
by 250%, to $184 million, driven
mainly by increased sales in the mining
industry.

Natural resource
exploration is becoming
increasingly attractive to
foreign investors. In June 2005,
for example, China
Metallurgical Construction
Group Corporation signed an
agreement with the Government
of Papua New Guinea to invest
$650 million in the Ramu
Nickel-Cobalt Project, a joint
exploration project in which the
Chinese side owns 85% of the
equity. Thisinvestment is by far
the largest FDI project in the
subregion and China’s largest
overseas investment in metal
mining.

(i) Outward FDI: overall
decline, but flows
from China surge

Following the dramatic
increase registered in outflows
from the region in 2004 -
guadrupling to reach the second
highest level ever — there was
adecline of 11% in 2005 (figure
[1.8). Nevertheless, outflows
remained relatively high ($68

billion) as aresult of an 83% increase in the value
of cross-border M&As.

Table II.7. Selected large M&A deals undertaken by
United States private equity investors in
South, East and South-East Asia,
2005-early 2006

Value of
investment
Target company Economy Acquirer ($ million)
Goodbaby Group China Pacific Alliance 123
Harbin Pharmaceutical Group China Warburg Pincus 2 282
Shriram Hldgs (Madras) Pvt Ltd India Newbridge Capital 100
Tanshin Financial Holding Co. Ltd Taiwan Newbridge Capital 800
Province
of China
Xugong Group P China Carlyle Group 375

Source:

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

and data from various newspaper accounts.
2 In cooperation with local partner CITIC Capital Markets.
b The deal was halted by the Chinese Government in 2006.
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Figure I1.8.
and Oceania, FDI outflows, by subregion,
1995-2005
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Most of the leading investor countriesin the
region are also among the largest investors in the
developing world (chapter 111.A). Some recent
developments deserve particular attention. For
instance, the growth in outflows from Singapore
is likely to resume, as Singaporean investment
companies are actively investing in both
developing countries — mainly those in South, East
and South-East Asia— and developed countries.32
China’s FDI outflows surged in 2005, reaching $11
billion, driven mainly by some mega M&As in
manufacturing33 and natural resources (see next
section). Given the strong performance of the
Indian corporate sector, there is considerable
potential for outward FDI from India.34

(b) Intraregional FDI

Intraregional FDI flows in South, East and
South-East Asia have grown over the years. Today,
it accounts for almost half of all FDI inflows to

Source:
fdistatistics) and annex tables B.1 and B.3.

(a) South, East and South-East Asia

Asian NIEs, namely Hong Kong (China),
China, Taiwan Province of China, Singapore and
the Republic of Korea, in that order,
remained the main sources of FDI from
developing countries in general and
developing Asia in particular,3! despite

Figure

UNCTAD, cross-border M&A database (www.unctad.org/

the region, and is particularly pronounced between
and within East Asia and South-East Asia (figure
11.10).

Intraregional FDI is particularly marked
between East Asia and South-East Asia. Hong Kong
(China), Singapore, Taiwan Province of China, the
Republic of Korea, China and Malaysia, in that

I11.9. South, East and South-East Asia: top 10

(Billions of dollars)

a significant decline in their total
outflows (figure 11.9). Meanwhile, the
rise in its foreign currency reserves
accelerated the growth of outward FDI
from China (box I1.7), helping reshape the
pattern of outward FDI from Asia.

M&As have become a major
mode of entry into developed-country
markets by TNCs from South, East and
South-East Asia. In recent years, an
increasing number of mega deals have
been undertaken in the United States
and Europe by Asian TNCs. In 2005, for
example, a group of Hong Kong (China)
investors acquired the Bank of America
Center in San Francisco for $1 billion;

i Chi"a—

Taiwan Province of China

Kotea, RepUblic of e

sources of FDI outflows,2 2004-2005
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Singapare
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Malaysia [oamaa —
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BenQ (Taiwan Province of China) took
over the mobile phone business of
Siemens for $323 million; Tata

Source:

a

UNCTAD, FDI/TNC database (www.unctad.org/fdistatistics) and annex
table B.1.

