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PREFAGE

Prospects for foreign direct investment (FDI) continue to be fraught with risks and uncertainties. At $1.5
trillion, flows of global FDI exceeded pre-financial crisis levels in 2011, but the recovery is expected to level
off in 2012 at an estimated $1.6 trillion. Despite record cash holdings, transnational corporations have yet
to convert available cash into new and sustained FDI, and are unlikely to do so while instability remains
in international financial markets. Even so, half of the global total will flow to developing and transition
economies, underlining the important development role that FDI can play, including in least developed
countries.

A broader development policy agenda is emerging that has inclusive and sustainable development goals
at its core. For investment policy, this new paradigm poses specific challenges. At the national level they
include integrating investment policy into development strategy, incorporating sustainable development
objectives, and ensuring relevance and effectiveness. At the international level it is necessary to strengthen
the development dimension of international investment agreements, manage their complexity, and balance
the rights and obligations of States and investors.

Against this background, this year’s World Investment Report unveils the UNCTAD Investment Policy
Framework for Sustainable Development. Mobilizing investment for sustainable development is essential
in this era of persistent crises and pressing social and environmental challenges. As we look ahead to
the post-2015 development framework, | commend this important tool for the international investment
community.

BAN Ki-moon
Secretary-General of the United Nations
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KEY MESSAGES

FDI TRENDS AND PROSPECTS

Global foreign direct investment (FDI) flows exceeded the pre-crisis average in 2011, reaching $1.5 trillion
despite turmoail in the global economy. However, they still remained some 23 per cent below their 2007
peak.

UNCTAD predicts slower FDI growth in 2012, with flows levelling off at about $1.6 trillion. Leading indicators
— the value of cross-border mergers and acquisitions (M&As) and greenfield investments — retreated in the
first five months of 2012 but fundamentals, high earnings and cash holdings support moderate growth.
Longer-term projections show a moderate but steady rise, with global FDI reaching $1.8 trillion in 2013 and
$1.9 trillion in 2014, barring any macroeconomic shocks.

FDl inflows increased across all major economic groupings in 2011. Flows to developed countries increased
by 21 per cent, to $748 billion. In developing countries FDI increased by 11 per cent, reaching a record $684
billion. FDI in the transition economies increased by 25 per cent to $92 billion. Developing and transition
economies respectively accounted for 45 per cent and 6 per cent of global FDI. UNCTAD’s projections
show these countries maintaining their high levels of investment over the next three years.

Africa and the least developed countries (LDCs) saw a third year of declining FDI inflows. But prospects
in Africa are brightening. The 2011 decline in flows to the continent was due largely to divestments from
North Africa. In contrast, inflows to sub-Saharan Africa recovered to $37 billion, close to their historic peak.

Sovereign wealth funds (SWFs) show significant potential for investment in development. FDI by SWFs is
still relatively small. Their cumulative FDI reached an estimated $125 billion in 2011, with about a quarter
in developing countries. SWFs can work in partnership with host-country governments, development
finance institutions or other private sector investors to invest in infrastructure, agriculture and industrial
development, including the build-up of green growth industries.

The international production of transnational corporations (TNCs) advanced, but they are still holding back
from investing their record cash holdings. In 2011, foreign affiliates of TNCs employed an estimated 69
million workers, who generated $28 trillion in sales and $7 trillion in value added, some 9 per cent up from
2010. TNCs are holding record levels of cash, which so far have not translated into sustained growth in
investment. The current cash “overhang” may fuel a future surge in FDI.

UNCTAD’s new FDI Contribution Index shows relatively higher contributions by foreign affiliates to host
economies in developing countries, especially Africa, in terms of value added, employment and wage
generation, tax revenues, export generation and capital formation. The rankings also show countries with
less than expected FDI contributions, confirming that policy matters for maximizing positive and minimizing
negative effects of FDI.

INVESTMENT POLICY TRENDS

Many countries continued to liberalize and promote foreign investment in various industries to stimulate
growth in 2011. At the same time, new regulatory and restrictive measures continued to be introduced,
including for industrial policy reasons. They became manifest primarily in the adjustment of entry policies
for foreign investors (in e.g. agriculture, pharmaceuticals); in extractive industries, including through
nationalization and divestment requirements; and in a more critical approach towards outward FDI.
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International investment policymaking is in flux. The annual number of new bilateral investment treaties
(BITs) continues to decline, while regional investment policymaking is intensifying. Sustainable development
is gaining prominence in international investment policymaking. Numerous ideas for reform of investor—
State dispute settlement have emerged, but few have been put into action.

Suppliers need support for compliance with corporate social responsibility (CSR) codes. The CSR codes
of TNCs often pose challenges for suppliers in developing countries (particularly small and medium-sized
enterprises), which have to comply with and report under multiple, fragmented standards. Policymakers can
alleviate these challenges and create new opportunities for suppliers by incorporating CSR into enterprise
development and capacity-building programmes. TNCs can also harmonize standards and reporting
requirements at the industry level.

UNCTAD’S INVESTMENT POLICY FRAMEWORK FOR
SUSTAINABLE DEVELOPMENT

Mobilizing investment and ensuring that it contributes to sustainable development is a priority for all
countries. A new generation of investment policies is emerging, as governments pursue a broader and
more intricate development policy agenda, while building or maintaining a generally favourable investment
climate.

“New generation” investment policies place inclusive growth and sustainable development at the heart
of efforts to attract and benefit from investment. This leads to specific investment policy challenges at
the national and international levels. At the national level, these include integrating investment policy into
development strategy, incorporating sustainable development objectives in investment policy and ensuring
investment policy relevance and effectiveness. At the international level, there is a need to strengthen the
development dimension of international investment agreements (ll1As), balance the rights and obligations of
States and investors, and manage the systemic complexity of the IIA regime.

To address these challenges, UNCTAD has formulated a comprehensive Investment Policy Framework
for Sustainable Development (IPFSD), consisting of (i) Core Principles for investment policymaking, (ii)
guidelines for national investment policies, and (iii) options for the design and use of lIAs.

UNCTAD’s IPFSD can serve as a point of reference for policymakers in formulating national investment
policies and in negotiating or reviewing IlIAs. It provides a common language for discussion and
cooperation on national and international investment policies. It has been designed as a “living document”
and incorporates an online version that aims to establish an interactive, open-source platform, inviting
the investment community to exchange views, suggestions and experiences related to the IPFSD for the
inclusive and participative development of future investment policies.
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FDI TRENDS AND PROSPECTS

Global FDI losing momentum in 2012

Global foreign direct investment (FDI) inflows rose 16 per cent in 2011, surpassing the 2005-2007 pre-
crisis level for the first time, despite the continuing effects of the global financial and economic crisis of
2008-2009 and the ongoing sovereign debt crises. This increase occurred against a background of higher
profits of transnational corporations (TNCs) and relatively high economic growth in developing countries
during the year.

A resurgence in economic uncertainty and the possibility of lower growth rates in major emerging markets
risks undercutting this favourable trend in 2012. UNCTAD predicts the growth rate of FDI will slow in 2012,
with flows levelling off at about $1.6 trillion, the midpoint of a range. Leading indicators are suggestive of
this trend, with the value of both cross-border mergers and acquisitions (M&As) and greenfield investments
retreating in the first five months of 2012. Weak levels of M&A announcements also suggest sluggish FDI
flows in the later part of the year.

Medium-term prospects cautiously optimistic

UNCTAD projections for the medium term based on macroeconomic fundamentals continue to show FDI
flows increasing at a moderate but steady pace, reaching $1.8 trillion and $1.9 trillion in 2013 and 2014,
respectively, barring any macroeconomic shocks. Investor uncertainty about the course of economic
events for this period is still high. Results from UNCTAD’s World Investment Prospects Survey (WIPS),
which polls TNC executives on their investment plans, reveal that while respondents who are pessimistic
about the global investment climate for 2012 outnumber those who are optimistic by 10 percentage points,
the largest single group of respondents — roughly half — are either neutral or undecided. Responses for the
medium term, after 2012, paint a gradually more optimistic picture. When asked about their planned future
FDI expenditures, more than half of respondents foresee an increase between 2012 and 2014, compared
with 2011 levels.

FDI inflows up across all major economic groupings

FDI flows to developed countries grew robustly in 2011, reaching $748 billion, up 21 per cent from 2010.
Nevertheless, the level of their inflows was still a quarter below the level of the pre-crisis three-year average.
Despite this increase, developing and transition economies together continued to account for more than
half of global FDI (45 per cent and 6 per cent, respectively) for the year as their combined inflows reached
a new record high, rising 12 per cent to $777 billion. Reaching high level of global FDI flows during the
economic and financial crisis it speaks to the economic dynamism and strong role of these countries in
future FDI flows that they maintained this share as developed economies rebounded in 2011.

Rising FDI to developing countries was driven by a 10 per cent increase in Asia and a 16 per cent increase
in Latin America and the Caribbean. FDI to the transition economies increased by 25 per cent to $92 billion.
Flows to Africa, in contrast, continued their downward trend for a third consecutive year, but the decline
was marginal. The poorest countries remained in FDI recession, with flows to the least developed countries
(LDCs) retreating 11 per cent to $15 billion.

Indications suggest that developing and transition economies will continue to keep up with the pace
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of growth in global FDI in the medium term. TNC executives responding to this year’s WIPS ranked 6
developing and transition economies among their top 10 prospective destinations for the period ending in
2014, with Indonesia rising two places to enter the top five destinations for the first time.

The growth of FDI inflows in 2012 will be moderate in all three groups — developed, developing and transition
economies. In developing regions, Africa is noteworthy as inflows are expected to recover. Growth in FDI
is expected to be temperate in Asia (including East and South-East Asia, South Asia and West Asia) and
Latin America. FDI flows to transition economies are expected to grow further in 2012 and exceed the 2007
peak in 2014.

FDI from developed countries rose sharply in 2011, by 25 per cent, to reach $1.24 trillion. While all three major
developed-economy investor blocs — the European Union (EU), North America and Japan — contributed to
this increase, the driving factors differed for each. FDI from the United States was driven by a record level
of reinvested earnings (82 per cent of total FDI outflows), in part driven by TNCs building on their foreign
cash holdings. The rise of FDI outflows from the EU was driven by cross-border M&As. An appreciating yen
improved the purchasing power of Japanese TNCs, resulting in a doubling of their FDI outflows, with net
MG&A purchases in North America and Europe rising 132 per cent.

Outward FDI from developing economies declined by 4 per cent to $384 billion in 2011, although their
share in global outflows remained high at 23 per cent. Flows from Latin America and the Caribbean fell 17
per cent, largely owing to the repatriation of capital to the region (counted as negative outflows) motivated
in part by financial considerations (exchange rates, interest rate differentials). Flows from East and South-
East Asia were largely stagnant (with an 9 per cent decline in those from East Asia), while outward FDI from
West Asia increased significantly, to $25 billion.

Cross-border M&As rose 53 per cent in 2011 to $526 billion, spurred by a rise in the number of megadeals
(those with a value over $3 billion), to 62 in 2011, up from 44 in 2010. This reflects both the growing value
of assets on stock markets and the increased financial capacity of buyers to carry out such operations.
Greenfield investment projects, which had declined in value terms for two straight years, held steady in
2011 at $904 billion. Developing and transition economies continued to host more than two thirds of the
total value of greenfield investments in 2011.

Although the growth in global FDI flows in 2011 was driven in large part by cross-border M&As, the total
project value of greenfield investments remains significantly higher than that of cross-border M&As, as has
been the case since the financial crisis.

FDI flows rose in all three sectors of production (primary, manufacturing and services), according to FDI
projects data (comprising cross-border M&As and greenfield investments). Services-sector FDI rebounded
in 2011 after falling sharply in 2009 and 2010, to reach some $570 billion. Primary sector investment also
reversed the negative trend of the previous two years, at $200 billion. The share of both sectors rose slightly
at the expense of manufacturing. Overall, the top five industries contributing to the rise in FDI projects
were extractive industries (mining, quarrying and petroleum), chemicals, utilities (electricity, gas and water),
transportation and communications, and other services (largely driven by oil and gas field services).




Compared with assets of nearly $5 trillion under management, FDI by sovereign wealth funds (SWFs) is still
relatively small. By 2011, their cumulative FDI reached an estimated $125 billion, with more than a quarter
of that in developing countries. However, with their long-term and strategically oriented investment outlook,
SWFs appear well placed to invest in productive sectors in developing countries, particularly the LDCs.
They offer the scale to be able to invest in infrastructure development and the upgrading of agricultural
productivity — key to economic development in many LDCs — as well as in industrial development, including
the build-up of green growth industries. To increase their investment in these areas, SWFs can work
in partnership with host-country governments, development finance institutions or other private sector
investors that can bring technical and managerial competencies to projects.

Foreign affiliates’ economic activity rose in 2011 across all major indicators of international production.
During the year, foreign affiliates employed an estimated 69 million workers, who generated $28 trillion in
sales and $7 trillion in value added. Data from UNCTAD’s annual survey of the largest 100 TNCs reflects
the overall upward trend in international production, with the foreign sales and employment of these firms
growing significantly faster than those in their home economy.

Despite the gradual advance of international production by TNCs, their record levels of cash have so far
not translated into sustained growth in investment levels. UNCTAD estimates that these cash levels have
reached more than $5 trillion, including earnings retained overseas. Data on the largest 100 TNCs show
that during the global financial crisis they cut capital expenditures in productive assets and acquisitions
(especially foreign acquisitions) in favour of holding cash. Cash levels for these 100 firms alone peaked
in 2010 at $1.03 trillion, of which an estimated $166 billion was additional — above the levels suggested
by average pre-crisis cash holdings. Although recent figures suggest that TNCs’ capital expenditures in
productive assets and acquisitions are picking up, rising 12 per cent in 2011, the additional cash they
are holding — an estimated $105 billion in 2011 — is still not being fully deployed. Renewed instability in
international financial markets will continue to encourage cash holding and other uses of cash such as
paying dividends or reducing debt levels. Nevertheless, as conditions improve, the current cash “overhang”
may fuel a future surge in FDI. Projecting the data for the top 100 TNCs over the estimated $5 trillion in
total TNC cash holdings results in more than $500 billion in investable funds, or about one third of global
FDI flows.

The UNCTAD FDI Attraction Index, which measures the success of economies in attracting FDI (combining
total FDI inflows and inflows relative to GDP), features 8 developing and transition economies in the top
10, compared with only 4 a decade ago. A 2011 newcomer in the top ranks is Mongolia. Just outside the
top 10, a number of other countries saw significant improvements in their ranking, including Ghana (16),
Mozambique (21) and Nigeria (23). Comparing the FDI Attraction Index with another UNCTAD index, the
FDI Potential Index, shows that a number of developing and transition economies have managed to attract
more FDI than expected, including Albania, Cambodia, Madagascar and Mongolia. Others have received
less FDI than could be expected based on economic determinants, including Argentina, the Philippines,
Slovenia and South Africa.

The UNCTAD FDI Contribution Index — introduced in WIR72 — ranks economies on the basis of the
significance of FDI and foreign affiliates in their economy, in terms of value added, employment, wages, tax
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receipts, exports, research and development (R&D) expenditures, and capital formation (e.g. the share of
employment in foreign affiliates in total formal employment in each country, and so forth). These variables
are among the most important indicators of the economic impact of FDI. According to the index, in 2011
the host economy with the largest contribution by FDI was Hungary followed by Belgium and the Czech
Republic. The UNCTAD FDI Contribution Index shows relatively higher contributions of foreign affiliates to
local economies in developing countries, especially Africa, in value added, employment, export generation
and R&D expenditures.

Comparing the FDI Contribution Index with the weight of FDI stock in a country’s GDP shows that a number
of developing and transition economies get a higher economic development impact “per unit of FDI” than
others, including Argentina, the Plurinational State of Bolivia and Colombia and, to a lesser degree, Brazil,
China and Romania. In other cases, FDI appears to contribute less than could be expected by the volume
of stock present in the country, as in Bulgaria, Chile and Jamaica. The latter group also includes a number
of economies that attract significant investment largely because of their fiscal regime, but without the
equivalent impact on the domestic economy.

RECENT TRENDS BY REGION

FDI to Africa continues to decline, but prospects are brightening

FDI inflows to Africa as a whole declined for the third successive year, to $42.7 billion. However, the decline
in FDI inflows to the continent in 2011 was caused largely by the fall in North Africa; in particular, inflows to
Egypt and Libya, which had been major recipients of FDI, came to a halt owing to their protracted political
instability. In contrast, inflows to sub-Saharan Africa recovered from $29 billion in 2010 to $37 billion in 2011,
a level comparable with the peak in 2008. A rebound of FDI to South Africa accentuated the recovery. The
continuing rise in commaodity prices and a relatively positive economic outlook for sub-Saharan Africa are
among the factors contributing to the turnaround. In addition to traditional patterns of FDI to the extractive
industries, the emergence of a middle class is fostering the growth of FDI in services such as banking, retail
and telecommunications, as witnessed by an increase in the share of services FDI in 2011.

The overall fall in FDI to Africa was due principally to a reduction in flows from developed countries, leaving
developing countries to increase their share in inward FDI to the continent (from 45 per cent in 2010 to 53
per cent in 2011 in greenfield investment projects).

South-East Asia is catching up with East Asia

In the developing regions of East Asia and South-East Asia, FDI inflows reached new records, with total
inflows amounting to $336 billion, accounting for 22 per cent of global inflows. South-East Asia, with inflows
of $117 billion, up 26 per cent, continued to experience faster FDI growth than East Asia, although the latter
was still dominant at $219 billion, up 9 per cent. Four economies of the Association of South-East Asian
Nations (ASEAN) — Brunei Darussalam, Indonesia, Malaysia and Singapore — saw a considerable rise.

FDI flows to China also reached a record level of $124 billion, and flows to the services sector surpassed
those to manufacturing for the first time. China continued to be in the top spot as investors’ preferred
destination for FDI, according to UNCTAD’s WIPS, but the rankings of South-East Asian economies such
as Indonesia and Thailand have risen markedly. Overall, as China continues to experience rising wages and
production costs, the relative competitiveness of ASEAN countries in manufacturing is increasing.

FDI outflows from East Asia dropped by 9 per cent to $180 billion, while those from South-East Asia rose
36 per cent to $60 billion. Outflows from China dropped by 5 per cent, while those from Hong Kong,




China, declined by 15 per cent. By contrast, outflows from Singapore registered a 19 per cent increase and
outflows from Indonesia and Thailand surged.

In South Asia, FDI inflows have turned around after a slide in 2009-2010, reaching $39 billion, mainly as a
result of rising inflows in India, which accounted for more than four fifths of the region’s FDI. Cross-border
M&A sales in extractive industries surged to $9 billion, while M&A sales in manufacturing declined by about
two thirds, and those in services remained much below the annual amounts witnessed during 2006-2009.

Countries in the region face different challenges, such as poalitical risks and obstacles to FDI, that need to
be tackled in order to build an attractive investment climate. Nevertheless, recent developments such as
the improving relationship between India and Pakistan have highlighted new opportunities.

FDI outflows from India rose by 12 per cent to $15 billion. A drop in cross-border M&As across all three
sectors was compensated by a rise in overseas greenfield projects, particularly in extractive industries,
metal and metal products, and business services.

FDI inflows to West Asia declined for the third consecutive year, to $49 billion in 2011. Inflows to the Gulf
Cooperation Council (GCC) countries continued to suffer from the effects of the cancellation of large-scale
investment projects, especially in construction, when project finance dried up in the wake of the global
financial crisis, and were further affected by the unrest across the region during 2011. Among non-GCC
countries the growth of FDI flows was uneven. In Turkey they were driven by a more than three-fold increase
in cross-border M&A sales. Spreading political and social unrest has directly and indirectly affected FDI
inflows to the other countries in the region.

FDI outflows recovered in 2011 after reaching a five-year low in 2010, indicating a return to overseas
acquisitions by investors based in the region (after a period of divestments). It was driven largely by an
increase in overseas greenfield projects in the manufacturing sector.

FDI inflows to Latin America and the Caribbean increased by 16 per cent to $217 billion, driven mainly by
higher flows to South America (up 34 per cent). Inflows to Central America and the Caribbean, excluding
offshore financial centres, increased by 4 per cent, while those to the offshore financial centres registered
a 4 per cent decrease. High FDI growth in South America was mainly due to its expanding consumer
markets, high growth rates and natural-resource endowments.