Ranked on the basis of the magnitude of the 2005 FDI flows.
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Box I1.7. “China dollars” will stimulate more Chinese outward FDI

In 2005, China's foreign currency reserves
increased by $209 billion to reach $819 billion,
equivalent to 37% of the country’s GDP. Having
exceeded those of Japan, they have become the
world’s largest in 2006. Despite efforts at
currency diversification, a major share of these
reservesisstill in United States dollars. In view
of the relatively low returns and high risks
associated with these “ China dollars’, the Chinese
Government is considering alternative uses for
them.2 Suggestions include, for example,
establishing an investment fund targeting high-
quality assets both at home and abroad.

China' s foreign currency reserves have been
accumulated mainly through its sustained
surpluses, both in its current and capital accounts,
since the mid-1990s.? Capital inflows, driven by
the expectation of arenminbi appreciation, have
also contributed to the soaring foreign currency
reserves in recent years. With its total trade
amounting to $1.4 trillion in 2005, Chinais now

Source: UNCTAD.

the third largest trading nation in the world after
the United States and Germany. The country’s
trade surplus more than tripled, to $102 billion
in 2005, which is likely to increase pressure from
its main trading partner to speed up appreciation
of the renminbi.

In the 1980s, the rapid accumulation of
foreign currency reserves in Japan led to a surge
in Japanese outward FDI. A similar situation could
arise in Chinain the coming years. Indeed, the
pressure from the large and ever-increasing
amounts of “China dollars” have made the
promotion of outward FDI an imperative for the
Chinese Government, leading it to adopt a“going
global” strategy and take concrete measures to
promote the internationalization of Chinese
companies (box VI.4). Against this background,
the strong growth in China’s overseas investment
should continue in the coming years. China—ranked
17th in the world among outward investors in 2005
(annex table B.1) —islikely to become an even more
important source of FDI in the near future.

2 |n 2003, the Chinese Government had already drawn from the foreign currency reserves “strategically” by injecting

$45 billion into the State-owned banking sector.

b China's surpluses in both current and capital accounts have been related to the exchange rate of the renminbi, since
acheap renminbi stimulates exports. It also promotesinward FDI by making investmentsin Chinacheaper in foreign
currency terms. Further appreciation of the renminbi could moderate the rapid accumulation of reserves by limiting
the growth of both exports and FDI inflows and promoting outward FDI.

order, were leading investors in these two
subregions. Most FDI from East Asia went to the
relatively high-income South-East Asian countries.
The largest FDI flows have been within East Asia
and they had been rising until recently, largely
dominated by China as a key destination. Intra-
ASEAN investment accounted for 13% of
cumulative FDI flows in this subregion between
1995 and 2004,3% with Singapore as the leading
investor. Within South Asia, intraregional FDI
flows have been less significant compared with
other subregions, and those between South-East
Asia (as well as East Asia) and South Asia have
not been as significant as those between East Asia
and South-East Asia.

Petrodollars in West Asia have also led to
more intraregional FDI in developing Asia as a
whole, driven by the rapid rise of the Chinese and
Indian economies and increasing opportunities in
downstream industries. The interaction between
West Asia and Chinain particular highlights a new
development in intraregional investment in Asia:
Chinais gaining access to upstream oil assetsin

West Asia, while West Asian countries are investing
in downstream refinery projects in China (box
11.12).36 In January 2006, the Governments of
China and Saudi Arabia signed an economic
cooperation agreement focusing on oil and gas.

b. Sectoral trends

(i) Inward FDI: strong growth in
services and high-tech industries

In 2005, all three economic sectors —
primary, manufacturing and services — in South,
East and South-East Asia, and Oceania received
higher FDI flows. In particular, the primary sector
is becoming more attractive to FDI. Manufacturing
FDI continues to rise, driven by large greenfield
investments, while inflows to the services sector,
such as finance, telecommunications and real estate,
are significant and increasing.

A number of countries in these subregions,
apart from Oceania, are increasingly attracting high
value-added and knowledge-intensive activities by
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Figure 11.10. Pattern of intraregional FDI flows in South, East and South-East Asia, 2002-
2004 @
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a8  The width of arrows reflects the annual average of FDI flows during 2002-2004 (based on FDI inflow data from host economies).
FDI flows below $400 million are not shown, except for those between India and South-East Asia. The size of circles reflects

the inward FDI stock in 2004.

leading TNCs, including, for instance, Intel
(United States). The trend of increased FDI in
R&D in the region, noted in WIROQ5, is
continuing (box 11.8).