Outflows from the region have become volatile since the beginning of the global financial crisis. They
decreased by 17 per cent in 2011, after a 121 per cent increase in 2010, which followed a 44 per cent
decline in 2009. This volatility is due to the growing importance of flows that are not necessarily related to
investment in productive activity abroad, as reflected by the high share of offshore financial centres in total
FDI from the region, and the increasing repatriation of intracompany loans by Brazilian outward investors
($21 billion in 2011).

A shift towards a greater use of industrial policy is occurring in some countries in the region, with a series
of measures designed to build productive capacities and boost the manufacturing sector. These measures
include higher tariff barriers, more stringent criteria for licenses and increased preference for domestic
production in public procurement. These policies may induce “barrier hopping” FDI into the region and
appear to have had an effect on firms’ investment plans. TNCs in the automobile, computer and agriculture-
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machinery industries have announced investment plans in the region. These investments are by traditional
European and North American investors in the region, as well as TNCs from developing countries and
Japan.

In economies in transition in South-East Europe, the Commonwealth of Independent States (CIS) and
Georgia, FDI recovered some lost ground after two years of stagnant flows, reaching $92 billion, driven
in large part by cross-border M&A deals. In South-East Europe, manufacturing FDI increased, buoyed by
competitive production costs and open access to EU markets. In the CIS, resource-based economies
benefited from continued natural-resource-seeking FDI. The Russian Federation continued to account for
the lion’s share of inward FDI to the region and saw FDI flows grow to the third highest level ever. Developed
countries, mainly EU members, remained the most important source of FDI, with the highest share of
projects (comprising cross-border M&As and greenfield investments), although projects by investors from
developing and transition economies gained importance.

The services sector still plays only a small part in inward FDI in the region, but its importance may increase
with the accession to the World Trade Organization (WTO) of the Russian Federation. Through WTO
accession the country has committed to reduce restrictions on foreign investment in a number of services
industries (including banking, insurance, business services, telecommunications and distribution). The
accession may also boost foreign investors’ confidence and improve the overall investment environment.

UNCTAD projects continued growth of FDI flows to transition economies, reflecting a more investor-friendly
environment, WTO accession by the Russian Federation and new privatization programmes in extractive
industries, utilities, banking and telecommunications.

Inflows to developed countries, which bottomed out in 2009, accelerated their recovery in 2011 to reach
$748 billion, up 21 per cent from the previous year. The recovery since 2010 has nonetheless made up
only one fifth of the ground lost during the financial crisis in 2008-2009. Inflows remained at 77 per cent of
the pre-crisis three-year average (2005-2007). Inflows to Europe, which had declined until 2010, showed
a turnaround while robust recovery of flows to the United States continued. Australia and New Zealand
attracted significant volumes. Japan saw a net divestment for the second successive year.

Developed countries rich in natural resources, notably Australia, Canada and the United States, attracted
FDI in oil and gas, particularly for unconventional fossil fuels, and in minerals such as coal, copper and iron
ore. Financial institutions continued offloading overseas assets to repay the State aid they received during
the financial crisis and to strengthen their capital base so as to meet the requirements of Basel Il

The recovery of FDI in developed regions will be tested severely in 2012 by the eurozone crisis and the
apparent fragility of the recovery in most major economies. M&A data indicate that cross-border acquisitions
of firms in developed countries in the first three months of 2012 were down 45 per cent compared with
the same period in 2011. Announcement-based greenfield data show the same tendency (down 24 per
cent). While UNCTAD’s 2012 projections suggest inflows holding steady in North America and managing a
modest increase in Europe, there are significant downside risks to these forecasts.




In the LDCs, large divestments and repayments of intracompany loans by investors in a single country,
Angola, reduced total group inflows to the lowest level in five years, to $15 billion. More significantly,
greenfield investments in the group as a whole declined, and large-scale FDI projects remain concentrated
in a few resource-rich LDCs.

Investments in mining, quarrying and petroleum remained the dominant form of FDI in LDCs, although
investments in the services sector are increasing, especially in utilities, transport and storage, and
telecommunication. About half of greenfield investments came from other developing economies, although
neither the share nor the value of investments from these and transition economies recovered to the levels
of 2008-2009. India remained the largest investor in LDCs from developing and transition economies,
followed by China and South Africa.

In landlocked developing countries (LLDCs), FDI grew to a record high of $34.8 billion. Kazakhstan continued
to be the driving force of FDI inflows. In Mongolia, inflows more than doubled because of large-scale
projects in extractive industries. The vast majority of inward flows continued to be greenfield investments
in mining, quarrying and petroleum. The share of investments from transition economies soared owing
to a single large-scale investment from the Russian Federation to Uzbekistan. Together with developing
economies, their share in greenfield projects reached 60 per cent in 2011.

In small island developing States (SIDS), FDI inflows fell for the third year in a row and dipped to their lowest
level in six years at $4.1 billion. The distribution of flows to the group remained highly skewed towards tax-
friendly jurisdictions, with three economies (the Bahamas, Trinidad and Tobago, and Barbados) receiving
the bulk. In the absence of megadeals in mining, quarrying and petroleum, the total value of cross-border
M&A sales in SIDS dropped significantly in 2011. In contrast, total greenfield investments reached a record
high, with South Africa becoming the largest source. Three quarters of greenfield projects originated in
developing and transition economies.

INVESTMENT POLICY TRENDS

Against a backdrop of continued economic uncertainty, turmoail in financial markets and slow growth,
countries worldwide continued to liberalize and promote foreign investment as a means to support
economic growth and development. At the same time, regulatory activities with regard to FDI continued.

Investment policy measures undertaken in 2011 were generally favourable to foreign investors. Compared
with 2010, the percentage of more restrictive policy measures showed a significant decrease, from
approximately 32 per cent to 22 per cent. It would, however, be premature to interpret this decrease as
an indication of a reversal of the trend towards a more stringent policy environment for investment that
has been observed in previous years — also because the 2011 restrictive measures add to the stock
accumulated in previous years. The share of measures introducing new restrictions or regulations was
roughly equal between the developing and transition economies and the developed countries.

The overall policy trend towards investment liberalization and promotion appears more and more to be
targeted at specific industries, in particular some services industries (e.g. electricity, gas and water supply;
transport and communication). Several countries pursued privatization policies. Other important measures
related to the facilitation of admission procedures for foreign investment.
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As in previous years, extractive industries proved the main exception inasmuch as most policy measures
related to this industry were less favourable. Agribusiness and financial services were the other two industries
with a relatively high share of less favourable measures.

More State regulation became manifest primarily in two policy areas: (i) an adjustment of entry policies
with regard to inward FDI by introducing new entry barriers or by reinforcing screening procedures (in e.g.
agriculture, pharmaceuticals) and (i) more regulatory policies in extractive industries, including nationalization,
expropriation or divestment requirements as well as increases in corporate taxation rates, royalties and
contract renegotiations. Both policy types were partly driven by industrial policy considerations.

In 2011-2012, several countries took a more critical approach towards outward FDI. In light of high domestic
unemployment, concerns are rising that outward FDI may contribute to job exports and a weakening of
the domestic industrial base. Other policy objectives include foreign exchange stability and an improved
balance of payments. Policy measures undertaken included outward FDI restrictions and incentives to
repatriate foreign investment.

By the end of 2011, the overall llA universe consisted of 3,164 agreements, which include 2,833 bilateral
investment treaties (BITs) and 331 “other llAs”, including, principally, free trade agreements (FTAs) with
investment provisions, economic partnership agreements and regional agreements (WIR72 no longer
includes double taxation treaties among llAs). With a total of 47 llAs signed in 2011 (33 BITs and 14 other
[IAs), compared with 69 in 2010, traditional investment treaty making continued to lose momentum. This
may have several causes, including (i) a gradual shift towards regional treaty making, and (i) the fact that
IIAs are becoming increasingly controversial and politically sensitive.

In quantitative terms, bilateral agreements still dominate; however, in terms of economic significance,
regionalism becomes more important. The increasing economic weight and impact of regional treaty making
is evidenced by investment negotiations under way for the Trans-Pacific Partnership (TPP) Agreement; the
conclusion of the 2012 trilateral investment agreement between China, Japan and the Republic of Korea;
the Mexico—Central America FTA, which includes an investment chapter; the fact that at the EU level the
European Commission now negotiates investment agreements on behalf of all EU member States; and
developments in ASEAN.

In most cases, regional treaties are FTAs. By addressing comprehensively the trade and investment elements
of international economic activities, such broader agreements often respond better to today’s economic
realities, in which international trade and investment are increasingly interconnected (see WIR117). While this
shift can bring about the consolidation and harmonization of investment rules and represent a step towards
multilateralism, where the new treaties do not entail the phase-out of the old ones, the result can also be
the opposite. Instead of simplification and growing consistency, regionalization may lead to a multiplication
of treaty layers, making the IIA network even more complex and prone to overlaps and inconsistencies.

While some llAs concluded in 2011 keep to the traditional treaty model that focuses on investment protection
as the sole aim of the treaty, others include innovations. Some new llAs include a number of features to
ensure that the treaty does not interfere with, but instead contributes to countries’ sustainable development
strategies that focus on the environmental and social impact of investment.

A number of other recent developments also indicate increased attention to sustainable development
considerations. They include the 2012 revision of the United States Model BIT; the 2012 Joint Statement




by the European Union and the United States, issued under the auspices of the Transatlantic Economic
Council; and the work by the Southern African Development Community (SADC) on its model BIT.

Finally, increased attention to sustainable development also manifested itself in other international
policymaking related to investment, e.g. the adoption of and follow-up work on the 2011 UN Guiding
Principles on Business and Human Rights; the implementation of the UNCTAD/FAO/World Bank/
IFAD Principles for Responsible Agricultural Investment; the 2011 Revision of the OECD Guidelines for
Multinational Enterprises (1976); the 2012 Revision of the International Chamber of Commerce Guidelines
for International Investment (1972); the Doha Mandate adopted at UNCTAD’s XlIl Ministerial Conference in
2012; and the Rio+20 Conference in 2012.

In 2011, the number of known investor-State dispute settlement (ISDS) cases filed under lIAs grew by at
least 46. This constitutes the highest number of known treaty-based disputes ever filed within one year.
In some recent cases, investors challenged core public policies that had allegedly negatively affected their
business prospects.

Some States have been expressing their concerns with today’s ISDS system (e.g. Australia’s trade-policy
statement announcing that it would stop including ISDS clauses in its future llAs; Venezuela’s recent
notification that it would withdraw from the ICSID Convention). These reflect, among others, deficiencies in
the system (e.g. the expansive or contradictory interpretations of key IIA provisions by arbitration tribunals,
inadequate enforcement and annulment procedures, concerns regarding the qualification of arbitrators, the
lack of transparency and high costs of the proceeding, and the relationship between ISDS and State-State
proceedings) and a broader public discourse about the usefulness and legitimacy of the ISDS mechanism.

Based on the perceived shortcomings of the ISDS system, a number of suggestions for reform are emerging.
They aim at reigning in the growing number of ISDS cases, fostering the legitimacy and increasing the
transparency of ISDS proceedings, dealing with inconsistent readings of key provisions in llAs and poor
treaty interpretation, improving the impartiality and quality of arbitrators, reducing the length and costs
of proceedings, assisting developing countries in handling ISDS cases, and addressing overall concerns
about the functioning of the system.

While some countries have already incorporated changes into their llAs, many others continue with business
as usual. A systematic assessment of individual reform options and their feasibility, potential effectiveness
and implementation methods (e.g. at the level of llAs, arbitral rules or institutions) remains to be done. A
multilateral policy dialogue on ISDS could help to develop a consensus about the preferred course for
reform and ways to put it into action.

Since the early 2000s, there has been a significant proliferation of CSR codes in global supply chains,
including both individual TNC codes and industry-level codes. It is now common across a broad range of
industries for TNCs to set supplier codes of conduct detailing the social and environmental performance
standards for their global supply chains. Furthermore, CSR codes and standards themselves are becoming
more complex and their implementation more complicated.

CSR codes in global supply chains hold out the promise of promoting sustainable and inclusive development
in host countries, transferring knowledge on addressing critical social and environmental issues, and
opening new business opportunities for domestic suppliers meeting these standards. However, compliance
with such codes also presents considerable challenges for many suppliers, especially small and medium-
sized enterprises (SMEs) in developing countries. They include, inter alia, the use of international standards
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exceeding the current regulations and common market practices of host countries; the existence of
diverging and sometimes conflicting requirements from different TNCs; the capacity constraints of suppliers
to apply international standards in day-to-day operations and to deal with complex reporting requirements
and multiple on-site inspections; consumer and civil society concerns; and competitiveness concerns for
SMEs that bear the cost of fully complying with CSR standards relative to other SMEs that do not attempt
to fully comply.

Meeting these challenges will require an upgrade of entrepreneurial and management skills. Governments,
as well as TNCs, can assist domestic suppliers, in particular SMEs, through entrepreneurship-building
and capacity-development programmes and by strengthening existing national institutions that promote
compliance with labour and environmental laws. Policymakers can also support domestic suppliers by
working with TNCs to harmonize standards at the industry level and to simplify compliance procedures.
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UNCTAD’S INVESTMENT POLICY FRAMEWORK FOR
SUSTAINABLE DEVELOPMENT

A new generation of investment policies emerges

Cross-border investment policy is made in a political and economic context that, at the global and
regional levels, has been buffeted in recent years by a series of crises in finance, food security and the
environment, and that faces persistent global imbalances and social challenges, especially with regard to
poverty alleviation. These crises and challenges are having profound effects on the way policy is shaped
at the global level. First, current crises have accentuated a longer-term shift in economic weight from
developed countries to emerging markets. Second, the financial crisis in particular has boosted the role
of governments in the economy, in both the developed and the developing world. Third, the nature of the
challenges, which no country can address in isolation, makes better international coordination imperative.
And fourth, the global political and economic context and the challenges that need to be addressed — with
social and environmental concerns taking centre stage — are leading policymakers to reflect on an emerging
new development paradigm that places inclusive and sustainable development goals on the same footing
as economic growth. At a time of such persistent crises and pressing social and environmental challenges,
mobilizing investment and ensuring that it contributes to sustainable development objectives is a priority
for all countries.

Against this background, a new generation of foreign investment policies is emerging, with governments
pursuing a broader and more intricate development policy agenda, while building or maintaining a generally
favourable investment climate. This new generation of investment policies has been in the making for some
time and is reflected in the dichotomy in policy directions over the last few years — with simultaneous moves
to further liberalize investment regimes and promote foreign investment, on the one hand, and to regulate
investment in pursuit of public policy objectives, on the other. It reflects the recognition that liberalization,
if it is to generate sustainable development outcomes, has to be accompanied — if not preceded — by the
establishment of proper regulatory and institutional frameworks.

“New generation” investment policies place inclusive growth and sustainable development at the heart of
efforts to attract and benefit from investment. Although these concepts are not new in and by themselves,
to date they have not been systematically integrated in mainstream investment policymaking. “New
generation” investment policies aim to operationalize sustainable development in concrete measures and
mechanisms at the national and international levels, and at the level of policymaking and implementation.

Broadly, “new generation” investment policies strive to:

o create synergies with wider economic development goals or industrial policies, and achieve seamless
integration in development strategies;
° foster responsible investor behaviour and incorporate principles of CSR;

o ensure policy effectiveness in their design and implementation and in the institutional environment
within which they operate.

New generation investment policies: new challenges

These three broad aspects of “new generation” foreign investment policies translate into specific investment
policy challenges at the national and international levels (tables 1 and 2).
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Table 1. National investment policy challenges

Integrating investment
policy in development
strategy

Incorporating sustainable
development objectives in
investment policy

Ensuring investment
policy relevance and
effectiveness

Channeling investment to areas key for the build-up of productive capacity and
international competitiveness

Ensuring coherence with the host of policy areas geared towards overall development
objectives

Maximizing positive and minimizing negative impacts of investment
Fostering responsible investor behaviour

Building stronger institutions to implement investment policy
Measuring the sustainable development impact of investment

Table 2. International investment policy challenges

Strengthening the
development dimension
of llAs

Balancing rights and
obligations of states and
investors

Managing the systemic
complexity of the IIA
regime

Safeguarding policy space for sustainable development needs
Making investment promotion provisions more concrete and consistent with sustainable
development objectives

Reflecting investor responsibilities in lIAs
Learning from and building on CSR principles

Dealing with gaps, overlaps and inconsistencies in IIA coverage and content and resolving
institutional and dispute settlement issues

Ensuring effective interaction and coherence with other public policies (e.g. climate
change, labour) and systems (e.g. trading, financial)

Addressing the challenges: UNCTAD’s IPFSD

To address these challenges, UNCTAD has developed a comprehensive Investment Policy Framework
for Sustainable Development (IPFSD), consisting of () a set of Core Principles for foreign investment
policymaking, (i) guidelines for investment policies at the national level and (jii) options for the design and
use of llAs (figure 1).

UNCTAD’s IPFSD is meant to provide guidance on cross-border investment policies, with a particular
focus on FDI, although many of the guidelines in the section on national investment policies could also
have relevance for domestic investment. Policies covered include those with regard to the establishment,
treatment and promotion of investment; in addition, a comprehensive framework needs to look beyond
investment policies per se and include investment-related aspects of other policy areas. Investment policies
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Figure 1. Structure and components of the IPFSD

Core Principles

“Design criteria” for investment
policies and for the other IPFSD components

National investment IIA elements:

policy guidelines policy options

Concrete guidance for Clause-by-clause
policymakers on how options for negotiators to
to formulate investment strengthen the sustainable
policies and regulations development dimension of
and on how to ensure their l1As

effectiveness

covered comprise national and international policies, because coherence between the two is fundamental.
The IPFSD focuses on direct investment in productive assets; portfolio investment is considered only where
explicitly stated in the context of lIAs.

Although a number of existing international instruments provide guidance to investment policymakers,
UNCTAD's IPFSD distinguishes itself in several ways. First, it is meant as a comprehensive instrument for
dealing with all aspects of policymaking at the national and international levels. Second, it puts a particular
emphasis on the relationship between foreign investment and sustainable development, advocating a
balanced approach between the pursuit of purely economic growth objectives by means of investment
liberalization and promotion, on the one hand, and the need to protect people and the environment, on
the other hand. Third, it underscores the interests of developing countries in investment policymaking.
Fourth, it is neither a legally binding text nor a voluntary undertaking between States, but expert guidance
by an international organization, leaving policymakers free to “adapt and adopt” as appropriate, taking
into account that one single policy framework cannot address the specific investment policy challenges of
individual countries.

The IPFSD’s Core Principles: “design criteria”

The Core Principles for investment policymaking aim to guide the development of national and international
investment policies. To this end, they translate the policy challenges into a set of “design criteria” for
investment policies (table 3). Overall, they aim to mainstream sustainable development in investment
policymaking, while confirming the basic principles of sound development-oriented investment policies, in
a balanced approach.

The Core Principles are not a set of rules per se. They are an integral part of the IPFSD, which attempts to
convert them, collectively and individually, into concrete guidance for national investment policymakers and
options for negotiators of lIAs. As such, they do not always follow the traditional policy areas of a national
investment policy framework, nor the usual articles of llAs. The overarching concept behind the principles
is sustainable development; the principles should be read as a package, because interaction between them
is fundamental to the IPFSD’s balanced approach.
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Table 3. Core Principles for investment policymaking for sustainable development

Area Core Principles
1 Investment for « The overarching objective of investment policymaking is to promote investment for inclusive
sustainable growth and sustainable development.
development
2 Policy coherence « Investment policies should be grounded in a country’s overall development strategy. All

policies that impact on investment should be coherent and synergetic at both the national and
international levels.

3 Public governance « Investment policies should be developed involving all stakeholders, and embedded in an
and institutions institutional framework based on the rule of law that adheres to high standards of public
governance and ensures predictable, efficient and transparent procedures for investors.

4 Dynamic « Investment policies should be regularly reviewed for effectiveness and relevance and adapted
policymaking to changing development dynamics.

5 Balanced rights and « Investment policies should be balanced in setting out rights and obligations of States and
obligations investors in the interest of development for all.

6 Right to regulate « Each country has the sovereign right to establish entry and operational conditions for foreign
investment, subject to international commitments, in the interest of the public good and to
minimize potential negative effects.

7 Openness to « In line with each country’s development strategy, investment policy should establish open,
investment stable and predictable entry conditions for investment.

8 Investment protection « Investment policies should provide adequate protection to established investors. The treatment
and treatment of established investors should be non-discriminatory.

9 Investment promotion « Policies for investment promotion and facilitation should be aligned with sustainable
and facilitation development goals and designed to minimize the risk of harmful competition for investment.

10 Corporate governance « Investment policies should promote and facilitate the adoption of and compliance with best

and responsibility international practices of corporate social responsibility and good corporate governance.
11 International « The international community should cooperate to address shared investment-for-development
cooperation policy challenges, particularly in least developed countries. Collective efforts should also be

made to avoid investment protectionism.

The design of the Core Principles has been inspired by various sources of international law and politics.
They can be traced back to a range of existing bodies of international law, treaties and declarations,
including the UN Charter, the UN Millennium Development Goals, the “Monterrey Consensus”, the UN
Johannesburg Plan of Implementation and the Istanbul Programme of Action for the LDCs. Importantly,
the 2012 UNCTAD XIII Conference recognized the role of FDI in the development process and called
on countries to design policies aimed at enhancing the impact of foreign investment on sustainable
development and inclusive growth, while underlining the importance of stable, predictable and enabling
investment climates.
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From Core Principles to national policy guidelines

The IPFSD'’s national investment policy guidelines translate the Core Principles for investment policymaking
into numerous concrete and detailed guidelines that aim to address the “new generation” challenges
for policymakers at the domestic level (see table 1 for the challenges). Table 4 provides an overview of
(selected) distinguishing features of the IPFSD’s national investment policy guidelines, with a specific focus
on the sustainable development dimension.

Table 4. Sustainable development features of the National Investment

Policy Guidelines

Challenges IPFSD National Investment Policy Guidelines — selected features
Integrating o Dedicated section (section 1) on strategic investment priorities and investment policy coherence for productive
investment policy capacity building, including sub-sections on investment and:
in development - Human resource development
strategy - Infrastructure (including section on public-private partnerships)
- Technology dissemination
- Enterprise development (including promoting linkages)
o Attention to investment policy options for the protection of sensitive industries (sub-section 2.1)
o Sections on other policy areas geared towards overall sustainable development objectives to ensure coherence with
investment policy (section 3)
Incorporating o Specific guidelines for the design of investment-specific policies and regulations (section 2), including not only
sustainable establishment and operations, treatment and protection of investments, and investment promotion and facilitation,
dgyeht)_l)me]“ but also investor responsibilities (as well as a dedicated sub-section on corporate responsibility, sub-section 3.7)
objectives in
im:estment policy ° Guidance on the encouragement of responsible investment and on guaranteeing compliance with international core
standards (sub-section 2.3)
o Guidance on investment promotion and use of incentives in the interest of inclusive and sustainable development
(sub-section 2.4)
o Specific guidelines aimed at minimizing potential negative effects of investment, such as:
- Addressing tax avoidance (sub-section 3.2)
- Preventing anti-competitive behaviour (sub-sections 3.4 and 3.9)
- Guaranteeing core labour standards (sub-section 3.5)
- Assessing and improving environmental impact (sub-section 3.8)
o A sub-section on access to land, incorporating the Principles for Responsible Agricultural Investment (PRAI) (sub-
section 3.6)
Ensuring o Dedicated section on investment policy effectiveness (section 4), including guidance on public governance and
investment policy institutional capacity-building
relevance and ) ) ) ) ) -
effectiveness o Guidance on the measurement of policy effectiveness (sub-section 4.3) and the effectiveness of specific measures

(e.g. incentives), with reference to:
- Specific quantitative investment impact indicators
- Dedicated UNCTAD tools (FDI Attraction and Contribution Indices)
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The sustainable development features of the national policy guidelines imply that governments have the
policy space to consider and adopt relevant measures. Such policy space may be restricted by international
commitments. It is therefore essential to consider the IPFSD’s national investment policy guidelines and its
guidance for the design of lIAs as an integrated whole. Coherence between national and international
investment policies is crucial, with a view to, among others, avoiding policy discrepancies and investor—
State disputes.

The national investment policy guidelines argue for policy action at the strategic, normative, and
administrative levels.

At the strategic level, the IPFSD’s national investment policy guidelines suggest that policymakers should
ground investment policy in a broad road map for economic growth and sustainable development — such as
those set out in formal economic or industrial development strategies in many countries. These strategies
necessarily vary by country, depending on its stage of development, domestic endowments and individual
preferences.

Defining the role of public, private, domestic and especially foreign direct investment in development
strategy is important. Mobilizing investment for sustainable development remains a major challenge for
developing countries, particularly for LDCs. Given the often huge development financing gaps in these
countries, foreign investment can provide a necessary complement to domestic investment, and it can be
particularly beneficial when it interacts in a synergetic way with domestic public and private investment.

At this level it is also important to develop policies to harness investment for productive capacity-building
and to enhance international competitiveness, especially where investment is intended to play a central
role in industrial upgrading and structural transformation in developing economies. Critical elements of
productive capacity-building include human resources and skills development, technology and know-
how, infrastructure development, and enterprise development. It is crucial to ensure coherence between
investment policies and other policy areas geared towards overall development objectives.

At the normative level, IPFSD’s national investment policy guidelines propose that through the setting of
rules and regulations, on investment and in a range of other policy areas, policymakers should promote and
regulate investment that is geared towards sustainable development goals.

Positive development impacts of FDI do not always materialize automatically. And the effect of FDI can
also be negative. Reaping the development benefits from investment requires not only an enabling policy
framework that provides clear, unequivocal and transparent rules for the entry and operation of foreign
investors, it also requires adequate regulation to minimize any risks associated with investment. Such
regulations need to cover policy areas beyond investment policies per se, such as trade, taxation, intellectual
property, competition, labour market regulation, environmental policies and access to land.

Although laws and regulations are the basis of investor responsibility, voluntary CSR initiatives and standards
have proliferated in recent years, and they are increasingly influencing corporate practices, behaviour and
investment decisions. Governments can build on them to complement the regulatory framework and
maximize the development benefits of investment.

At the administrative level, the guidelines make the point that through appropriate implementation and
institutional mechanisms, policymakers should ensure the continued relevance and effectiveness of
investment policies. Policies to address implementation issues should be an integral part of the investment
strategy and should strive to achieve both integrity across government and regulatory institutions and a
service orientation where warranted.

Measuring policy effectiveness is a critical aspect of investment policymaking. Investment policy should be
based on a set of explicitly formulated policy objectives with clear priorities and a time frame for achieving




them. These objectives should be the principal yard-stick for measuring policy effectiveness. Assessment
of progress in policy implementation and verification of the application of rules and regulations at all
administrative levels is at least as important as the measurement of policy effectiveness.

Objectives of investment policy should ideally include a number of quantifiable goals for both the attraction
of investment and its development contribution. UNCTAD has developed — and field-tested — a number
of indicators that can be used by policymakers for this purpose. In addition, UNCTAD’s Investment
Contribution Index can also serve as a starting point (see figure 4 above). To measure policy effectiveness
for the attraction of investment, UNCTAD’s Investment Potential and Attraction Matrix can be a useful tool.

The guidance on international investment policies set out in UNCTAD’s IPFSD translates the Core Principles
into options for policymakers, with an analysis of sustainable development implications. While national
investment policymakers address these challenges through rules, regulations, institutions and initiatives, at
the international policy level this is done through a complex web of llAs (including, principally, BITs, FTAs
with investment provisions, economic partnership agreements and regional integration agreements). The
complexity of that web, which leads to gaps, overlaps and inconsistencies in the system of ll1As, is itself one
of the challenges to be addressed. The others include the need to strengthen the development dimension
of llAs, balancing the rights and obligations of States and investors, ensuring sufficient policy space for
sustainable development policies and making investment promotion provisions more concrete and aligned
with sustainable development objectives.

International investment policy challenges must be addressed at three levels:

° When formulating their strategic approach to llAs, policymakers need to embed international
investment policymaking into their countries’ development strategies. This involves managing the
interaction between IIAs and national policies (e.g. ensuring that lIAs support industrial policies)
and that between IlIAs and other international policies or agreements (e.g. ensuring that llIAs do not
contradict international environmental agreements or human rights obligations). The overall objective
is to ensure coherence between lIAs and sustainable development needs.

° In the detailed design of provisions in investment agreements between countries, policymakers need
to incorporate sustainable development considerations, addressing concerns related to policy space
(e.g. through reservations and exceptions), balanced rights and obligations of States and investors
(e.g. through encouraging compliance with CSR standards), and effective investment promotion (e.g.
through home-country measures).

° International dialogue on key and emerging investment policy issues, in turn, can help address some
of the systemic challenges stemming from the multilayered and multifaceted nature of IIAs, including
the gaps, overlaps and inconsistencies amongst these agreements, their multiple dispute resolution
mechanisms, and their piecemeal and erratic expansion.

Addressing sustainable development challenges through the detailed design of provisions in investment
agreements principally implies four areas of evolution in treaty-making practice:

° Incorporating concrete commitments to promote and facilitate investment for sustainable
development. Options to improve the investment promotion aspect of treaties include concrete
facilitation mechanisms (information sharing, investment promotion forums), outward investment
promotion schemes (insurance and guarantees), and technical assistance and capacity-building
initiatives targeted at sustainable investment, supported by appropriate institutional arrangements for
long-term cooperation.
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Balancing State commitments with investor obligations and promoting responsible investment. For
example, llAs could include a requirement for investors to comply with investment-related national laws
of the host State when making and operating an investment, and even at the post-operations stage,
provided that such laws conform to the host country’s international obligations. Such an investor
obligation could be the basis for further stipulating in the IIA the consequences of an investor’s failure
to comply with domestic laws, such as the right of host States to make a counter claim in dispute
settlement proceedings. In addition, IlAs could refer to commonly recognized international standards
(e.g. the UN Guidelines on Business and Human Rights) and support the spread of CSR standards -
which are becoming an ever more important feature of the investment policy landscape.

Ensuring an appropriate balance between protection commitments and regulatory space for
development. Countries can safeguard policy space by carefully crafting the structure of llAs, and by
clarifying the scope and meaning of particularly vague treaty provisions such as the fair and equitable
treatment standard and expropriation, as well as by using specific flexibility mechanisms such as
general or national security exceptions and reservations. The right balance between protecting foreign
investment and maintaining policy space for domestic regulation should flow from each country’s
development strategy.

Shielding host countries from unjustified liabilities and high procedural costs. The strength of IIAs
in granting protection to foreign investors has become increasingly evident through the number of
ISDS cases brought over the last decade, most of which have been directed at developing countries.
Shielding countries from unjustified liabilities and excessive procedural costs through treaty design
involves looking at options both in ISDS provisions and in the scope and application of substantive
clauses.

These areas of evolution are also relevant for “pre-establishment IlAs”, i.e. agreements that — in addition to
protecting established investors — contain binding rules regarding the establishment of new investments. As
a growing number of countries opt for the pre-establishment approach, it is crucial to ensure that any market
opening through llAs is in line with host countries’ development strategies. Relevant provisions include
selective liberalization, exceptions and reservations designed to protect a country from overcommitting,
and flexibilities in the relevant treaty obligations.

Operationalizing sustainable development objectives in lIAs principally involves three mechanisms (table 5):

Adjusting existing provisions to make them more sustainable-development-friendly through clauses
that safeguard policy space and limit State liability.

Adding new provisions or new, stronger paragraphs within provisions for sustainable development
purposes to balance investor rights and responsibilities, promote responsible investment and
strengthen home-country support.

Introducing Special and Differential Treatment for the less developed party — with effect on both
existing and new provisions — to calibrate the level of obligations to the country’s level of development.
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Table 6. Policy options to operationalize sustainable development objectives in llAs

Mechanisms

Examples

Adjusting existing/
common provisions

to make them more
sustainable-development-
friendly through clauses
that:

safeguard policy space
limit State liability

Adding new provisions
or new, stronger
paragraphs within
provisions for sustainable
development purposes to:

balance investor rights
and responsibilities
promote responsible
investment

strengthen home-
country support

Introducing Special and
Differential Treatment

for the less developed
party — with effect on
both existing and new
provisions — to:

calibrate the level
of obligations to the
country’s level of
development

Hortatory language

Clarifications

Qualifications/
limitations

Reservations/
carve-outs

Exclusions from
coverage/exceptions

Omissions

Investor obligations and
responsibilities

Institutional set-
up for sustainable
development impact

Home-country
measures to promote
responsible investment

Lower levels of
obligations

Development-focused
exceptions from
obligations/
commitments
Best-endeavour
commitments
Asymmetric
implementation
timetables

Preamble: stating that attracting responsible foreign investment that fosters
sustainable development is one of the key objectives of the treaty.

Expropriation: specifying that non-discriminatory good faith regulations pursuing
public policy objectives do not constitute indirect expropriation.
Fair and equitable treatment (FET): including an exhaustive list of State obligations.

Scope and definition: requiring covered investments to fulfil specific characteristics,
e.g., positive development impact on the host country.

Country-specific reservations to national treatment (NT), most-favoured-nation (MFN)
or pre-establishment obligations, carving out policy measures (e.g. subsidies), policy
areas (e.g. policies on minorities, indigenous communities) or sectors (e.g. social
services).

Scope and definition: excluding portfolio, short-term or speculative investments from
treaty coverage.

General exception for domestic regulatory measures that aim to pursue legitimate
public policy objectives.

Omit FET, umbrella clause.

Requirement that investors comply with host-State laws at both the entry and the
operations stage of an investment.

Encouragement to investors to comply with universal principles or to observe
applicable CSR standards.

Institutional set-up under which State parties cooperate to e.g. review the functioning
of the 1A or issue interpretations of llA clauses.

Call for cooperation between the parties to promote observance of applicable CSR
standards.

Encouragement to offer incentives for sustainable-development-friendly outward
investment; investor compliance with applicable CSR standards may be an additional
condition.

Technical assistance provisions to facilitate the implementation of the IIA and to
maximize its sustainable development impact, including through capacity-building on
investment promotion and facilitation.

Pre-establishment commitments that cover fewer economic activities.

Reservations, carving out sensitive development-related areas, issues or measures.

FET, NT commitments that are not legally binding.

Phase-in of obligations, including pre-establishment, NT, MFN, performance
requirements, transfer of funds and transparency.
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The IPFSD and the way forward

UNCTAD's IPFSD comes at a time when the development community is looking for a new development
paradigm, of which cross-border investment is an essential part; when most countries are reviewing
and adjusting their regulatory frameworks for such investment; when regional groupings are intensifying
their cooperation on investment; and when policymakers and experts are seeking ways and means to
factor sustainable development and inclusive growth into national investment regulations and international
negotiations.

The IPFSD may serve as a key point of reference for policymakers in formulating national investment policies
and in negotiating or reviewing llAs. It may also serve as a reference for policymakers in areas as diverse
as trade, competition, industrial policy, environmental policy or any other field where investment plays an
important role. The IPFSD can also serve as the basis for capacity-building on investment policy. And it may
come to act as a point of convergence for international cooperation on investment issues.

To foster such cooperation, UNCTAD will continue to provide a platform for consultation and discussion
with all investment stakeholders and the international development community, including policymakers,
investors, business associations, labour unions, and relevant NGOs and interest groups.

For this purpose, a new interactive, open-source platform has been created, inviting the investment and
development community to exchange views, suggestions and experiences related to the IPFSD for the
inclusive and participative development of future investment policies.

o A

Geneva, June 2012 Supachai Pa
Secretary-General
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1. Overall trends

Glohal FDI inflows in 2011
surpassed their pre-crisis
average despite turmoil in

A. GLOBAL FDI FLOWS

Global  foreign  direct
investment (FDI) inflows
rose in 2011 by 16 per

but remained 23 per cent
short of the 2007 peak.

cent compared with 2010,
reflecting the higher profits
of TNCs and the relatively
high economic growth in
developing countries during the year. Global inward
FDI stock rose by 3  per cent, reaching $20.4
trillion.

the glohal economy,

The rise was widespread, covering all three major
groups of economies — developed, developing and
transition — though the reasons for the increase
differed across the globe. FDI flows to developing
and transition economies saw a rise of 12 per
cent, reaching a record level of $777 billion, mainly
through a continuing increase in greenfield projects.
FDI flows to developed countries also rose — by 21
per cent — but in their case the growth was due
largely to cross-border M&As by foreign TNCs.

Among components and modes of entry, the rise
of FDI flows displayed an uneven pattern. Cross-
border M&As rebounded strongly, but greenfield
projects — which still account for the majority of FDI
— remained steady. Despite the strong rebound in
cross-border M&As, equity investments — one of

the three components of FDI flows — remained at
their lowest level in recent years, particularly so in
developed countries. At the same time, difficulties
with raising funds from third parties, such as
commercial banks, obliged foreign affiliates to
rely on intracompany loans from their parents to
maintain their current operations.

On the basis of current prospects for underlying
factors such as growth in gross domestic product
(GDP), UNCTAD estimates that world FDI flows will
rise moderately in 2012, to about $1.6 trillion, the
midpoint of a range estimate. However, the fragility
of the world economy, with growth tempered by
the debt crisis and further financial market volatility,
will have an impact on flows. Both cross-border
M&As and greenfield investments slipped in the
last quarter of 2011 and the first five months
of 2012. The number of M&A announcements,
although marginally up in the last quarter, continues
to be weak, providing little support for growth in
overall FDI flows in 2012, especially in developed
countries. In the first quarter of 2012, the value
of UNCTAD’s Global FDI Quarterly Index declined
slightly (figure I.1) — a decline within the range of
normal first-quarter oscillations. But the high cash
holdings of TNCs and continued strong overseas
earnings — guaranteeing a high reinvested earnings
component of FDI — support projections of further
growth.

Figure 1.1. UNCTAD’s Glohal FDI Buarterly Index, 2007 @1-2012 @1
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(see section B). (Reinvested earnings can be
transformed immediately in capital expenditures or
retained as reserves on foreign affiliates’ balance
sheets for future investment. Both cases translate
statistically into reinvested earnings, one of three
components of FDI flows.) They reached one of the
highest levels in recent years, in contrast to equity
investment (figure 1.3).

a. FDI by geography

(i) FDI inflows

The rise of FDI flows in
2011 was widespread in all
three major groups — devel-
oped, developing and transi-
tion economies. Developing

economies continued to
absorh nearly half of global

FDI and transition econo-
mies another 6 per cent.

Amid uncertainties over the
global economy, global FDI
flows rose by 16 per cent
in 2011 to $1,524 billion,
up from $1,309 billion in
2010 (figure 1.2). While the
increase in developing and
transition economies was
driven mainly by robust
greenfield investments, the
growth in developed countries was due largely to
cross-border M&As.

Developing countries continued to account for
nearly half of global FDI in 2011 as their inflows
reached a new record high of $684 billion. The rise
in 2011 was driven mainly by investments in Asia
and better than average growth in Latin America
and the Caribbean (excluding financial centres).
FDI flows to transition economies also continued
to rise, to $92 billion, accounting for another 6
per cent of the global total. In contrast, Africa, the
region with the highest number of LDCs, and West

FDI flows to developed countries grew strongly in
2011, reaching $748 billion, up 21 per cent from
2010. FDI flows to Europe increased by 19 per

cent, mainly owing to large cross-border M&A
purchases by foreign TNCs (chapter Il). The main
factors driving such M&As include corporate
restructuring, stabilization and rationalization of
companies’ operations, improvements in capital
usage and reductions in costs. Ongoing and post-
crisis corporate and industrial restructuring, and
gradual exits by States from some nationalized
financial and non-financial firms created new
opportunities for FDI in developed countries. In
addition, the growth of FDI was due to increased
amounts of reinvested earnings, part of which
was retained in foreign affiliates as cash reserves

Asia continued to experience a decline in FDI.

e FDI inflows to Latin America and the
Caribbean (excluding financial centres) rose
an estimated 27 per cent in 2011, to $150
billion. Foreign investors continued to find
appeal in South America’s natural resources
and were increasingly attracted by the region’s
expanding consumer markets.

e FDI inflows to developing Asia continued to
grow, while South-East Asia and South Asia
experienced faster FDI growth than East Asia.
The two large emerging economies, China and
India, saw inflows rise by nearly 8 per cent and

Figure 1.2. FDI inflows, global and by group of economies, 1995-2011
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Source: UNCTAD, based on annex table I.1 and the FDI/TNC database (www.unctad.org/fdistatistics).
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Figure 1.3. FDI inflows in developed countries
by component, 2005-2011
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Source: UNCTAD, based on data from FDI/TNC database
(www.unctad.org/fdistatistics).