FDI in the primary sector grew in 2005,
partly driven by the increase in cross-border
M&A sales in the agro-industry. However, cross-
border M&A sales in mining, quarrying and
petroleum declined (table 11.8). In Indonesia,
ExxonMobil Corp. and the Government reached
agreement on Cepu, the largest oilfield in the
country. This may lead to alarge increase in FDI
inflows into the Indonesian oil industry in the
coming years.

FDI flows into the manufacturing sector
have been rapidly rising, fuelled by large
greenfield projects in industries such as
automotives, electronics, steel and
petrochemicals. Low-cost countries in South-East
Asia are becoming attractive locations for the
manufacturing activities of TNCs. For instance,

Box I1.8. FDI in R&D continuestorisein
developing Asia

In 2005, 315 new FDI projectsin R&D were
recorded in South, East and South-East Asia, four
fifths of them located in China and India.2 The
number of foreign-invested R& D centres had risen
to 750 in China by the end of 2005. In the automotive
industry, for instance, Shanghai GM and Shanghai
Volkswagen are expanding their existing R&D
centres, and Nissan Motor, DaimlerChrysler, Honda
Motor and Hyundai Motor, together with their
respective local joint-venture partners, are
establishing new R& D centres. After establishing
the Toyota Technical Center Asia Pacific (Thailand)
in May 2005 (WIRO05, p. 145), Toyota Motor is also
setting up an R&D centre in Tianjin, China.

Source: UNCTAD.

a2 Based on the Locomonitor database
(www.locomonitor.com). This databaseincludes new FDI
projects and expansions of existing projects, both
announced and realized.
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Daewoo Bus Corporation (Republic of Korea) is
investing in a production facility in Viet Nam, and
Intel plans to build the country’s first
semiconductor assembly facility. Meanwhile, Intel
is also expanding its assembly and test facility in
Malaysia. In India, increased inflows are taking
place in the steel and petrochemical industriesin
particular. Meanwhile, FDI in China's
manufacturing sector has been shifting towards
more advanced technologies. For example, foreign
TNCs invested $1 billion in China's integrated
circuit industry in 2005, and Airbus plans to build
an A320 assembly line in China.3” By contrast,
investments by both foreign and domestic
companies in some traditional industries are likely
to be hindered by overcapacity.

The services sector in the region continues
to receive increasing FDI flows: in 2005, these
were driven by large deals in financial services,
particularly in China, and in other services such
as telecommunications. Foreign banks and financial
institutions invested about $12 billion in China's
banking industry in 2005, compared to $3 billion
in 2004. According to the China Banking
Regulatory Commission, 154 foreign banks had
been allowed to do business in local currency in

25 Chinese cities by the end of 2005. In the past
two years, foreign investors rapidly entered the
market by acquiring stakes in Chinese banks, rather
than establishing their own branches. Real estate
continued to be a hot spot for FDI in the region
(box 11.9). The top three targets of cross-border
M&As were finance, transport, storage and
communications, and business services (largely real
estate), accounting for 32%, 15% and 11%,
respectively, of the total sales of all the dealsin
2005 (table 11.8).

The services sector remains the main target
of cross-border M&As in developing Asia, but
TNCs have been increasingly using M&As as a
mode of entry or a means of increasing market
shares in the manufacturing sector, particularly in
consumer goods industries such as food, beverages
and tobacco (table 11.8).

(ii) Outward FDI: growing interest in
natural resources

Outward FDI from South, East and South-
East Asia still focuses on services, but a growing
proportion of capital outflows from the region have
been targeting manufacturing and natural resources.

Box I1.9. Rising FDI in Asian real estate

The real estate market in Asia has attracted
considerable FDI. Foreign investors enter this
market through various channels, including
establishing new real estate developers, acquiring
local ones, investing via financial institutions and
purchasing properties directly. The NIEs continue
to be major destinations for FDI in this market,
while the Chinese and Indian real estate markets
are also becoming increasingly attractive.

According to MOFCOM, FDI into China's
real estate industry, the second largest recipient
of FDI inflows in recent years, was $5.4 billion
in 2005. But as these data do not include non-
resident purchases of properties, the real size of
FDI in this sector is underestimated. Even if the
SAFE’s data on the purchase of real estate by
foreign institutions ($3.4 hillion) are taken into
account, the actual amount of FDI in real estate
in 2005 might be much higher than the combined
figure ($8.8 hillion).2 According to an estimate by
SAFE, foreign investment now accounts for 15%

Source:  UNCTAD, based on various newspaper accounts.

a8  Seefootnote ain box I1.6.

of China’s real estate market.” Real estate
investment has become one of the most important
channels through which “hot money” flows into
China, contributing to the overheating of the
Chinese real estate market in recent years.

FDI in India's real estate industry was $120
million in 2005. Although real estate development
has not formally opened up to FDI, the Securities
and Exchange Board of India has allowed foreign
fundsto invest in the local real estate industry since
April 2004. Over 30 foreign funds have applied
to conduct business in real estate in India. For
instance, Tishman Speyer (United States) has
established a joint venture with ICICI Venture
Funds Management (India) with plans to invest
$600 million in the Indian real estate market.©
Investment funds from West Asia have aso entered
this market, and firms from Singapore (such as
GIC) recently announced plans for significant
investments in the Indian real estate market.

b Wang Hongru, “Foreign investment flushes in the Chinese real estate market, how to regulate”, China Economic

Weekly, 24 October 2005.

¢ Jim Pickard, “International transactions of real estate keep increasing”, 13 February 2006, FT Chinese.



58

World Investment Report 2006. FDI from Developing and Transition Economies: Implications for Development

Table I1.8. South, East and South-East Asia:
distribution of cross-border M&A sales,
by sector/industry, 2004, 2005
(Millions of dollars)

c. Policy developments

UNCTAD’s survey of changes in national
FDI policies suggests that countries in South,
East and South-East Asia continue to open up
their economies to inward FDI. Significant steps

Sales Purchases
Sector/industry 2004 2005 2004 2005
Total 24 193 45132 19319 35349
Primary 421 469 819 4 312
Agriculture, hunting,
forestry and fisheries 10 120 132 37
Mining, quarrying and
petroleum 411 350 687 4 275
Manufacturing 7 386 13 300 4769 14 805
Food, beverages and
tobacco 1575 6 256 373 7 040
Wood and wood products 320 997 162 30
Chemicals and chemical
products 2 329 659 292 676
Electrical and electronic
equipment 1691 2 368 1948 4113
Motor vehicles and other
transport equipment 516 1 047 223 596
Tertiary 16 385 31363 13730 16 222
Trade 421 1863 157 652
Hotels and restaurants 62 1845 541 244
Transport, storage and
communications 840 6604 491 1172
Finance 10 911 14 529 7 315 10 803
Business services 2 820 4 804 834 2 441

Source:
fdistatistics).

In terms of cross-border M& A purchases, the shares
of these two sectors rose significantly in 2005,
while that of the tertiary sector declined, from 71%
in 2004 to 46% in 2005, although the total value
of purchases in this sector rose by 18%.

Both China and India have intensified their
efforts to acquire oil assets. Following the failure
of CNOOC (China) in its bid for Unocal in the
United States, Chinese oil companies have been
successful elsewhere: China National Petroleum
Corp. (CNPC) won the bid for PetroK azakhstan,
headquartered in Canada, in August 2005; CNPC
and Sinopec jointly purchased EnCana’s (Canada)
oil assets in Ecuador in September 2005; CNOOC
invested in the Akpo offshore oilfield, owned by
South Atlantic Petroleum Ltd. (Nigeria), in January
2006. Chinese and Indian oil companies have also
begun to cooperate in bidding for foreign oil assets.

Both China and India are also actively
investing in mining. Companies from both countries
participate in biddings for mining projects. In
2006, Chalco (China) won a bid for a project in
Australia, and Minmetals (China) established a
joint venture in cooperation with Codelco (Chile).