Countries included Australia, Austria, Belgium,
Bulgaria, Canada, Cyprus, the Czech Republic,
Denmark, Estonia, Finland, France, Germany, Greece,
Hungary, Ireland, Israel, Italy, Japan, Latvia, Lithuania,
Luxembourg, Malta, the Netherlands, New Zealand,
Norway, Poland, Portugal, Romania, Slovakia, Slovenia,
Spain, Sweden, Switzerland, the United Kingdom and
the United States.

Note:

by 31 per cent, respectively. Major recipient
economies in the Association of South-East
Asian Nations (ASEAN) subregion, including
Indonesia, Malaysia and Singapore, also
experienced a rise in inflows.

e West Asia withessed a 16 per cent decline in
FDI flows in 2011 despite the strong rise of
FDI in Turkey. Some Gulf Cooperation Council
(GCC) countries are still recovering from the
suspension or cancellation of large-scale
projects in previous years.

e The fall in FDI flows to Africa seen in 2009 and
2010 continued into 2011, though at a much
slower rate. The 2011 decline in flows to the
continent was due largely to divestments
from North Africa. In contrast, inflows to sub-
Saharan Africa recovered to $37 billion, close
to their historic peak.

e FDI to the transition economies of South-East
Europe, the Commonwealth of Independent
States (CIS) and Georgia recovered strongly
in 2011. In South-East Europe, competitive
production costs and access to European
Union (EU) markets drove FDI; in the CIS,
large, resource-based economies benefited
from  continued  natural-resource-seeking
FDI and the continued strong growth of local
consumer markets.

(ii) FDI outflows

Global FDI outflows rose
by 17 per cent in 2011,
compared with 2010. The
rise was driven mainly by
growth of outward FDI
from developed countries.
Outward FDI from
developing economies fell
slightly by 4 per cent, while

Driven hy developed-country
TNCs, global FDI outflows
also exceeded the pre-crisis
average of 2005-2007. The
growth in FDI outflows from
developing economies seen
in the past several years lost
some momentum in 2011.

FDI from the transition economies rose by 19 per
cent (annex table I.1). As a result, the share of
developing and transition economies in global FDI
outflows declined from 32 per cent in 2010 to 27
per cent in 2011 (figure 1.4). Nevertheless, outward
FDI from developing and transition economies
remained important, reaching the second highest
level recorded.

Figure 1.4. FDI outflow shares by major economic
groups, 2000-2011
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Source: UNCTAD, based on annex table I.1 and the FDI/TNC
database (www.unctad.org/fdistatistics).

Outward FDI from developed countries rose by 25
per cent, reaching $1.24 trillion, with the EU, North
America and Japan all contributing to the growth.
Outward FDI from the United States reached a
record of $397 hbillion. Japan re-emerged as the
second largest investor, helped by the appreciation
of the Japanese vyen, which increased the
purchasing power of the country’s TNCs in making
foreign acquisitions. The rise of FDI outflows
from the EU was driven by cross-border M&As.
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Developed-country TNCs made acquisitions largely
in other developed countries, resulting in a higher
share of the group in total FDI projects (both cross-
border M&A transactions and greenfield projects).
FDI flows for greenfield projects alone, however,
show that developed-country TNCs are continuing
to shift capital expenditures to developing and
transition economies for their stronger growth
potential.

The growth in FDI outflows from developing
economies seen in the past several years lost some
momentum in 2011 owing to declines in outward
FDI from Latin American and the Caribbean and
a slowdown in the growth of investments from
developing Asia. FDI outflows from developing
countries fell by 4 per cent to $384 billion in that
year. More specifically:

e Qutward flows from Latin America and the
Caribbean have become highly volatile in the
aftermath of the global financial crisis. They
decreased by 17 per cent in 2011, after a
strong 121 per cent increase in 2010, which
followed a large decline in 2009 (-44 per
cent). This high volatility is due in part to the
importance of the region’s offshore financial
centres such as the British Virgin Islands and
Cayman lIslands (which accounted for roughly
70 per cent of the outflows from Latin America
and the Caribbean in 2011). Such centres can
contribute to volatility in FDI flows, and they
can distort patterns of FDI (box I.1). In South
America, a healthy level of equity investments
abroad was undercut by a large negative swing
in intracompany loans as foreign affiliates of
some Latin American TNCs provided or repaid
loans to their home-country parent firms.

e FDI outflows from developing Asia (excluding
West Asia) declined marginally in 2011, after
a significant increase in the previous year.
Outward FDI from East Asia decreased, while
that from South Asia and South-East Asia rose
markedly. FDI from Hong Kong, China, the
region’s largest source of FDI, declined by 14
per cent to $82 billion. FDI outflows from China
also fell, to $65 billion, a 5 per cent decline
from 2010. Cross-border M&As by Asian firms
rose significantly in developed countries, but
declined in developing countries.

e FDI from Africa accounts for a much smaller
share of outward FDI from developing
economies than do Latin America and the
Caribbean, and developing Asia. It fell by
half in 2011, to $3.5 bilion, compared with
$7.0 billion in 2010. The decline in outflows
from Egypt and Libya, traditionally important
sources of outward FDI from the region,
weighed heavily in that fall. Divestments
by TNCs from South Africa, another major
outward investor, also pulled down the total.

e |n contrast, West Asia witnessed a rebound of
outward FDI, with flows rising by 54 per cent
to $25 billion in 2011, after falling to a five-
year low in 2010. The strong rise registered
in oil prices since the end of 2010 increased
the availability of funds for outward FDI from a
number of oil-rich countries — the region’s main
outward investors.

FDI outflows from the transition economies also
grew, by 19 per cent, reaching an all-time record
of $73 hilion. Natural-resource-based TNCs
in transition economies (mainly in the Russian
Federation), supported by high commodity prices
and increasing stock market valuations, continued
their expansion into emerging markets rich in
natural resources.!

Many TNCs in developing and transition economies
continued to invest in other emerging markets.
For example, 65 per cent of FDI projects by value
(comprising cross-border M&As and greenfield
investments) from the BRIC countries (Brazil, the
Russian Federation, India and China) were invested
in developing and transition economies (table 1.1),
compared with 59 percent in the pre-crisis period.

A key policy concern related to the growth in
FDI flows in 2011 is that it did not translate to an
equivalent expansion of productive capacity. Much
of it was due to cross-border acquisitions and
the increased amount of cash reserves retained
in foreign affiliates (rather than the much-needed
direct investment in new productive assets
through greenfield investment projects or capital
expenditures in existing foreign affiliates). TNCs
from the United States, for example, increased
cash holdings in their foreign affiliates in the form of
reinvested (retained) earnings.
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Table 1.1. Share of FDI projects by BRIC countries, by
host region, average 2005-2007

(pre-crisis period) and 2011
(Per cent)

World 100 100
Developed countries a1 34
European Union 18 14
United States 9 5
Developing economies 49 57
Africa 9 1
Asia 30 31
East and South-East Asia 13 22
South Asia 5 2

West Asia "
Latin America and the Caribbean 10 15
Transition economies 10 8

Memorandum

BRIC 8 1

Source: UNCTAD estimates based on cross-border M&A
database for M&As, and information from the Financial
Times Ltd, fDi Markets (www.fDimarkets.com) for
greenfield projects.

b. FDI by mode of entry

Cross-border M&As rose

greenfield investments have
shown diverging trends

ouer the past three years,
with M&As rising and
greenfield projects in slow
decline, although the value of

53 per cent in 2011 to $526
billion (figure 1.5), as deals
announced in late 2010
came to fruition, reflecting
both the growing value of
assets on stock markets
and the increased financial

greenfield investments is still capacity of buyers to carry

significantly higher.  ;+ 5ch operations. Rising
MG&A activity, especially in the form of megadeals in
both developed countries and transition economies,
served as the major driver for this increase. The
total number of megadeals (those with a value
over $3 billion) increased from 44 in 2010 to 62 in
2011 (annex table 1.7). The extractive industry was
targeted by a number of important deals in both
of those regions, while in developed countries a
sharp rise took place in M&As in pharmaceuticals.
M&As in developing economies rose slightly in
value. New deal activity worldwide began to falter
in the middle part of the year as the number of
announcements tumbled. Completed deals, which

Figure L.5. Value of cross-horder M&As
and greenfield FDI projects worldwide, 2007-2011
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Source: UNCTAD, based on UNCTAD cross-border M&A database
and information from Financial Times Ltd, fDi Markets
(www.fDimarkets.com).

Data for value of greenfield FDI projects refer to
estimated amounts of capital investment. Values of
all cross-border M&As and greenfield investments are
not necessarily translated into the value of FDI.

Note:

follow announcements by roughly half a year, also
started to slow down by year’s end.

In contrast, greenfield investment projects
remained flat in value terms, at $904 billion despite
a strong performance in the first quarter. Because
these projects are registered on an announcement
basis,? their performance coincides with investor
sentiment during a given period. Thus, their fall
in value terms beginning in the second quarter
of 2011 was strongly linked with rising concerns
about the direction of the global economy and
events in Europe. Greenfield investment projects in
developing and transition economies rose slightly
in 2011, accounting for more than two thirds of the
total value of such projects.

Greenfield investment and MG&A differ in their
impacts on host economies, especially in the initial
stages of investment (WIR00). In the short run,
M&As clearly do not bring the same development
benefits as greenfield investment projects, in
terms of the creation of new productive capacity,
additional value added, employment and so
forth. The effect of M&As on, for example, host-
country employment can even be negative, in
cases of restructuring to achieve synergies. In
special circumstances M&As can bring short-term
benefits not dissimilar to greenfield investments; for
example, where the alternative for acquired assets
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Box 1.1. The increasing importance of indirect FDI flows

The current geographical pattern of FDI in terms of home and host countries is influenced by several factors that
are not, or not adequately, taken into account by current data on FDI. A significant proportion of global FDI flows is
indirect. Various mechanisms are behind these indirect flows, including:

e Tax-haven economies and offshore financial centres. Tax-haven economies® account for a non-negligible and
increasing share of global FDI flows, reaching more than 4 per cent in 2011. It is likely that those investment flows
do not stay in the tax-haven economies and are redirected. At the regional or country level, the share of those
economies in inward FDI can be as high as 30 per cent for certain Latin American countries (Brazil and Chile), Asian
economies (Hong Kong, China) and the Russian Federation.

e Special-purpose entities (SPEs). Although many tax-haven economies are in developing countries, SPEs, including
financial holding companies, are more prevalent in developed countries. Luxembourg and the Netherlands are
typical of such countries (box table I.1.1). It is not known to what extent investment in SPEs is directed to activities
in the host economy or in other countries.

Box table 1.1.1. FDI stock in financial helding companies, 2009

(Per cent)

Economy Share in total
Inward Outward

Cyprus 33 3
Denmark 22 18
France 9 5
Luxembourg 93 %0
Netherlands 79 75
Argentina 2 i
Hong Kong, China 66 73
Singapore 34

Source: UNCTAD, FDI/TNC database (www.unctad.org/fdistatistics).
Note: Data for Hong Kong, China, refer to FDI in investment holdings, real
estate and various business activities.

FDI by SPEs and FDI from tax-haven economies are often indirect in the sense that the economies from
which the investment takes place are not necessarily the home economies of the ultimate beneficiary owners.
Such investments influence real patterns of FDI. Survey data on FDI stock in the United States allows
a distinction by countries of the immediate and the ultimate owner. The data show that FDI through SPEs or
originating in offshore financial centres is undertaken largely by foreign affiliates (e.g. as in Luxembourg)
(box table 1.1.2). By contrast, foreign assets of developing countries that are home to TNCs are underestimated in
many cases (e.g. Brazil).

In general, whether or not through the use of tax havens and SPEs, investments made by foreign affiliates of TNCs
represent an indirect flow of FDI from the TNC’s home country and a direct flow of FDI from the country where the
affiliate is located. The extent of this indirect FDI depends on various factors:

e Corporate governance and structures. A high degree of independence of foreign affiliates from parent firms induces
indirect FDI. Affiliates given regional headquarters status often undertake FDI on their own account.

e Tax. Differences in corporate taxation standards lead to the channelling of FDI through affiliates, some established
specifically for that purpose. For example, Mauritius has concluded a double-taxation treaty with India and has
attracted foreign firms — many owned by non-resident Indians — that establish holding firms to invest in India. As a
result, Mauritius has become one of the largest FDI sources for India.

e Cultural factors. Greater cultural proximity between intermediary home countries and the host region can lead to
TNCs channeling investment through affiliates in such countries. Investment in Central and Eastern Europe by
foreign affiliates in Austria is a typical case.

Investment can originate from any affiliate of a TNC system at any stage of the value chain. As TNCs operate more
and more globally, and their corporate networks become more and more complex, investments by foreign affiliates
will become more important.
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Box 1.1. The increasing importance of indirect FDI flows (concluded)

Box table 1.1.2. Inward FDI stock in the United States,
by immediate and ultimate source economy, 2000 and 2010
(Millions of dollars)

2000 2010
Source economy By immediate source By economy of ultimate By immediate source By economy of ultimate
economy beneficial owner economy beneficial owner

Australia 18775 18 624 49 543 52 893
Bahamas 1254 51 128 211
Bermuda 18 336 38085 5142 124 804
Brazil 882 1655 1093 15 476
Canada 114 309 127 941 206 139 238070
France 125740 126 256 184 762 209 695
Germany 122 412 131 936 212915 257 222
Hong Kong, China 1493 12 655 4272 11615
Japan 159 690 161 855 257 273 263 235
Korea, Republic of 3110 3224 15213 16610
Luxembourg 58930 1779 181 203 24 437
Mexico 7462 9854 12 591 33995
Netherlands 138 894 111514 217 050 118012
Netherlands Antilles 3807 1195 3680 12 424
Panama 3819 377 1485 761
Singapore 5087 5214 21831 21283
South Africa 704 1662 687 2190
Spain 5068 6352 40723 44 237
Sweden 21991 23613 40758 36 034
Switzerland 64719 54 265 192 231 61598
United Arab Emirates 64 1592 591 13319
United Kingdom 277 613 326 038 432 488 497 531
Venezuela, Bolivarian Republic of 792 4032 2 857 3111

Source: UNCTAD, based on information from the United States Department of Commerce, Bureau of Economic Analysis.

Source: UNCTAD.

@ As defined by OECD, includes Andorra, Gibraltar, the Isle of Man, Liechtenstein and Monaco in Europe; Bahrain,
Liberia and Seychelles in Africa; and the Cook Islands, Maldives, the Marshall Islands, Nauru, Niue, Samoa,
Tonga and Vanuatu in Asia; as well as economies in the Caribbean such as Anguilla, Antigua and Barbuda, Aruba,
Barbados, Belize, the British Virgin Islands, the Cayman Islands, Dominica, Grenada, Montserrat, the Netherlands
Antilles, Panama, Saint Kitts and Nevis, Saint Lucia, Saint Vincent and the Grenadines, the Turks and Caicos

Islands and the United States Virgin Islands.

would be closure. Privatizations are another special
case, where openness of the bidding process to
foreign acquirers will enlarge the pool of bidders and
increase the value of privatized assets to the State.
In any case, over a longer period, M&As are often
followed by sequential investments yielding benefits
similar to greenfield investments. Also, in other
investment impact areas, such as employment and
technology dissemination, the differentiated impact
of the two modes fades away over time.

c. FDI by sector and industry

In 2011, FDI flows rose in all
three sectors of production
(primary, manufacturing
and services), and the rise
was widespread across all
major economic activities.
This is confirmed by the

FDI in the services and pri-
mary sectors rebounded in
2011 after falling sharply in
2009 and 2010, with their
shares rising at the expense
of the manufacturing sector.

increased value of FDI projects (cross-border M&As
and greenfield investments) in various industries,
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which may be considered indicative of the sectoral
and industrial patterns of FDI flows, for which data
become available only one or two years after the
reference period. On the basis of the value of FDI
projects, FDI in the services sector rebounded
in 2011 to reach some $570 billion, after falling
sharply in the previous two years. Investment in the
primary sector also reversed the negative trend of
the previous two years, reaching $200 billion. The
share of both sectors rose slightly at the expense
of the manufacturing sector (table 1.2). Compared
with the average value in the three years before
the financial crisis (2005-2007), the value of FDI
in manufacturing has recovered. The value of FDI
in the primary sector now exceeds the pre-crisis
average, while the value of FDI in services has
remained lower, at some 70 per cent of its value in
the earlier period.

During this period, FDI in the primary sector
rose gradually, characterized by an increase in
investment in mining, quarrying and petroleum. It
now accounts for 14 per cent of total FDI projects
(see table 1.2). Investment in petroleum and natural
gas rose, mainly in developed countries and
transition economies, in the face of stronger final
demand (after a fall in 2009, global use of energy
resumed its long-term upward trend).® In the oil and
gas industries, for example, foreign firms invested
heavily in United States firms.*

The value of FDI projects in manufacturing rose by
7 per cent in 2011 (table 1.3). The largest increases
were observed in the food and chemicals industries,
while FDI projects in coke, petroleum and nuclear
fuel saw the biggest percentage decrease. The
food, beverages and tobacco industry was among
those least affected by the crisis because it

produces mainly basic consumption goods. TNCs
in the industry that had strong balance sheets took
advantage of lower selling values and reduced
competition to strengthen their competitive
positions and consolidate their roles in the industry.
For example, in the largest deal in the industry,
SABMiller (United Kingdom) acquired Foster’s
Group (Australia) for $10.8 billion.

The chemicals industry saw a 65 per cent rise
in FDI, mainly as a result of large investments in
pharmaceuticals. Among the driving forces behind
its growth is the dynamism of its final markets,
especially in emerging economies, as well as the
need to set up production capabilities for new
health products and an ongoing restructuring trend
throughout the industry. As a record number of
popular drugs lose their patent protection, many
companies are investing in developing countries, as
illustrated by the $4.6 billion acquisition of Ranbaxy
(India) by Daiichi Sankyo (Japan). The acquisition
by Takeda (Japan) of Nycomed (Switzerland), a
generic drug maker, for $13.7 bilion was one the
largest deals in 2011.

The automotive industry was strongly affected by
the economic uncertainty in 2011. The value of
FDI projects declined by 15 per cent. The decline
was more pronounced in developed countries
because of the effects of the financial and sovereign
debt crises. Excess capacity in industries located
in developed countries, which was already an
issue before the crisis, was handled through shift
reductions, temporary closures and shorter working
hours, but there were no major structural capacity
reductions, and thus divestments, in Europe.

FDI in the services sector rose by 15 per cent in
2011, reaching $570 billion. Non-financial services,

Table 1.2. Sectoral distribution of FDI projects, 2005-2011
(Billions of dollars and per cent)

Primary Manufacturing
Average 2005—-2007 130 670
2008 230 980
2009 170 510
2010 140 620
2011 200 660

Services Primary Manufacturing Services
820 8 4 50
1130 10 42 48
630 13 39 48
490 11 50 39
570 14 46 40

Source: UNCTAD estimates based on cross-border M&A database for M&As, and information from the Financial Times Ltd, fDi Markets

(www.fDimarkets.com) for greenfield projects.
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Table 1.3. Distribution shares and growth rates of FDI project values, by sector/industry, 2011
(Per cent)

Total 100
Primary 14
Mining, quarrying and petroleum 14
Manufacturing 46

Food, beverages and tobacco

Coke, petroleum and nuclear fuel

Chemicals and chemical products

Electrical and electronic equipment

Motor vehicles and other transport equipment
Services

Electricity, gas and water

Transport, storage and communications

Finance

—_
ooo‘:oooogc»mo-hov

Business services

15 -12
46 50
51 53

7 -1
18 40
37 -30
65 25

8 -26
15 10
15 -31
43 6
38 -31
13 -52

8 -33

Source: UNCTAD estimates based on cross-border M&A database for M&As, and information from the Financial Times Ltd, fDi

Markets (www.fDimarkets.com) for greenfield projects.

which accounted for 85 per cent of the total, rose
modestly, on the back of increases in FDI targeting
electricity, gas and water as well as transportation
and communications. A number of megadeals —
including Vattenfall’s acquisition of an additional
15 per cent stake, valued at $4.7 billion, in Nuon
(Netherlands) and Hutchison Whampoa's $3.8
billion acquisition of the Northumbrian Water Group
(United Kingdom) — increased the value of FDI
projects in electricity, gas and water. FDI projects
in the transportation and communication industry
also rose, with the majority coming from greenfield
investments in telecommunications. Latin America,
in particular, hosted a number of important
telecommunications investments from America
Movil (Mexico), Sprint Nextel (United States),
Telefonica (Spain) and Telecom ltalia (Italy), which all
announced projects that target the growing middle
class in the region.