UNCTAD, cross-border M&A database (www.unctad.org/

in this direction were taken in 2005, particularly
in services. Several countries also streamlined
administrative procedures and introduced new
incentives to encourage more investment. A few
measures also aimed at securing greater benefits
from FDI, or addressing concerns over cross-
border M&As. In terms of policies on outward
FDI, some governments in the region continued
to remove barriers or to strengthen support to
the international expansion of domestic firms
(chapter V).

In 2005, several countries in the region
took notable steps to further liberalize inward
FDI in services. The Government of India, for
instance, took the first step to open up its retail
industry by allowing foreign single-brand
retailers to enter the domestic market. It also
began opening up industries such as radio
broadcasting and construction to FDI, and raised
the permitted level of foreign ownership in
telecommunications. Chinalifted geographical
restrictions on the operations of foreign banks
and travel agencies, and allowed 100% foreign

ownership of hotels as well as minority foreign
ownership in television programming, distribution
and movie production. Malaysia opened futures
brokerage and venture capital firms to 100%
foreign ownership. Some countries also liberalized
FDI in the primary sector. For example, Timor-
Leste issued a law permitting international energy
companies to obtain licences for oil and gas
exploration, both onshore and offshore.

Various other initiatives were taken to make
it easier for foreign companies to invest in a
country. Indonesia introduced a 15-year income
tax break for foreign companies investing in special
zones. The Republic of Korea shortened the
approval period for FDI from 30 to 20 days and
amended its Foreign Investment Promotion Act by
introducing a new clause for transparency, fairness,
and predictability in administrative examination.
In Thailand, new incentives were introduced for
FDI in pharmaceutical projects.

However, some new policy measures were
adopted with a view to addressing growing
concerns related to cross-border M&AS. In the
Republic of Korea, for instance, foreign M&As
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have become a sensitive issue since foreign private
equity funds began to cash in their holdings without
paying taxes. In this context, the Government
decided to adopt a special withholding tax
procedure to combat schemes through which third-
country residents establish shell companiesin the
countries of its tax treaty partnersto claim undue
treaty benefits.38 Concerns related to foreign
M&As are also being addressed in China,
including, for instance, antitrust and national
economic security investigations.

d. Prospects

As rapid economic growth in South, East and
South-East Asia shows few signs of slowing down,
a further expansion of FDI into the region is
expected. A PricewaterhouseCoopers survey in
2006 suggests that two major Asian economies,
China and India, are the two most attractive
locations for FDI in emerging markets.39 Rapid
economic growth and expanding purchasing power
in these and other economies in the region will
continue to boost FDI inflows, and might also fuel
a new round of outward FDI growth. With
Government support strengthened and some mega
M&A deals expected, 49 outward FDI from China
in particular should continue to grow rapidly.

FDI may continue to rise in China’s services
sector, but, overall, is likely to stagnate in the
manufacturing sector. Nevertheless, the quality of
FDI in manufacturing is improving. Rising FDI in
services and high-tech manufacturing, coupled with
the economic impact of the 2008 Olympic Games
in Beijing and the 2010 World Expo in Shanghai,
might contribute to a new round of FDI growth in
the country. However, rising labour costs, in
particular in the coastal provinces, as well as policy
changes related to foreign M&As and to FDI in
real estate might have a negative impact on FDI
growth.

FDI inflows to India have been gaining
momentum in recent years, encouraged by
sustained macroeconomic stability and a high GDP
growth rate. A number of leading TNCs from the
United States plan to expand their presence
significantly in the country.#! According to a recent
survey (A.T. Kearney 2006), despite disadvantages
and bottlenecks, such as poor infrastructure, the
long-term prospects for the country in attracting
FDI are promising.

FDI is also likely to continue its upward
trend in South-East Asia, in particular in relatively
low-cost countries. For instance, low |abour costs
and expanding markets in Viet Nam are attracting
both market- and efficiency-seeking FDI.
According to the JETRO survey of Japanese
manufacturers operating in six ASEAN countries
and India, most surveyed companies envisage
growing demand in these markets and plan to
expand business operations within the next two
years.*2 A recent survey of Japanese manufacturers
regarding their investment plans in the next three
years shows that all but two (the United States and
the Russian Federation) in the 10 most promising
locations are in Asia (JBIC 2006).