Financial services recorded a 13 per cent increase
in the value of FDI projects, reaching $80 billion.
However, they remained some 50 per cent below
their pre-crisis average (see table 1.3). The bulk of
activity targeted the insurance industry, with the
acquisition of AXA Asian Pacific (France) by AMP

(Australia) for $11.7 billion. FDI projects in banking
remained subdued in the wake of the global
financial crisis. European banks, which had been
at the forefront of international expansion through
FDI, were largely absent, with a number of them
remaining under government control (WIR77: 71—
73).

d. Investments by special funds

Investments by private equity funds and sovereign
wealth funds (SWFs) have been affected quite
differently by the crisis and its aftermath. Private
equity funds have faced continuing financial
difficulties and are declining considerably as sources
of FDI. SWFs, by contrast, have continued to add
to their assets and strengthen their potential as
sources of FDI, especially in developing economies.

(i) Private equity funds and FDI

FDI by private equity funds® increased 18 per
cent to $77 bilion — measured by the net value
of cross-border M&As (table 1.4).5 They once
were emerging as a new and growing source of
international investment but have lost momentum.
Before the crisis, some private equity firms (e.g.
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FDI by private equity funds
rose in 2011 but remained
far short of its pre-crisis
auverage, with investments
in the services sector
outgrowing investments
in hoth the primary and
manufacturing sectors.
Rising concerns relate to

Apollo Management, RHJ
International and  KKR)
had listed their shares

in stock markets and
successfully raised funds
for investments. Most of
the money stemmed from
institutional investors, such
as banks, pension funds

long-term sustainabhility,

corporate governance.

and insurance companies.
Hence, the deterioration
of the finance industry in
the recent crisis has led to
difficulties in the private equity fund industry and
slowed the dynamic development of such funds’
investment abroad. The supply of finance for their
investments has shrunk. As a result, funds raised
by private equity have fallen by more than 50 per
cent since the peak in 2007, to about $180 billion
in 2011. The scale of investment has also changed.
In contrast to the period when large funds targeted
big, publicly traded companies, private equity in
recent years has been predominantly aimed at
smaller firms.

transparency and

While the private equity industry is still largely
concentrated in the United States and the United
Kingdom, its activity is expanding to developing
and transition economies where funds have been
established. Examples include Capital Asia (Hong
Kong, China), Dubai International Capital (United
Arab Emirates), and H&Q Asia Pacific (China).
Asian companies with high growth potential have
attracted the lion’s share of spending in developing
and transition regions, followed by Latin America
and Africa. In 2009-2010, private equity activity
expanded in Central and Eastern Europe (including
both new EU member States such as Poland, the
Czech Republic, Romania, Hungary and Bulgaria,
in that order, and transition economies such
as Ukraine). This activity was driven by venture
and growth capital funds, which are becoming
important in the financing of small and medium-
sized enterprises in the region.”

The private equity market has traditionally been
stronger in the United States than in other countries.
The majority of private equity funds invest in their
own countries or regions. But a growing proportion

of investments now cross borders. Private equity
funds compete in many cases with traditional TNCs
in acquiring foreign companies and have joined with
other funds to create several of the largest deals in
the world.®

In terms of sectoral interest, private equity
firms invest in various industries abroad but are
predominantly represented in the services sector,
with finance playing a significant part. However, the
primary sector, which was not a significant target
in the mid-2000s, has become an increasingly
important sector in the past few years (figure 1.6).
Private equity has targeted mining companies and
firms with a strong interest in the mining sector,
such as Japanese transnational trading houses
(sogo shosha).® Interest in manufacturing has also
been increasing, particularly in 2011.

Differences have also emerged between the
patterns of FDI by private equity firms in developing
countries and in developed ones. In developing
countries, they focus largely on services (finance
and telecommunications) and mining. In developed
countries, private equity firms invest in a wide range
of industries, from food, beverages and tobacco
in the manufacturing sector to business activities
(including real estate) in the services sector.

The increasing activity of private equity funds in
international investment differs from FDI by TNCs in
terms of the strategic motivations of the investors,
and this could have implications for the long-run
growth and welfare of the host economies. On the
upside, private equity can be used to start new
firms or to put existing firms on a growth path. For
example, it has been shown that firms that receive
external private equity financing tend to have a
greater start-up size and can therefore better
exploit growth potential. In developing countries,
where growth potential is high but perceived risks
are equally high, traditional investors are often
deterred or unfamiliar with the territory. Some
private equity funds specialize in developing
regions to leverage their region-specific knowledge
and better risk perception. For example, Helios
Investment Partners, a pan-African private equity
group with a $1.7 billion investment fund, is one
of the largest private equity firms specializing in
the continent. BTG Pactual, Avent International
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Table 1.4. Cross-horder M&As by private equity firms, 1996-2011
(Number of deals and value)

Share in total Share in total Share in total Share in total

Number (%) $ billion (%) Number (%) $ billion (%)
1996 932 16 42 16 464 13 19 14
1997 925 14 54 15 443 11 18 10
1998 1089 14 79 11 528 1 38 9
1999 1285 14 89 10 538 10 40 6
2000 1340 13 92 7 525 8 45 5
2001 1248 15 88 12 373 9 42 10
2002 1248 19 85 18 413 13 28 1"
2003 1488 22 109 27 592 20 53 29
2004 1622 22 157 28 622 17 76 33
2005 1737 20 221 24 795 16 121 26
2006 1698 18 271 24 786 14 128 20
2007 1918 18 555 33 1066 15 288 28
2008 1785 18 322 25 1080 17 204 29
2009 1993 25 107 19 1065 25 58 23
2010 2103 22 131 18 1147 21 65 19
2011 1900 19 156 15 902 16 77 15

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

Note:

Value on a net basis takes into account divestments by private equity funds. Thus it is calculated as follows: Purchases

of companies abroad by private equity funds (-) Sales of foreign affiliates owned by private equity funds. The table
includes M&As by hedge and other funds (but not sovereign wealth funds). Private equity firms and hedge funds refer
to acquirers as "investors not elsewhere classified". This classification is based on the Thomson Finance database on

M&As.

and Vinci Partners, all based in Brazil, are major
investors in Latin America, an $8 billion plus market
for private equity funds.

On the downside, some concerns exist about the
sustainability of high levels of FDI activity by private
equity funds. First, the high prices that private equity
funds paid for their investments in the past have
made it increasingly difficult for them to find buyers,
increasing further the pressure that private equity
firms normally exert to focus on short-run profit
targets, often leading to layoffs and restructuring
of companies.'® Second, acquiring stock-listed
companies deviates from the private equity funds’
former strategy of investing in alternative asset
classes (e.g. venture capital, unlisted small firms
with growth potential).

Furthermore, there are concerns related to
transparency and corporate governance, because
most funds are not traded on exchanges that

have regulatory mechanisms and disclosure
requirements. And there are differences in the
investment horizons of private equity funds and
traditional TNCs. Private equity funds, often driven
by short-term performance targets, hold newly
acquired firms on average for five to six years, a
period which has declined in recent years. TNCs,
which typically are engaged in expanding the
production of their goods and services to locations
abroad, have longer investment horizons.

Despite the implications of these differences for
the host economy, many private equity firms have
nevertheless demonstrated more awareness about
long-term governance issues and disclosure; for
example, environmental and social governance.
According to a survey by the British Private Equity
and Venture Capital Association (2011), more
than half of private equity firms have implemented
programmes on environmental and  social
governance in their investments.
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Figure 1.6. Cross-horder M&As by private equity firms,
by sector and main industry, 2005 and 2011

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

(i) FDI by sovereign wealth funds

With nearly $5 trillion in
assets under management
at the end of 2011, SWFs -
funds set up by or on behalf
of sovereign states — have

Cumulative FDI by
SIIFs amounts to only

$125 hillion, on an
asset base of nearly

assets in mature market economies. Only a small
proportion of their value (an estimated $125 billion)
is in the form of FDI. FDI thus accounts for less than
5 per cent of SWF assets under management and
less than 1 per cent of global FDI stock in 2011.
However, evidence shows a clear growth trend
since 2005 (figure |.7) — when SWFs invested a mere

$5 trillion, suggesting
significant potential for
further investment in
sustainahle development.

become important actors in
global financial markets.'?
The growth of SWFs has

$7 Dbillion — despite a steep decline in annual flows
in 2010 in response to global economic conditions.

been impressive: even during
2007-2011, a period spanning the global financial
crisis, and despite losses on individual holdings,
the total cumulative value of SWF assets rose
at an annual rate of 10 per cent, compared with
a 4 per cent decline in the value of international
banking assets.™ That growth is likely to continue
as the emerging-market owners of most funds
keep outperforming the world economy, and as
high commodity prices further inflate the revenue
surpluses of countries with some of the largest
SWFs.

SWFs are for the most part portfolio investors, with
the bulk of their funds held in relatively liquid financial

FDIby SWFsin developed countries has grown faster
than that in developing countries (table 1.5), also
reflecting the availability of acquisition opportunities
in North America and Europe during the crisis.
However, SWF FDI in developing countries is rising
steadily. Some countries in developing Asia that
have more advanced capital markets are already
significant recipients of investment by SWFs, but in
forms other than FDI.

FDI by SWFs is concentrated on specific projects in
a limited number of industries, finance, real estate
and construction, and natural resources (table
[.6). In part, this reflects the strategic aims of the
relatively few SWFs active in FDI, such as Temasek
(Singapore), China Investment Corporation, the
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Qatar Investment Authority and Mubadala (United
Arab Emirates). Even these four SWFs have
devoted only a fraction of their total holdings to
FDI. For example, Temasek is the most active SWF
investor in developing countries, where it holds
roughly 71 per cent of all its assets located abroad
(S$131 billion or $102 billion in 2011). Yet, only $3
billion of those assets are FDI (acquisitions of more
than 10 per cent equity).™

Despite SWFs’ current focus on developed
countries, and the concentration of their activities
with their long-term and strategically oriented
investment outlook, SWFs may be ideally well
placed to invest in productive activities abroad,
especially in developing countries, including in
particular the LDCs that attract only modest FDI
flows from other sources. The scale of their holdings
enables SWFs to invest in large-scale projects such
as infrastructure development and agricultural
production —key to economic development in many
LDCs — as well as industrial development, including
the build-up of green growth industries.

For both developing and developed countries,
investment by foreign State-owned entities in

strategic assets such as agricultural land, natural
resources or key infrastructure assets can lead
to legitimate policy concerns. Nonetheless, given
the huge gap across the developing world in
development financing for the improvement of
agricultural output, construction of infrastructure,
provision of industry goods as well as jobs, and
generation of sustainable growth, FDI by SWFs
presents a significant opportunity.

As SWFs become more active in direct investments
in infrastructure, agriculture or other industries
vital to the strategic interests of host countries,
controlling stakes in investment projects may not
always be imperative. Where such stakes are
needed to bring the required financial resources
to an investment project, SWFs may have
options to work in partnership with host-country
governments, development finance institutions
or other private sector investors that can bring
technical and managerial competencies to the
project — acting, to some extent, as management
intermediaries.

SWFs may set up, alone or in cooperation with
others, their own general partnerships dedicated

Figure 1.7. Annual and cumulative value of FDI by SWFs, 2000-2011
(Billions of dollars)
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Source: UNCTAD, cross-border M&A database (www.unctad.org/fdistatistics) and information
obtained from Financial Times Ltd, fDi Markets (www.fDimarkets.com).

Note:

Data include value of flows for both cross-border M&As and greenfield FDI projects

and only investments by SWFs which are the sole and immediate investors. Data do
not include investments made by entities established by SWFs or those made jointly
with other investors. In 2003-2011, cross-border M&As accounted for 85 per cent of

the total.
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Table 1.5. FDI by SWFs by host region/country, cumulative flows, 2005-2011
(Millions of dollars)

World 11 186 19 005 39673 63 085 93 476 106 534 125 152
Developed economies 5738 12 582 26 573 38 354 62 016 71722 84 346
Europe 4394 9438 17775 23429 39078 42148 53143
European Union 4394 9438 17746 23399 39049 42118 53113

United States 125 1925 5792 10210 10335 12 007 14029
Developing economies 5449 6 423 12 926 23544 29 277 31210 35 868
Africa 900 900 1304 7560 7560 8973 11418
Latin America and the Caribbean 228 228 1149 1216 1291 1696 3118
East and South-East Asia 4278 5040 5270 7 366 9845 9930 10721
South Asia 43 143 1092 1209 1239 1268 1268
West Asia - 112 4112 6193 9343 9343 9343
Transition economies - - 174 1187 2183 3602 3938

Source: UNCTAD, cross-border M&A database (www.unctad.org/fdistatistics) and information from the Financial Times Ltd,
fDi Markets (www.fDimarkets.com).

Note: Data refer to net M&A cumulative flows since 1992 and greenfield cumulative flows since 2003. Only data on investments
by SWFs that are the sole and immediate investors are included, not those made by entities established by SWFs or
those made jointly with other investors.

Table 1.6. FDI by SWFs by sector/industry, cumulative flows, 2005-2011
(Millions of dollars)

Total industry 11 186 19 005 39673 63 085 93 476 106 534 125 152
Primary 1170 1512 1682 3055 9 645 10 945 11899
Agriculture, hunting, forestry and fisheries - - 170 170 170 170 170
Mining, quarrying and petroleum 1170 1512 1512 2885 9475 10775 11729
Manufacturing 3114 4369 10 675 16 357 30122 31470 31594
Publishing and printing - - - 248 248 248 248
Coke, petroleum and nuclear fuel - - 5146 10 253 13449 13457 13 457
Chemicals and chemical products 2800 2800 2800 2800 3301 4641 4765
Rubber and plastic products - - 1160 1160 1160 1160 1160
Non-metallic mineral products - - - - 150 150 150
Metals and metal products 47 47 47 374 374 374 374
Machinery and equipment 15 15 15 15 15 15 15
Electrical and electronic equipment - 15 15 15 364 364 364
Motor vehicles and other transport equipment 251 1492 1492 1492 11 061 11 061 11 061
Services 6903 13124 27 316 43 673 53 709 64120 81659
Electricity, gas and water 1396 1396 2317 2317 2532 4112 8789
Construction 19 19 19 2738 3994 5227 13081
Hotels and restaurants 508 2300 3132 4174 4249 4337 4997
Trade 20 320 2125 2125 3011 5309 5380
Transport, storage and communications 14 303 3197 3499 3652 4532 6280
Finance 754 1296 4171 14878 15199 18 667 19 596
Business services 2697 5994 9282 10385 12413 12 698 14299
Real estate 2 697 5994 8872 9975 12 002 12 287 13889
Health and social services - - 1578 2062 2 062 2062 2 062
Community, social and personal service activities 1495 1495 1495 1495 6598 7174 7174

Source: UNCTAD, cross-border M&A database (www.unctad.org/fdistatistics) and information from the Financial Times Ltd,
fDi Markets (www.fDimarkets.com).

Note: Data refer to net cumulative flows through cross-border M&As since 1992 and cumulative flows through greenfield
projects since 2003. Only data on investments by SWFs that are the sole and immediate investors are included, not
those made by entities established by SWFs or those made jointly with other investors.
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to particular investment themes — for example,
infrastructure, renewable energy or natural
resources. In 2010, Qatar Holding, the investment
arm of the Qatar Investment Authority, set up a $1
billion Indonesian fund to invest in infrastructure
and natural resources in Indonesia. In the same
year, the International Finance Corporation (IFC)
committed up to $200 million as a limited partner
in the IFC African, Latin American and Caribbean
Fund, in which the anchor investors, with total
commitments of up to $600 million, include SWFs
such as the Korea Investment Corporation and the
State Oil Fund of the Republic of Azerbaijan, as well
as investors from Saudi Arabia. In 2011, Morocco’s
Tourism Investment Authority established Wissal
Capital, a fund that aims to develop tourism in the
country, through a partnership with the sovereign
funds of Qatar, the United Arab Emirates and
Kuwait, with investment funds of $2.5-4 billion.

Where SWFs do take on the direct ownership
and management of projects, investments could
focus on sectors that are particularly beneficial for
inclusive and sustainable development, including
the sectors mentioned above - agriculture,
infrastructure and the green economy - while
adhering to principles of responsible investment,
such as the Principles for Responsible Agricultural
Investment, which protect the rights of smallholders
and local stakeholders.”™ Expanding the role of
SWFs in FDI can provide significant opportunities
for sustainable development, especially in less
developed countries. Overcoming the challenges
of unlocking more capital in the form of FDI from
this investment source should be a priority for the
international community.

The growth rate of FDI
will slow in 2012, with
flows levelling off at ahout
$1.6 trillion. Medium-
term flows are expected
to rise at a moderate

hut steady pace, barring
macroeconomic shocks.

Prospects for FDI flows have
continued to improve since the
depth of the 2008-2009 crisis,
but they remain constrained
by global macroeconomic
and financial conditions. At
the macroeconomic level,
the prospects for the world
economy continue to be

challenging. After a marked slowdown in 2011,
global economic growth will likely remain tepid in

2012, with most regions, especially developed
economies, expanding at a pace below potential
and with subdued growth (United Nations et al.,
2012). Sluggish import demand from developed
economies is also weighing on trade growth, which
is projected to slow further. Oil prices rose in 2011
and are projected to remain relatively elevated
in 2012 and 2013, compared with the levels of
2010 (although recently there has been downward
pressure on prices). The global outlook could
deteriorate further. The eurozone crisis remains
the biggest threat to the world economy, but a
continued rise in global energy prices may also stifle
growth.

The global economic outlook has had a direct effect
on the willingness of TNCs to invest. After two years
of slump, profits of TNCs picked up significantly
in 2010 and continued to rise in 2011 (figure 1.8).
However, the perception among TNC managers of
risks in the global investment climate continues to
act as a brake on capital expenditures, even though
firms have record levels of cash holdings.

In the first months of 2012 cross-border M&As
and greenfield investments slipped in value. Cross-
border M&As, which were the driving force for
the growth in 2011, are likely to stay weak in the
remainder of 2012, judging from theirannouncement
data, although announcements increased slightly in
the last quarter. These factors indicate that the risks
to further FDI growth in 2012 remain in place.

UNCTAD scenarios for future FDI growth (figure
1.9) are based on the results of leading indicators
and an econometric model forecasting FDI inflows
(table 1.7). UNCTAD’s World Investment Prospects
Survey 2012-2014 (WIPS), data for the first quarter
of 2012 on FDI flows and data for the first four to
five months of 2012 on the values of cross-border
M&As and greenfield investment complement the
picture. On the basis of the forecasting model, the
recovery in 2012 is likely to be marginal. FDI flows
are expected to come in between $1.5 trillion and
$1.7 trillion, with a midpoint at about $1.6 trillion.
WIPS data, strong earnings data (driving reinvested
earnings) and first-quarter FDI data support this
estimate. In the medium term, FDI flows are
expected to increase at a moderate but steady
pace, reaching $1.8 trillion in 2013 and $1.9 trillion
in 2014 (baseline scenario).This trend also reflects
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Figure 1.8. Profitahility” and profit levels of TNCs, 1999-2011

(Billions of dollars and per cent)
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Source: UNCTAD, based on data from Thomson One Banker.
a Profitability is calculated as the ratio of net income to total sales.
Note: The number of TNCs covered in the calculations is 2,498.

opportunities arising not only from corporate and
industry restructuring, including privatization or re-
privatization, particularly in the crisis-hit countries,
but also from continued investment in crisis-resilient
industries related to climate change and the green
economy such as foods and the energy sector.

The baseline scenario, however, does not take into
account the potential for negative macroeconomic
shocks. It is also possible that the fragility of the
world economy, the volatility of the business
environment, uncertainties related to the sovereign

Figure 1.9. Glohal FDI flows, 2002-2011, and projection

for 2012-2014
(Billions of dollars)
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debt crisis and apparent signs of lower economic
growth in major emerging-market economies will
negatively impact FDI flows in the medium term,
including causing them to decline in absolute terms
(scenario based on macroeconomic shocks).