A significant increase in FDI flows to
Oceaniais also expected, with the above-mentioned
Ramu Nickel-Cobalt project being implemented
in Papua New Guinea, and implementation of the
China-Pacific Island Countries Economic
Development & Cooperation  Guiding
Framework.43

Data on cross-border M&As support
expectations for further increases in both inward
and outward FDI: M& A sales and purchases in the
first half of 2006 grew by 40% and 26%,
respectively, over those in the same period in 2005.

3. West Asia

West Asia* saw historic growth in FDI flows
in 2005: both inward ($34 billion) and outward
($16 billion). The growth rate of inflows was the
highest in the developing world. Outflows from
the region, particularly from the Gulf countries,
more than doubled. Economic growth, high global
oil demand, a favourable investment environment
and economic diversification efforts were the main
factors behind this growth. Thisrising trend in both
inward and outward FDI flowsis likely to continue
in 2006, though there are some concerns about
geopolitical uncertainty in some parts of the region.

a. Geographical trends

(i) Inward FDI: unprecedented rise

FDI flows into the 14 countries of West Asia
rose by 85% in 2005, reaching a record $34 billion
and resulting in the strongest FDI growth of all
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the developing country subregions for the second
consecutive year. Similarly, the share of West
Asia'sinward FDI in total inward FDI in Asia and
Oceania was the highest since 1985: over 17%. Its
share in all developing countries’ inward FDI also
increased, from 7% in 2004 to 10% in 2005. FDI
as a percentage of gross fixed capital formation
(15%) surpassed that of Asia and Oceania as well
as of all developing countries for the first timein
2005 (figure 11.11).

Several factors explain this high growth in
2005. First, the region experienced strong economic
growth, spurred by production increase due to high
commodity prices. During the period 2003-2005,
the GDP growth rate averaged 7.4% in eight of the
West Asian countries,*> compared to 5% for the
developing world. This raised the region’s GDP
per capita, which was already high.4® Large-scale
greenfield investments and cross-border M& A deals
were attracted by the booming local economies and
prospects for continuing high prices of oil and gas.
FDI in downstream activities in the oil and gas
industries has also been spurred by arise in world
demand for their products. Second, the business
climate has also been favourable, asillustrated by
the good performance of the Gulf Cooperation
Council (GCC) members based on the World
Bank’s Doing Business indicators.*’ Third,

Figure I1.11. West Asia: FDI inflows and their share in
gross fixed capital formation, 1995-2005

liberalization efforts continued, with the
privatization of services (telecommunications,
water and energy supply, and banking) gathering
momentum (box 11.10). Finally, foreign affiliates
in the region improved their performance, as
illustrated by the profit-to-sales ratios of Japanese
and United States affiliates.*8 This sent a promising
signal to potential investors.

FDI inflows to West Asia in 2005 were
spread unevenly among the region’s economies,
being concentrated in Saudi Arabia, Turkey and
the United Arab Emirates. The Islamic Republic
of Iran and Yemen failed to attract more inflows
than in previous years, mainly due to increasing
geopolitical uncertainty.

The United Arab Emirates was the largest
recipient of FDI in West Asia, with a record high
of $12 billion, mainly gone to the country’s 15 free
trade zones (figure 11.12). Turkey followed, with
a few mega deals that included the privatization
of Turk Telekom (with $1.3 billion paid in 2005)
and two deals in banking amounting to some $4
billion. Lebanon, for which FDI data on a balance-
of-payments basis were reported for the first time
this year, ranked fourth among 14 countries in the
region.

Although developed countries continued to
be the main sources of FDI, FDI
from the developing world has
also been rising. It is noteworthy
that such FDI is increasingly
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~ services, and is concentrated in
a few countries (box 11.11).

Cross-border M& As in West
Asia saw a historical increase
from $0.6 billion in 2004 to $14
billion in 2005 (tables 11.9 and
[1.10). As mentioned earlier,
intraregional M&As, accounting
for 65% of the total value and
30% in terms of numbers (box
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figure 11.11.1), played an
important role in this g