The growth of FDI inflows in 2012 will be moderate
in all three groups — developed, developing and
transition economies (figure 1.10; table 1.7). All these
groups are expected to experience further growth
in the medium term (2013-2014).

Figure 1.10. FDI flows by group of economies,

2002-2011, and projection for 2012-2014
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There are some regional differences. In developing
regions, inflows to Africa are expected to recover
as a result of stronger economic growth, ongoing
economic reforms and high commodity prices,
as well as improving investor perceptions of the
continent, mainly from other emerging markets
(chapter 1l). In contrast, growth of FDI flows is
expected to be moderate in Asia (including East and
South-East Asia, South Asia and West Asia) and
Latin America. FDI flows to transition economies
are expected to grow further in 2012 and exceed
the 2007 peak in 2014, in part because of the
accession of the Russian Federation to the World
Trade Organization and a new round of privatization
in the region.

These regional forecasts are based mainly on
economic fundamentals and do not necessarily
take into account region-specific risk factors such
as intensifying financial tensions in the eurozone
or policy measures such as expropriations and
capital controls that may significantly affect investor
sentiment. (For a detailed discussion of the
econometric model, see box 1.3 in WIR71.)

Responses to this year's WIPS (box 1.2) revealed
that firms are cautious in their reading of the current
global investment environment. Investor uncertainty
appears to be high, with roughly half of respondents
stating that they were neutral or undecided about
the state of the international investment climate for
2012. However, although respondents who were
pessimistic about the global investment outlook

Figure 1.11. TNCs’ perception of the global

investment climate, 2012-2014
(Percentage of respondents)

1.7 6.2
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53.4
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19.6
2012 ‘ 2013 ‘ 2014

Optimistic and very optimistic mNeutral - Pessimistic and very pessimistic

Source: UNCTAD survey.
Note: Based on 174 validated company responses.

for 2012 outnumbered those who were optimistic
by 10 percentage points, medium-term prospects
continued to hold relatively stable (figure 1.11).
Also, the uncertainty among investors does not
necessarily translate to declining FDI plans. When
asked about their intended FDI expenditures, half of
the respondents forecast an increase in each year
of the 2012-2014 period over 2011 levels.

a. By mode of entry

Among the ways TNCs  Equity and non-equity

enter foreign markets, forms of investment will
equity modes (including  grow in importance for
M&As and greenfield/  TNEs in the medium term,
brownfield  investments) as the importance of

are set to grow in

importance, according to
responses to this year’s
WIPS. Roughly 40 to 50 per cent of respondents
remarked that these modes will be “very” or
“extremely” important for them in 2014 (figure
[.12). In the case of M&As, this reflects in part the
increasing availability of potential targets around
the world, especially in developing and transition
economies. This trend is likely to drive M&As in
these economies in the medium term as TNCs from
both developed and developing economies seek to
fulfil their internationalization plans. Nevertheless,
M&A activity will be heavily contingent on the health
of global financial markets, which could hamper any
increase in activity in the short term.

economies declines.

International production by TNCs through equity
modes is growing in importance, as are, to a lesser
extent, non-equity modes, which nearly one third
of respondents stated would be highly important in
2014 (up from one quarter saying so for 2012). In
contrast, exports from TNCs’ home countries are
set to decline in importance in the medium term
(figure 1.12). The rise of complex global production
networks has reduced the importance of exports
from home by TNCs (Epilogue, WIR70). Whereas
43 per cent of survey respondents gave home-
country exports high importance in 2012, only 38
per cent did so for 2014. Among manufacturing
TNCs, which often operate highly developed
global networks, the decline was greater, falling 7
percentage points over the period.

exports from TNCs’ home
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Table I.7. Summary of econometric results of medium-term baseline scenarios of FDI flows, by region

(Billions of dollars)

2005-2007 2009-2011 2009 2012 2013 2014

Global FDI flows 1473 1344 1198 1309 1524 1495-1695 1630-1925 1700-2110
Developed countries 972 658 606 619 748 735-825 810-940 840-1 020
European Union 646 365 357 318 421 410450 430-510 440-550
North America 253 218 165 221 268 255-285 280-310 290-340
Developing countries 443 607 519 617 684 670-760 720-855 755-930
Africa 40 46 53 43 43 55-65 70-85 75-100
Latin America and the Caribbean 116 185 149 187 217 195-225 215-265 200-250
Asia 286 374 315 384 423 420-470 440-520 460-570
Transition economies 59 79 72 74 92 90-110 100-130 110-150

Source: UNCTAD estimates, based on UNCTAD (for FDI inflows), IMF (G20 growth, GDP and openness) and United Nations
(oil price) from the Link project.

Note: The variables employed in the model include: market growth of G-20 countries (G-20 growth rate), market size (GDP of
each individual country), price of oil and trade openness (the share of exports plus imports over GDP). The following
model, FDl=a,+a,"G20,+a,"GDP),+a3*Openness,+a4"0il_price,.,+a5'FDI, +¢, , IS estimated with fixed effect panel regression using
estimated generalized least squares with cross-section weights. Coefficients computed by using White’s hereroscedasticity-
consistent standard errors.

Box 1.2. World Investment Prospects Survey 2012-2014: methodology and results

The aim of the WIPS is to provide insights into the medium-term prospects for FDI flows. This year’s survey was directed
to executives in the largest 5,000 non-financial TNCs and professionals working in 245 national and sub-national IPAs.?
Questions for TNC executives were designed to capture their views on the global investment climate, their company’s
expected changes in FDI expenditures and internationalization levels, and the importance their company gives to
various regions and countries. IPAs were asked about their views on the global investment climate and which investor
countries and industries were most promising in terms of inward FDI.

This year’s survey results are based on 174 validated responses by TNCs and 62 responses by IPAs collected by
e-mail and through a dedicated website between February and May 2012. TNCs in developed economies accounted
for 77 per cent of responses (Europe, 44 per cent; other developed economies — mainly Japan — 27 per cent; and
North America, 6 per cent). TNCs in developing and transition economies accounted for 23 per cent of responses
(Asia, 12 per cent; Africa, 6 per cent; Latin America and the Caribbean, 4 per cent; and transition economies,
1 per cent). In terms of sectoral distribution, 57 per cent of respondent TNCs were classified as operating in the
manufacturing sector, 36 per cent in the services sector and 7 per cent in the primary sector. For IPAs, 74 per cent of
respondents were located in developing or transition economies and 26 per cent were located in developed economies.

Source: UNCTAD.
@ The past surveys are available at www.unctad.org/wips.

b. By industry to the survey results. Manufacturing TNCs were
the most bullish about their foreign investments
Rithough FDI Reflecting the general trend, iy 2012, with roughly 60 per cent of respondents
expenditures are setto  TNCs  across all  major  ipgicating that they will be increasing their FDI
increase, short-term  Sectors are similarly cautious  gypenditures over 2011 levels. In contrast, only
concerns about the global @bout  the international 45 per cent of TNCs in the primary sector and 43
investment climate are  "Vestment climate in 2012, her cent of those in services expected an increase.
shared across industries; however, medium-term  For 2014, however, more than half of TNCs in all
primary sector TNCs may prospects appear sronger  three major sectors foresaw an increase in their FDI
across sectors. budgets, in line with their rising optimism about the
Short-term FDI plans vary  9global investment environment.

across sectors, according

temper their investment
plans in the medium term.
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Figure 1.12. Importance of equity and non-equity modes of entry, 2012 and 2014
(Percentage of survey respondents selecting the mode of entry as

“very important” or “extremely important”)
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Source: UNCTAD survey.

Note: Based on 174 validated company responses.

Overall trends, however, reflect a more complex
spectrum of FDI prospects by sector. In the primary
sector nearly 40 per cent of respondents forecast
cuts in their FDI expenditures in 2013, with 30 per
cent indicating this intention for 2014 as well. These
percentages are much higher than those in other
sectors, suggesting that the growth of FDI activity
in the primary sector may slow in the medium term
as TNCs consolidate the numerous acquisitions
they have made in recent years. Notably, in the
services sector a relatively high level of respondents
(roughly 4 in 10) reported no expected change in
FDI expenditures over the period.

At the receiving end of FDI projects, IPAs’ views
appear to be highly split by major region. IPAs in
developed economies gave high marks to the
prospects for FDI in high-tech industries — such as
scientific research and development (R&D), as well
as computer programming and consultancy —which
they view as the most promising for attracting FDI
to their countries. IPAs in developing and transition
economies had a more expansive view, noting as
promising for inward FDI activities in a variety of
industries across sectors, including manufacture
of food products, accommodation, mining of metal
ores, extraction of crude petroleum and natural
gas, and real estate activities.

Follow-on
investment in
existing operations
(brownfield)

49%

Non-equity
modes (for
example, licensing,
franchising, contract
manufacturing)

TNC exports from
home country

c. By home region

This year’s survey reveals a
significant shift in opinions on
the global investment climate
held by TNCs in developed
economies and by TNCs in
developing and transition
economies. While the latter
have historically been more
optimistic, results from the survey show that only
14 per cent were optimistic for 2012, compared
with 21 per cent of the former. Strikingly, TNCs in
developed economies were also less pessimistic
than their peers in developing and transition
economies about the global investment climate
in 2013 and 2014 (9 per cent in 2013 and 4 per
cent in 2014, compared with 20 per cent and 14
per cent). Yet, the inescapable undertone of this
year's survey results is that investor uncertainty
remains high, with 57 per cent of respondents from
developing and transition economies either neutral
or undecided about the investment climate in 2012.

FDI budgets are set
to expand across
home regions, though
developing-country
TNCs may rationalize
their expenditures in
the medium term.

Despite the uncertainty that TNCs, regardless of
their region of origin, foresee an increase in their
FDI expenditures in 2012 and beyond. For 2012,
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more than half of the respondents across all groups
of economies forecast an increase in their FDI over
2011 levels. Differences begin to appear when
comparing medium-term prospects. Reflecting
their greater pessimism about the medium term,
nearly one quarter of respondents in developing
and transition economies foresaw a decline in their
FDI budgets in 2013 and 2014. This is in marked
contrast to their developed-country peers, of which
only 1in 10 forecast a cut. In part this reflects the
differing trends in outward FDI from these regions.
TNCs from developing and transition economies,
which continued to invest at near record levels
during the crisis, may focus on rationalizing their
investments in the medium term, consolidating their
purchases and pursuing organic growth. TNCs
from developed countries, in contrast, may just be
entering new cycle of FDI expenditures after cutting
back dramatically during the crisis. These dynamics
may yield an increase in the share of global outward
FDI originating in developed economies in the
medium term, even though the long-term trend is
likely to be one of greater participation by TNCs
from developed and transition economies.

Reflecting these trends, IPAs largely saw developed-
country TNCs as the most promising sources of FDI
in the medium term (figure 1.13). Only four developing
economies were ranked as the most promising
over the period by 10 per cent or more of the IPA
respondents. China led the list, with more than 60
per cent of respondents selecting it, thanks largely to
the rapid increase of its outward FDI in recent years.
Chinese TNCs have raised awareness of their home
country as a source of investment through their
active role in a number of industries and the wide
spread of their FDI projects over a large number of
host economies. The United States, Germany and
the United Kingdom ranked as the most promising
developed-economy investors, underscoring their
continuing role in global FDI flows despite the fallout
of the global financial and economic crisis.

Figure 1.13. IPAs’ selection of most promising investor
home economies for FDI in 2012-2014
(Percentage of IPA respondents selecting

economy as a top source of FDI)
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Source: UNCTAD survey.
Note: Based on 62 IPA responses.

d. By host region

IPAs, like TNCs, were also  Developing and

cautious about the global
investment situation in 2012.
Only one third of respondents
in both developed economies
and developing and transition
economies were optimistic

transition economies will
continue to experience
strong FDI inflows in the
medium term, hecoming
increasingly important
for TNCs worldwide.

about FDI flows for the year.

Low optimism about the global situation did not,
however, translate to expectations about inflows,
with nearly 60 per cent of respondents in both
groups of economies expressing optimism in that
regard. For the medium term, IPAs — regardless
of location — exhibited a rising optimism, although
those in developing and transition economies were
clearly the most optimistic when it came to their
own countries’ prospects for FDI inflows in 2014.

This optimism is not unwarranted. TNCs that
respond to the survey have increasingly ranked
developing-country  host regions as highly
important. Developing Asia scores particularly well,
with 64 per cent of respondents rating East and
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South-East Asia as “very” or “extremely” important
and 43 per cent giving the same rating to South
Asia. The rising importance of these regions as
destinations for FDI does not come at the expense
of developed regions. The survey results suggest
that the EU and North America remain among the
most important regions for FDI by TNCs.

The importance of developing regions to TNCs as
locations for international production is also evident
in the economies they selected as the most likely
destinations for their FDI in the medium term.
Among the top five, four are developing economies
(figure 1.14). Indonesia rose into the top five in this
year's survey, displacing Brazil in fourth place.
South Africa entered the list of top prospective
economies, ranking 14™ with the Netherlands and
Poland. Among developed countries, Australia and
the United Kingdom moved up from their positions
in last year’s survey, while Germany maintained its
position.

Figure 1.14. TNCs’ top prospective host economies
for 2012-2014

(Percentage of respondents selecting economy
as a top destination)

(x) = 2011 ranking

1 China (1)

2 United States (2)

3 India (3)

4 Indonesia (6)

5 Brazil (4)

6 Australia (8)

6 United Kingdom (13)
8 Germany (8)

DUUUUUHHH

8 Russian Federation (5)
8 Thailand (12)

11 Viet Nam (11)

12 Mexico (10)

13 Japan (-)

14 Netherlands (-)

14 Poland (6)

14 South Africa (-)

17 Korea, Republic of (-)
17 Sweden (-)

19 France (19)

19 ltaly (-)

19 Malaysia (19)

[]Developed economies

D‘D'LI'I_I'U‘D'D‘D

] Developing and
transition économies

O]

20 40 60
Source: UNCTAD survey.
Note: Based on 174 validated company responses.
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B. INTERNATIONAL PRODUCTION AND THE LARGEST TNCs

1. International production

International production
gathered strength across
all major indicators (sales,
value added, assets,

exports and employment),
gathered strength, even ;. o014 a0 1.8). The

as developed economies underlying  factors  for
struggled to returnto  thjs increase were two-
sustainable growth.  fo/g. First, the relatively
favourable economic
conditions during the year, especially in emerging
markets but also in some developed countries
like the United States, increased demand for the
goods and services produced by foreign affiliates
representing the breadth of FDI stock. Second,
that stock continued to be augmented by new
FDI flows during the year, as TNCs increased their
internationalization.

Foreign affiliates posted
strong employment
growth in 2011, as
international production

Employment in foreign affiliates rose noticeably
during the year, as TNCs continued to expand
their production abroad in response to the rise in
market opportunities in emerging markets. Globally,
foreign affiliates accounted for 69 million jobs in
2011, an 8 per cent increase over the previous
year. This stands in stark contrast to the 2 per
cent increase in employment projected globally
for 2011 (LO, 2012). Developing and transition
economies increasingly account for the majority
of employment in foreign affiliates. China alone,
for example, accounted for 18.2 million, or 28 per
cent, of the total in 2010 (China National Bureau of
Statistics, 2012). This trend continued to be driven
by increased FDI generated by both efficiency-
and market-seeking motivations, with much of
the recent momentum being driven by the latter. A
rapidly expanding middle class has attracted FDI
in both the manufacturing and the services sectors
as TNC executives seek to go “local” and improve
their positions in emerging markets (PWC, 2012).

Foreign affiliates’ sales and value added also rose
in 2011, continuing their recovery from the lows
during the crisis. After dipping in 2009, sales
generated by foreign affiliates rebounded in 2010
(table 1.8). This trend continued into 2011, with

sales rising 9 per cent over the previous year,
hitting a record $28 trillion. Likewise, value added
increased, reaching $7 trillion, or roughly 10 per
cent of global GDP. Although M&As, especially in
developed economies, have driven sales and value
added figures in the past, the strong recent growth
in international production originating in emerging
markets has come largely from TNCs pursuing
the organic growth of their own facilities and joint
ventures with local companies (Deloitte, 2011). As
noted in section A.1.b, in developing and transition
economies rising international production is often
generated from new production capacity, through
greenfield investment, rather than through a change
in ownership of existing assets.

The financial performance of foreign affiliates also
improved in 2011. The rate of return on outward FDI
rose 0.9 percentage points to 7.3 per cent (table
1.8). Although this increase brings it near its 2005
high of 7.6 per cent, it remains below the more than
10 per cent returns of the early 1980s. This long-
term structural decline in performance is likely to
be the result of the changing industry composition
of FDI stock over time, with a shift from capital-
intensive, high-return activities in the primary sector
to services-related activities with relatively lower
returns.

Results from UNCTAD’s annual survey of the
internationalization levels of the world’s largest
TNCs reflect these global trends in international
production, though they also suggest that the top
100 TNCs, mostly from developed economies,
continue to struggle in their activities at home.
Foreign sales of the largest 100 TNCs in the world
increased almost 20 per cent in 2011, while their
domestic sales — largely in developed economies
—rose 13 per cent (table 1.9). Foreign employment
likewise expanded, rising 4 per cent for the year,
while domestic employment slumped, falling 3 per
cent. Although some of this differential represents
the easier expansion of sales and employment in
emerging markets than in mature markets, it also
highlights the sluggish recovery of developed
economies in the aftermath of the crisis. These
trends in sales and employment are likely to be
reinforced by the increasing impact of austerity
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Table 1.8. Selected indicators of FDI and international production, 1990-2011

(Billions of dollars, value at current prices)

FDI inflows 207
FDI outflows 241
FDI'inward stock 2081
FDI outward stock 2093
Income on inward FDI 75
Rate of return on inward FDI® 4.2
Income on outward FDI @ 122
Rate of return on outward FDI® 6.1
Cross-border M&As 99
Sales of foreign affiliates 5102
Value added (product) of foreign affiliates 1018
Total assets of foreign affiliates 4599
Exports of foreign affiliates 1498
Employment by foreign affiliates (thousands) 21458
Memorandum:
GDP 22 206
Gross fixed capital formation 5109
Royalties and licence fee receipts 29
Exports of goods and non-factor services 4382

1473 1198 1309 1524
1501 1175 1451 1694
14 588 18 041 19907 20438
15812 19 326 20 865 21168
1020 960 1178 1359
7.3 56 6.3 7.1
1100 1049 1278 1470
7.2 56 6.4 7.3
703 250 344 526
20 656 23 866 25622 ¢ 27877 °©
4949 6392 6560 © 7183 ¢
43 623 74910 75609 ° 82131°¢
5003 5060 6267 ¢ 7358 ¢
51593 59 877 63903 ° 69 065 °
50 411 57 920 63075 ¢ 69 660 °
11208 12735 13940 15770
156 200 218 242
15008 15196 18821 © 22095 °

Source: UNCTAD.

@ Based on data from 168 countries for income on inward FDI and 136 countries for income on outward FDI in 2011, in both
cases representing more than 90 per cent of global inward and outward stocks.

b Calculated only for countries with both FDI income and stock data.

¢ Data for 2010 and 2011 are estimated based on a fixed effects panel regression of each variable against outward stock and

a lagged dependent variable for the period 1980-2009.

9 Data for 1995-1997 are based on a linear regression of exports of foreign affiliates against inward FDI stock for the period
1982-1994. For 1998-2011, the share of exports of foreign affiliates in world export in 1998 (33.3 per cent) was applied to

obtain values.
¢ Data from IMF, World Economic Outlook, April 2012.

Note: Not included in this table are the value of worldwide sales by foreign affiliates associated with their parent firms through
non-equity relationships and of 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 Australia, Austria, Belgium, Canada, the Czech Republic, Finland, France, Germany, Greece, Israel, Italy, Japan, Latvia,
Lithuania, Luxembourg, Portugal, Slovenia, Sweden, and the United States for sales; those from the Czech Republic,
France, Israel, Japan, Portugal, Slovenia, Sweden, and the United States for value added (product); those from Austria,
Germany, Japan and the United States for assets; those from the Czech Republic, Japan, Portugal, Slovenia, Sweden,
and the United States for exports; and those from Australia, Austria, Belgium, Canada, the Czech Republic, Finland,
France, Germany, Italy, Japan, Latvia, Lithuania, Luxembourg, Macao (China), Portugal, Slovenia, Sweden, Switzerland
and the United States for employment, on the basis of the shares of those countries in worldwide outward FDI stock.

policies, particularly in Europe, and a possible
return to recession in many developed economies
in2012.

In contrast, data on internationalization indicators
for the largest 100 TNCs domiciled in developing
and transition economies, reveal the relative
strength of their home economies. While foreign
assets of those economies rose 7 per cent in 2010,
a rate faster than that of the largest 100 TNCs, the
rise could not keep up with the remarkable 23 per
cent increase in domestic assets (table 1.9). Sales
at home also outpaced foreign sales in terms of
growth, though both easily surpassed growth
rates seen among developed-economy TNCs.

The only area where this trend did not hold was
in employment, where the growth of foreign jobs
outpaced that of domestic jobs in 2010.

For both groups of TNCs, however, their investment
behaviour is indicative of their intention to follow
through with their proactive internationalization
plans. The top 100 TNCs undertook FDI projects
worth $374 billion in 2011, largely driven by a
minority of the group’s members (figure 1.15.a).
During the year, the group concluded $194 billion
in gross cross-border deals, representing 20 per
cent of M&A purchases in the world by value. The
share of cross-border deals in their total deals,
both domestic and foreign, reached 72 per cent
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Table 1.9. Internationalization statistics of the 100 largest non-financial TNCs worldwide
and from developing and transition economies

(Billions of dollars, thousands of employees and per cent)

2009-2010 2010-2011
2009 2010° % Change 2011° % Change 2009 2010 % Change

Assets

Foreign 7147 7495 4.9 7776 3.7 997 1068 71

Domestic 4396 4497 0.5 4584 3.8 2154 2642 22.6

Total 11 543 11912 3.2 12 360 3.8 3152 3710 17.7

Foreign as % of total 62 63 10°¢ 63 0.0°¢ 32 29 -29°¢
Sales

Foreign 4602 4870 5.8 5696 17.0 91 1113 221

Domestic 2377 2721 145 3077 13.1 1003 1311 30.7

Total 6979 7590 8.8 8774 15.6 1914 2424 26.6

Foreign as % of total 66 64 -1.8°¢ 65 08¢ 48 46 -1.7°¢
Employment

Foreign 8568 8684 14 9059 43 3399 3726 9.6

Domestic 6576 6502 -1.1 6321 -2.8 4860 5112 5.2

Total 15144 15186 0.3 15380 1.3 8259 8837 7.0

Foreign as % of total 57 57 0.6° 59 1.7¢ 4 42 10°

Source: UNCTAD.

@ Revised results.

° Preliminary results.

¢ In percentage points.

Note: From 2009 onwards, data refer to fiscal year results reported between 1 April of the base year and 31 March of the
following year. Complete 2011 data for the 100 largest TNCs from developing and transition economies are not yet

available.

Figure 1.15. Top investors among the largest TNCs, 2011

(Billions of dollars of completed cross-border M&As? and greenfield investments)

(a) Largest 100 TNCs worldwide
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TNCs’ record cash levels
have so far not translated
into sustained growth in
investment levels, though
improved economic
conditions could fuel a
future surge in FDI.
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in 2011, a level significantly higher than that of
the preceding two years (roughly 50 per cent).
Greenfield investments fell slightly to $180 billion in
2011, though this amount still represented 20 per
cent of all greenfield investment projects.

FDI activity by the largest 100 TNCs from developing
and transition economies slowed in 2011, after
nearly doubling in 2010. As a group, these TNCs
completed $119 billion of FDI projectsin 2011 ($109
billion, excluding TNCs that are also members of the
top 100 TNCs worldwide). Greenfield investments
reached $66 billion, or 55 per cent of their total
FDI projects, accounting for roughly 7 per cent of
total projects around the world. The value of gross
cross-border M&As completed by the group in
2011 jumped 42 per cent to $53 billion, or roughly
5.5 per cent of all deals. VimpelCom Ltd (Russian
Federation) was the primary driver of this increase,
completing $23 billion in deals during the year
(figure 1.15.b).

2. Disconnect between cash holdings and
investment levels of the largest TNCs

In  the aftermath of the
recent global crisis, a lack of
business investment stymied
economic recovery, especially
in developed economies. This
occurred at the same time as
many  corporations  around
the world were posting record
cash holdings. In the United States, for example,
the non-financial corporations in the S&P 500 had
cash holdings, including short-term investments, of
$1.24 trillion at the end of 2011."” Globally UNCTAD
estimates that TNCs had cash holdings of $4-5
trillion in 2011, including a significant share held
as earnings retained overseas (UNCTAD, 2011a).
However, it is unclear to what extent corporations
can or will convert their sizable cash holdings into
new investment. This section analyses this seeming
disconnect between cash holdings and investment
through an examination of the annual reports of the
largest 100 TNCs, which account for a significant
share of global FDI flows and international
production (section B.1), with a particular view to
their FDI expenditures.

Figure 1.16. Top 100 TNCs: cash holdings, 2005-2011

(Billions of dollars and per cent)
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=== Cash and short-term investments
—+-Cash and short-term investments to total assets (right)

Source: UNCTAD, based on data from Thomson ONE.

Note: “Excess” cash and short-term investments are those above
the cash level implied by the 2005-2008 average cash-to-
assets ratio.

Following the general trend observed globally, the
largest 100 TNCs also sharply increased their cash
holdings (figure 1.16). Compared with their 2008
levels, cash and short-term investments rose by
one third, to reach a peak of $1.03 trillion in 2010.
Concomitantly, the ratio of their cash to total assets
jumped nearly 1.5 percentage points, from an
average of 7.6 per cent in 2005-2008 to 9.1 per
cent in 2010. This seemingly small change marks
a sharp change in their cash-holding behaviour.
Using the immediate pre-crisis ratio as a baseline,
the largest 100 TNCs held an estimated $166 billion
more in cash in 2010 than their pre-crisis behaviour
would suggest.

Although this is a substantial sum, “excess” cash
holdings are a symptom of the financial uncertainty
that TNCs were faced with, rather than a cause of
the decline in their investment activities. Today’s
“excess” cash must be contrasted with yesterday’s
surge in debt. In the run-up to the financial crisis, the
largest 100 TNCs, and corporations more generally,
availed themselves of the favourable market
conditions of the time to open or expand their lines
of credit with financial institutions and to tap debt
markets. UNCTAD’s analysis of corporate reports
between 2006 and 2008 finds that the largest
100 TNCs added a net $709 billion in debt. This
flood of borrowed money allowed the largest TNCs
to maintain their dividend payments, repurchase
shares and expand their investment expenditures,
all at the same time (figure 1.17).
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Figure 1.17. Top 100 TNCs: major cash sources and uses, 2005-2011
(Billions of dollars)

Uses
Uses
Uses

Sources
Sources
Sources

2005 2006 2007

Sources

2008

Net issuance/retirement of debt

Capital expenditures
= Cash dividends paid

Uses
Uses
Uses
Uses

Sources
Sources
Sources

2009 2010 2011

= Net cash from operating activities
= Acquisition of business
= Net issuance/retirement of stock

Source: UNCTAD, based on data from Thomson ONE.

With the outbreak of the global financial crisis, this
flood of available finance became a trickle seemingly
overnight. Over the next two years, the top 100
TNCs faced a roughly $400 billion hole in their cash
flows as net issuance of debt fell from $289 billion
in 2008 to a net repayment of $125 billion in 2010,
as debt markets froze and lenders refused to roll
over maturing debt. The need to compensate for
reduced credit issuance and to spend cash on
debt repayments required a significant build-up
of liquidity levels. Fiat (ltaly) is a prime example of
this behaviour, nearly quadrupling its cash holdings
between 2008 and 2009 in an effort to create
sufficient liquidity to cover its looming financial
liabilities.®

The top 100 TNCs were forced to make difficult
decisions on how to bring their expenditures in
line with the cash generated from their operations.
These measures, including layoffs and the shuttering
of plants, were widely reported in the media and
noted in the World Investment Report 2009 (WIR09:
21-22), but they cut costs only marginally. To
close the gap, TNCs were forced to contemplate
cutting dividends or investment expenditures. Given
companies’ extreme reluctance to cut their dividends
for fear of seeing their stock price punished by the
market, most TNCs decided to slash their investment
budgets. Capital expenditures and acquisitions

experienced a 23 per cent retrenchment between
2008 and 2009, despite a fall of only 5 per cent
in cash from operating activities. In contrast, cash
dividends retreated only 8 per cent, largely in line
with the fall in cash from operations.

Figure 1.18. Top 100 TNCs: capital expenditures and
acquisitions, 2005-2011
(Billions of dollars and per cent)
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Source: UNCTAD, based on data from Thomson ONE.

Note: Domestic versus foreign split of acquisitions calculated
using data on the top 100 TNCs from UNCTAD’s M&A
database. Domestic versus foreign split of capital
expenditures calculated using available data from annual
reports of the top 100 TNCs over the period (on average,
data for 39 firms per year).
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While investment expenditures fell in general, not
all types of investment were affected equally (figure
1.18). Capital expenditures, which play a crucial
role in shaping the long-term direction of any
company, were the most resilient. Foreign capital
expenditures, in particular, were the least affected,
with only an 8 per cent decline between 2008 and
2009. Domestic capital expenditures, however,
experienced a 25 per cent cut, reflecting the
relatively weaker economic conditions in the home
economies of the top 100 TNCs — mainly developed
countries. Acquisitions were reduced sharply, falling
50 per cent over the period. Domestic M&As,
normally a relatively small expense for the largest
100 TNCs, dropped 33 per cent in value. The
investment component that bore the brunt of the
decline was cross-border acquisitions, which were
cut by 60 per cent. This largely is in line with the
general global trends in cross-border M&As, which
also fell sharply over the period (WIR77: 11).

The latest data from 2011 suggest that the
investment drought of recent years — especially in
cross-border acquisitions — may be subsiding. FDI
expenditures by the top 100 TNCs, as estimated by
UNCTAD, rose 12 per cent to $503 billion in 2011,
compared with 2010. They remained, nevertheless,

10 per cent below their 2008 high. Of the major
investment components, only foreign capital
expenditures had returned to their 2008 levels as of
2011. Although estimated “excess” cash levels fell
slightly in 2011, they were still far from being fully
deployed (figure 1.16). The data also suggest that
these additional holdings are not necessarily waiting
to be used for FDI. Shut out of the easy financing
of the pre-crisis era, TNCs may also choose to
use this cash for other purposes, including holding
additional cash to insure liquidity, paying off debt
or distributing cash to shareholders. The recent
announcement that Apple (United States) would use
$10 billion of its cash holdings to pay dividends and
repurchase shares is indicative of this possibility.®
The precarious state of the global financial system
will also limit the ability of TNCs to translate into
new investments their remaining $105 billion in
“excess” cash —an amount that, if used completely,
would equate to roughly one fifth of their estimated
2011 FDI expenditures. Nevertheless, as conditions
improve the current cash “overhang” may fuel a
future surge in FDI. Projecting the amount for the
top 100 TNCs over the estimated $5 trillion in total
TNC cash holdings results in more than $500 billion
in investable funds, or about one third of global FDI
flows.
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C. FDI ATTRACTION, POTENTIAL AND CONTRIBUTION INDICES

1. Inward FDI Attraction and Potential

Indices

The UNCTAD FDI Attrac-
tion Index features 8
developing and transi-
tion economies in the
top 10, compared with
only 4 a decade ago.

The ranking of economies
in UNCTAD’s FDI Attraction
Index, which measures
countries’ sSuCCess in
attracting FDI over a rolling
three-year period (box 1.3),
has seen some significant

changes in 2011. The top 10 (figure .19) contains
newcomers including Ireland (5™, previously 13t)
and Mongolia (8™, previously 20%) and Congo (10™,
previously 11", Saudi Arabia dropped out of the
top 10 during the year, falling to 12™ place.?°

The top performers — Hong Kong, China; Belgium;
Singapore; and Luxembourg — are fixed features
at the top of the list, with high absolute inflows
because of their attractive investment climates
and the important “hinterlands” for which they act
as gateways, and with outsized inflows relative to
the size of their economies. A number of resource-
rich countries also feature in the higher ranks of the

index, as resource-seeking FDI essentially ignores
host-country size (as well as other determinants of
FDI). In the top 10, these are Chile, Kazakhstan,
Mongolia, Turkmenistan and Congo; immediately
below the top 10, examples include Saudi Arabia
(121, Chad (14" and Ghana (16%).

A number of countries have made significant jumps
in the table. They include Portugal (moving from
116" to 68" place), Belarus (from 86" to 38" place),
and Brunei Darussalam (from 1215t to 80" place). In
some cases these jumps can be mostly explained
by a few large investments or deals; for example, in
Equatorial Guinea (up 43 places), Zimbabwe (up 32)
and Gabon (up 24). In other cases, improvements
signal longer-term changes in the investment
climate; examples include Peru and Ghana, which
have improved their rankings in each of the last six
years.

Comparing performance in attracting FDI over the
past three years with the UNCTAD FDI Potential
Index (figure 1.20) yields two groups of economies
that have attracted significantly more - or

Figure 1.19. FDI Attraction Index: top 10 ranked economies, 2011

Ranking FDI inflows, average 2009—2011 FDI
(Previous (Billions of dollars) inflows/GDP
year ranking)
50 60 70 80
| | | |
1 Hong Kong, China (1) 30.4
2 Belgium (2) 15.9
3 Singapore (4) 20.7
4 Luxembourg (3) 30.0
5 Ireland (13) 10.1
6 Chile (6) 7.6
7 Kazakhstan (5) 8.4
8 Mongolia (20) 36.4
9 Turkmenistan (9) 15.6
10 Lebanon (10) 10.7
10 Congo (11) 21.7

Source: UNCTAD.
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Box 1.3. UNCTAD’s FDI Attraction, Potential and Contribution Indices

Assessment Tools for Policymakers

UNCTAD has regularly published its FDI Attraction and Potential Indices in its annual World Investment Report since
2002. These indices have largely stayed the same over these 10 years. This year’s report proposes a number of
changes in the Indices? to strengthen their potential use as tools for policymakers and adds a new index to measure
the extent to which FDI contributes to economic development in host countries.

Attraction Index

The Inward FDI Attraction Index ranks countries by the FDI they receive in absolute terms and relative to their
economic size. It is the average of a country’s rankings in FDI inflows and in FDI inflows as a share of GDP. The
Attraction Index can be calculated using FDI flows, to measure success in attracting FDI in a given year, or using
FDI stocks (or average flows over a certain period) to look at a longer time frame. For policymakers, looking at a
longer time frame is more relevant because (i) FDI flows can fluctuate significantly year on year, (i) direct investment
decisions can span more than one year and imply long-term commitments, and (jii) policy initiatives and tools to
improve FDI attraction generally take time to have an effect. This year's WIR therefore looks at FDI flows over the
2009-2011 period; data to generate alternative approaches can be found at www.unctad.org/wir.

Potential Index

The Inward FDI Potential Index captures four key economic determinants of the attractiveness of an economy for
foreign direct investors (for a full discussion of FDI determinants, see WIR98). They are the attractiveness of the
market (for market-seeking FDI), the availability of low-cost labour and skills (to capture efficiency-seeking FDI), the
presence of natural resources (resource-seeking FDI), and the presence of FDI-enabling infrastructure. Countries
can be ranked according to their attractiveness for FDI on each of these broad determinants using a range of
proxy indicators, as summarized in box table 1.3.1. The index purposely includes only economic determinants and
indicators in order to facilitate its use as a tool for measuring policy effectiveness.

Box table 1.3.1. Measuring FDI Potential: FDI determinants and proxy indicators

Market attractiveness e Size of the market (GDP (purchasing power parity))
© Spending power (per capita GDP (purchasing power parity))
* Growth potential of the market (real GDP growth rate)

Availability of low-cost labour and skills © Unit labour cost (hourly compensation and labour productivity)
* Size of manufacturing workforce (existing skill base)

Presence of natural resources  Exploitation of resources (value of fuels and ores exports)
 Agricultural potential (availability of arable land)

Enabling infrastructure e Transport infrastructure

- (road density: km of road per 100 km? of land area)
- (percentage of paved roads in total)
- (rail lines total route-km)
- (liner shipping connectivity index)
e Energy infrastructure
- (electric power consumption)
 Telecom infrastructure
- (telephone lines/100 inhabitants)
- (mobile cellular subscriptions/100 inhabitants)
- (fixed broadband Internet subscribers/100 inhabitants)

Source: UNCTAD.

For the purpose of this year’s WIR, countries have been categorized in homogeneous groups (quartiles) with similar
levels of attractiveness for each determinant. An overall FDI Potential Index is obtained by combining the score on
all four determinants, using equal weights. For countries to be included in the ranking on individual determinants, at
least three indicators must be available per determinant — sufficient data for an overall ranking are currently available
for some 177 countries. Raw data used in the calculations can be found at the UNCTAD website. The list of proxy
indicators cannot be exhaustive — UNCTAD’s choices are based on relevance for developing countries, especially
LDCs, leading to the exclusion of indicators such as R&D expenditures or patents. The website provides alternative
calculation options and additional indicators.
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Box 1.3. UNCTAD’s FDI Attraction, Potential and Contribution Indices (Concluded)

Contribution Index

The Inward FDI Contribution Index aims to measure the development impact of FDI in the host economy. It
looks at the contribution of foreign affiliates to GDP (value added), employment, wages and salaries, exports,
R&D expenditures, capital formation and tax payments, as a share of the host-country total (e.g. employment by
foreign affiliates as a percentage of total employment). These seven variables are among those recommended by
the Manual on Statistics of International Trade in Services (2010) for inclusion in the collection of foreign affiliate
statistics. A number of these variables are also proposed by the G-20 in its work on indicators for measuring
and maximizing economic value added and job creation arising from private sector investment in value chains.?

Data on the impact of foreign affiliates in each area of contribution are not readily available for most countries.
Where they are not, FDI contributions can be estimated by applying the ratios of each indicator in foreign affiliates
of countries that collect data on their overseas investors (Finland, Germany, Japan, Sweden, Switzerland and the
United States for employment; the United States alone for the other variables) to the inward stock of these countries
in the total inward stock of host economies.

As in the case of the FDI Potential Index, countries have been categorized in homogeneous groups (quartiles) with
similar levels of contribution for each type of impact. The ranking of an economy in the FDI Contribution Index is
calculated based on the simple average of the percentile rankings for each of the impact types, using equal weights.
An economy is ranked only if it has at least four data points. Currently, sufficient data are available for 79 countries.

Using the Indices as Policy Tools

FDI policy generally aims to set the conditions and create a climate conducive to the attraction of FDI and to
maximize the development contribution of FDI. The Indices can help policymakers assess the effectiveness of their
policy frameworks by plotting their countries’ performance against potential and by measuring the contribution of
FDI, making comparisons with peer countries or within regional groupings, and tracking changes in performance
over time. Although the Indices can provide only rough guidance, because they necessarily exclude country-specific
factors, they can be a useful starting point for the assessment of policy effectiveness, which is an integral part of
UNCTAD’s Investment Policy Framework for Sustainable Development (see chapter IV).

Source: UNCTAD.

a2 Numerous suggestions have been made over the past 10 years to improve the assessment of countries’ potential
for the attraction of investment. See, inter alia, Rodriguez et al. (2009).

® UNCTAD’s work with the G-20 in the area of investment can be found at www.unctad.org/DIAE/G-20.

significantly less — FDI than could be expected on
the basis of their economic determinants alone.

The “above-potential” economies include, again,
resource-rich countries that — even though the
Potential Index takes into account the presence of
natural resources — exceeded expectations. They
also include small economies, such as small island
developing States, where single large investments
can make a big impact on performance in attracting
FDI (and, more importantly, on their economies) or
that have created specific locational advantages,
either in the investment or tax regime or by
providing access to larger markets (e.g. through
Djibouti’s sea port). This group also includes a
number of countries such as Albania, which are
in a “catch-up phase” for FDI, having embarked
on a course to improve their investment climates.
Because the FDI Attraction Index captures the
most recent investment performance, they receive
a premium.

The “below-potential” group includes a number of
economies that have traditionally not relied much
on foreign investment for capital formation, such
as Japan and the Republic of Korea, or that are
traditionally low recipients of FDI, such as lItaly.
A number of countries have significant potential
from the perspective of economic determinants
but either are closed to FDI or maintain a policy
climate that is unattractive to investors. A group of
developing countries with emerging market status
and with growing investment potential nevertheless
is currently receiving FDI flows below expectations,
including the Philippines and South Africa and, to
a lesser extent, countries such as India, Indonesia
and Mexico (although these countries may be
successful in attracting NEM operations). To
realize the investment flows that their economic
determinants alone indicate, these countries may
wish to explore policy options and innovations in
comparable economies.
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Figure 1.20. FDI Attraction Index us FDI Potential Index Matrix, 2011

Above expectations

(Quartiles)

|:| In line with expectations

Below expectations

Albania, Bahamas, Congo,
Congo (Democratic Republic

of), Equatorial Guinea, Jordan,
Lebanon, Luxembourg, Mongolia,
Mozambique, Zambia

Bulgaria, Ghana, Ireland, Israel,
Nigeria, Norway, Panama,
Turkmenistan, Uruguay

Australia, Belarus, Belgium, Brazl,
Chile, China, Colombia, Hong Kong
(China), Kazakhstan, Malaysia, Peru,
Poland, Russian Federation, Saudi
Arabia, Singapore, Switzerland,
Ukraine, United Kingdom, Viet Nam

Costa Rica, Georgia, Honduras,
Kyrgyzstan, Libya, Maldives, Malta,
Namibia, Seychelles, Sudan, United
Republic of Tanzania

Brunei Darussalam, Croatia,
Dominican Republic, Egypt, Estonia,
Iraq, Portugal, Qatar, Serbia, Tunisia,
Uzbekistan

Austria, Canada, Czech Republic,
France, Germany, Hungary, India,
Indonesia, Mexico, Netherlands,
Romania, Spain, Thailand, Turkey,
United Arab Emirates, United States

Barbados, Botswana, Cameroon,
Lao People's Democratic Republic,
the former Yugoslav Republic of
Macedonia, Mauritius, the Republic
of Moldova, Myanmar, Uganda,
Zimbabwe

Algeria, Azerbaijan, Bolivia
(Plurinational State of), Denmark,
Gabon, Guatemala, Iceland,
Jamaica, Latvia, Morocco, Oman,
Pakistan, Syrian Arab Republic,
Trinidad and Tobago

Argentina, Finland, Iran (slamic
Republic of), Italy, Japan, Korea
(Republic of), South Africa, Sweden

High o i
Chad, Liberia, Madagascar, Niger
1st
quartile
Armenia, Cambodia, Guinea,
Nicaragua, Saint Vincent and the
5 Grenadines, Solomon Islands
nd
& (quartile
E
F
B
E Antigua and Barbuda, Belize, Cape
= Vlerde, Central African Republic,
E 3rd Dijibouti, Dominica, Fiji, Grenada,
) Guyana, Mali, Sdo Tomé and
quartile | Principe, Vanuatu
Afghanistan, Benin, Bhutan, Burkina
Faso, Burundi, Comoros, Cote
4th d'voire, Eritrea, Gambia, Guinea-
Bissau, Haiti, Kiribati, Lesotho,
quartile | Malawi, Mauritania, Nepal, Rwanda,
Samoa, Sierra Leone, Suriname,
Swaziland, Togo, Tonga
Low

Angola, Bangladesh, Bosnia and
Herzegovina, El Salvador, Ethiopia,
Kenya, Papua New Guinea,
Paraguay, Senegal, Tajikistan,
Yemen

Bahrain, Ecuador, Greece, Kuwait,
Lithuania, New Zealand, Philippines,
Slovakia, Slovenia, Sri Lanka

Venezuela (Bolivarian Republic of)

4th quartile
Low

3rd quartile

2nd quartile

1st quartile
High

Source: UNCTAD.

FDI Potential Index

2. Inward FDI Contribution Index

The UNCTAD FDI Contribution

Index shows relatively higher

contributions of foreign
affiliates to local economies
in developing countries,
especially in Africa, in value
added, employment and wage
generation, tax revenues and
export generation.

The UNCTAD FDI Contri-
bution Index ranks
economies on the basis
of the significance of FDI
— foreign affiliates - in
their economy, in terms of
value added, employment,

wages, tax receipts,
exports, R&D expenditures
and capital  formation

(overall ranking in annex table 1.10; methodology
in box 1.3). According to this year’s index - the
first of its kind — the host economy with the largest
contribution by FDI is Hungary, followed by Belgium
and the Czech Repubilic.

Looking at regional patterns in the Contribution
Index shows that there are more host countries
with higher index values in the developing regions
(table 1.10). Africa is the region where TNCs
contribute most to the economy in terms of value
added (tied with transition economies) and wages.
In general, the index is higher for developing than
developed countries and transition economies
(with more indicators balanced in favour of
developing economies): the role of TNCs relative
to the size of the economy is larger. The higher
ratio for employment compared to value added
for developing countries reflects the fact that the
labour-intensity of production there is higher than
in developed countries. Similarly, the higher ratio for
wages in developing countries compared with that
for developed countries means that TNC affiliates in
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developing countries pay a higher wage premium
over local wages than do those in developed
countries. It also means that foreign affiliates there
are likely to use more capital-intensive techniques
(also reflected in lower ratios for capital expenditures
for some regions).

The export ratio is higher in some developing
regions, especially East and South-East Asia, where
export-oriented industries have been built up with
significant involvement of foreign affiliates of TNCs.
The higher tax ratio compared with the value added
ratio in Latin America and the Caribbean shows
that TNCs can contribute to higher fiscal revenues
for host states and to the process of formalizing
the economy. The share of TNC foreign affiliates in
total R&D expenditures in host countries is similar in
developing than in developed countries, with high
shares in Africa and Latin America.

Looking at individual countries shows significant
variation in individual indicators. The export and
employment quartile rankings vary from country
to country depending on the predominant types
of investment. Where efficiency-seeking FDI is
high (e.g. China, Mexico), these indicators tend
to have higher rankings than other indicators. The
employment quartile ranking is clearly dependent on
local labour costs and the consequent predominant
industries in which TNCs operate in host countries,
with  common offshoring destinations such as
China, India, Taiwan Province of China and Mexico
all showing higher quartile rankings for employment

compared with the rankings for value added. The
ranking for tax payments differs from that for value
added in many countries, depending on the level
of formalization of local economies (especially in
poorer countries) on the one hand, and on the fiscal
treatment of foreign investors on the other.

The “high contribution” (top quartile) countries
show impact values significantly above the
values given in table 1.10. TNC foreign affiliates
contribute about half of their GDP (in value added)
and exports, about one fifth of employment and
significantly higher values for three indicators:
wages (with TNCs accounting for a large share of
formal employment and paying higher wages than
local firms), R&D spending (with TNCs accounting
for nearly 70 per cent of some countries’ registered
R&D), and capital expenditures (in total gross fixed
capital formation) (table 1.11).

The contribution of foreign investors to host
economies is first and foremost a function of the
share of FDI stock to GDP (table 1.11). However,
for numerous economies the FDI contribution is
either significantly above or below what could be
expected on the basis of the presence of foreign
investment. Comparing the FDI Contribution
Index with the presence of FDI in each economy
highlights those that have the greatest positive and
negative differentials between FDI contribution to
local economies and expected contribution levels
based on FDI stock (figure 1.21).

Table 1.10. UNCTAD's FDI Contribution Index, by host region, 2009°
(Percentage shares in each variable’s total for the region)

Total world
Developed countries 12.7 7.5
Developing economies 12.2 79
Africa 217 7.3
East and South-East Asia 105 9.9
South Asia 10.3 6.1
West Asia 16.8 55
Latin America and the Caribbean 15.9 6.0
Transition economies 21.7 3.0

19.3 13.9 14.6 24.2 10.5
17.3 14.6 15.4 24.1 11.6
. . 217 37.2 18.4
30.9 7.7 8.9 22.5 6.2
. . 16.0 . 3.8
19 . 15.0 . 3.8
17.9 18.9 16.0 35.0 14.8
11.2 15.4 25.7

Source: UNCTAD; for further information on data and methodology, see www.unctad.org/wir.

2 Or latest year available.
Note:
variables), are included in these calculations.

Data from economies not listed in the FDI Contribution Index (because they do not cover at least four of the seven
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Table 1.11. FDI Contribution Index median values, hy indicator

(Per cent of economy totals)

Quartiles Value added  Employment Exports Tax revenue
1 4141 22.2 472 64.5
2 24.6 12.0 20.0 28.3
3 16.5 4.6 7.6 12.7
4 5.5 0.9 2.3 4.9

Wages and R&D

FDI inward stock/GDP

Capital

salaries expenditures  expenditures
37.0 62.7 37.9 75.4
22.8 34.0 17.6 42.8
12.0 19.6 7.3 31.2
5.0 7.8 2.1 13.3

Source: UNCTAD; for further information on data and methodology, see www.unctad.org/wir.

A number of major emerging markets — Argentina,
Brazil, China, Indonesia and South Africa — appear
to get a higher contribution to their economies
“per unit of FDI” than average, with high quartile
rankings in exports, employment, wages and R&D
(more than in value added or capital formation). In
some cases this may be due to active investment
policymaking; for example, channeling investment
to specific  higher-impact industries.  Other
countries in this group, such as Germany or ltaly,
have traditionally low shares of FDI stock compared
with the size of local economies but appear to
get relatively high contributions, in some cases
on individual indicator ratios (e.g. tax, wages and
R&D expenditures in the case of ltaly). A number
of developing countries receive above-average
contributions on some indicators but lag on others
— with policy opportunities to improve impact. An
example is Colombia, which has significant FDI
stock that is contributing above-average value
added but relatively little employment.

At the other end of the scale, a group of economies
with a significant presence of TNCs (i.e. a high ratio
of FDI stock to GDP) receives a below-average
contribution of FDI in terms of the Index indicators.
This group includes a number of economies that
attract investment largely owing to their fiscal
or corporate governance regimes (including tax
havens and countries that allow special-purpose
vehicles or other corporate governance structures
favoured by investors, such as Luxembourg and
the Netherlands). Such regimes obviously lead to
investment that has little impact in terms of local
value added or employment. This group also
contains countries with a high share of resource-
seeking FDI, such as Chile and Saudi Arabia,
confirming concerns about the relatively low impact

of this type of investment in terms of, for example,
local employment. (The poorest resource-rich
countries are absent from the current list owing to
the lack of data.)

Although the FDI Contribution Index provides
valuable insights, it cannot fully capture FDI's
contribution to development, which is multifaceted,
with impacts — both positive and negative — that
cannot be easily quantified. For example, it does
not take into account impacts across the spectrum
of labour, social, environmental and development
issues. Its coverage of economic impacts is also
limited, largely because of the paucity of data. The
FDI Contribution Index also does not measure the
full range of TNCs’ involvement in a host economy.
For example, non-equity modes of international
production, an increasing phenomenon, play an
important role in anumber of developing economies,
but their impact is not captured in their entirety in
any of the indices presented in this section.

Even with these limitations, the rankings of the
FDI Contribution Index underscore that FDI is not
homogenous and that its economic contribution
can differ markedly between countries, even those
that have similar levels of FDI. This confirms that
policy plays a critical role in maximizing positive
and minimizing negative effects of FDI. UNCTAD’s
Investment Policy Framework for Sustainable
Development may serve as a starting point for
policymakers of those countries where performance
does not match potential or where the economic
contribution of FDI is lower than expected (see
chapter IV).

The FDI Contribution Index is the very first attempt
at a systematic comparative analysis of the
contribution of FDI to economic development,
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Figure 1.21. FDI Contribution Index us FDI presence, 2011

(Quartiles)

Above expectations |:| In line with expectations Below expectations

High Bolivia (Plurinational State of), Cambodia, Malaysia, Poland, Belgium, Czech Republic, Estonia,
Colombia, Finland, South Africa Romania, Thailand, United Kingdom | Hong Kong (China), Hungary,
1st Ireland, Panama, Singapore,
Sweden, Switzerland
quartile
Argentina, Germany, Italy Brazil, Dominican Republic, France, | Bosnia and Herzegovina, Costa Cyprus, Netherlands, Trinidad and
Slovenia Rica, Croatia, Denmark, Honduras, | Tobago
= 2nd Kazakhstan, Morocco, Norway,
E quartile Portugal
=
2
.-E China, Ecuador, Guatemala, Australia, Austria, Canada, Egypt, Latvia, New Zealand, Spain, Ukraine | Bulgaria, Chile, Jamaica
s Indonesia, Sri Lanka Lithuania, Peru, United Arab
3 3rd Emirates, Uruguay
2 quartie
Algeria, Greece, India, Japan, Israel, Mexico, Russian Federation, Bahamas, Barbados, Bermuda
Kenya, Korea (Republic of), Saudi Arabia Luxembourg
4th | Paraguay, Philippines, Taiwan
quartile | Province of China, Turkey, United
States, Venezuela (Bolivarian
Republic of)
Low 4th quartile 3rd quartile 2nd quartile 1st quartile
Low High

FDI inward stock/GDP

Source: UNCTAD.

a field in which data are extremely sparse and
difficult to interpret because of widely varying
national statistical methods. UNCTAD will continue
to conduct research on the impact of investment
and seek to improve on data and methodology
for the index. UNCTAD is ready to engage with
policymakers in the interpretation of the results of
the index, and in helping countries to improve its
statistical basis through national data collection
efforts.

Notes

For example, TNK-BP (Russian Federation) entered the
Brazilian oil industry in 2011 with a $1 bilion acquisition of
a 45 per cent stake in 21 oil blocks located in the Solimoes
Basin.

The value of these projects on an announcement basis is
eventually replaced in the database with the actual amount of
funds invested.

International Energy Agency (2011) “World Energy Outlook
2011”,

Examples include investments by Sinopec (China) in the oil
and gas fields in Devon for $2.2 billion, and the acquisition
of a minority stake by Total (France) in the oil and gas firm
Chesapeake Energy (United States) for $2.3 billion, as well as
the purchase by Repsol (Spain) of a $1 billion minority share in
fields being developed by Sand Hill Energy (United States).

A number of types of private investment funds are involved
in FDI. Because of data constraints, the following analysis
concentrates on the activities of private equity funds, which
are still the most active in the business. Unlike other funds
(e.g. hedge funds), private equity funds typically obtain a
majority stake or all of the shares, to control and manage the
companies they buy, and they stay longer in that position than
other funds. But the different kinds of funds increasingly act
together and the boundaries between private equity funds,
hedge funds, other collective investment funds and even
investment banks are beginning to fade away.

This figure is based on the assumption that all the funds used
in cross-border M&As are recorded as FDI flows.

European Private Equity and Venture Capital Association, “CEE
private equity shows robust growth in fundraising and exits in
2010”, 7 July 2011.

For example, Global Infrastructure Partners (United States),
a joint venture between Credit Suisse Group and GE
Infrastructure Inc., acquired London Gatwick Airport Ltd from
Grupo Ferrovial (Spain) for $2.5 billion in 2009.
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KKR and ltochu Corp, for example, jointly invested $7 billion
to buy assets of Samson Investment Company (United States),
an oil and gas group, in 2011.

For example, in the Republic of Korea, several cases provoked
anger from the public towards such firms (e.g. Newbridge
Capital and Lone-Star (United States), both private equity
firms, when the former sold Korea First Bank in 2005 and the
latter sold Korean Exchange Bank in 2006). Similar examples
also were observed in developed countries (e.g. Japan) in
the 1990s when, after the collapse of the bubble economy,
nationalized Japanese banks were acquired by foreign
private equity investors. In major EU countries where private
equity business is more active, concerns about private equity
business are also widespread.

This survey, based on 79 private equity firms, found that 63
per cent of respondent firms had substantially implemented
environmental and social policies in their investments,
compared with only 24 per cent in 2009. For example, KKR
(United States) has implemented such programmes in a
quarter of its portfolio (Private Equity International, “Study: PE
firms adjusting to ESG”, 22 November 2011).

There is considerable variation in estimates of assets under the
management of SWFs because the definition of SWFs varies
between sources and because not all SWFs release data on
their assets.

15

18

19

20

BIS, Quarterly Review, various issues. Data refer to the
international position with respect to total assets of banks in all
reporting countries taken together.

Based on UNCTAD, cross-border M&A database (www.
unctad.org/fdistatistics) and information from Financial Times
Ltd and fDi Markets (www.fDimarkets.com).

FAO, IFAD, UNCTAD and World Bank, Principles for
Responsible Agricultural Investment that Respects Rights,
Livelihoods and Resources (see www.unctad.org/en/Pages/
DIAE/G-20/PRAl.aspx).

For example, worldwide total investment in the renewable
energy sector continued to grow (except in 2009) even during

the financial crisis, to reach a record $257 bilion in 2011
(UNEP and Frankfurt School of Finance & Management, 2012).

See www.moodys.com/research/Moodys-US-Corporate-
Cash-Pile-At-124-Trillion-Over-Half--PR_240419.

Fiat SpA, 2009 Annual Report, p. 65.

New York Times, “Flush With Cash, Apple Plans Buyback and
Dividend”, 19 March 2012.

Ranking comparisons are based on a time series of the FDI
Attraction Index calculated for this WIR.
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INTRODUCTION

In 2011, FDI inflows increased in all major economic
groups — developed, developing and transition
economies (table Il.1). Developing countries
accounted for 45 per cent of global FDI inflows in
2011. The increase was driven by East and South-
East Asia and Latin America. East and South-East
Asia stillaccounted for almost half of FDI in developing
economies. Inflows to the transition economies
of South-East Europe, the Commonwealth of
Independent States (CIS) and Georgia accounted
for another 6 per cent of the global total.

The rise in FDI outflows was driven mainly by
the growth of FDI from developed countries.

The growth in outflows from developing economies
seenin the past several years appeared to lose some
momentum in 2011 because of significant declines
in flows from Latin America and the Caribbean and
a slowdown in the growth of investments from
developing Asia (excluding West Asia).

FDI inflows to the structurally weak, vulnerable and
small economies bounced back from $42.2 billion
in 2010 to $46.7 bilion in 2011, owing to the
strong growth in FDI to LLDCs (table I1.1). However,
the improvement in their share was hardly visible,
as FDI inflows to both LDCs and SIDS continued
to fall.

Tahle I1.1. FDI flows, by region, 2009-2011
(Billions of dollars and per cent)

2009
World 1197.8
Developed economies 606.2
Developing economies 519.2
Africa 52.6
East and South-East Asia 206.6
South Asia 424
West Asia 66.3
Latin America and the Caribbean 149.4
Transition economies 72.4
Structurally weak, vulnerable and small economies? 45.2
LDCs 18.3
LLDCs 28.0
SIDS 4.4
Memorandum: percentage share in world FDI flows
Developed economies 50.6
Developing economies 43.3
Africa 4.4
East and South-East Asia 17.2
South Asia 35
West Asia 55
Latin America and the Caribbean 125
Transition economies 6.0
Structurally weak, vulnerable and small economies? 38
LDCs 15
LLDCs 2.3
SIDS 0.4

2010 2011 2009 2010 2011
1309.0 1524.4 1175.1 14514 1694.4
618.6 747.9 857.8 989.6 12375
616.7 684.4 268.5 4001 383.8
43.1 42.7 3.2 7.0 3.5
2941 3355 176.6 243.0 239.9
31.7 38.9 16.4 13.6 15.2
58.2 48.7 17.9 16.4 25.4
187.4 217.0 54.3 119.9 99.7
73.8 92.2 48.8 61.6 73.1
42.2 46.7 5.0 11.5 9.2
16.9 15.0 1.1 3.1 3.3
28.2 34.8 4.0 9.3 6.5
4.2 4.1 0.3 0.3 0.6
47.3 49.1 73.0 68.2 73.0
471 449 22.8 27.6 22.6
3.3 2.8 0.3 0.5 0.2
22.5 22.0 15.0 16.7 14.2
2.4 2.6 14 0.9 0.9
4.4 3.2 15 1.1 15
14.3 14.2 4.6 8.3 5.9
5.6 6.0 4.2 4.2 43
3.2 3.1 0.4 0.8 0.5
1.3 1.0 0.1 0.2 0.2
2.2 2.3 0.3 0.6 0.4
0.3 0.3 0.0 0.0 0.0

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

a Without double counting.
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A. REGIONAL TRENDS

1. Africa

FDI flows, top 5 host and home economies, 2

ble A tribution of FDI flows among economies,
by range,® 2011

ons of dollars)
(Host) (Home)

Above Nigeria, South Africa
$3.0 billion_and Ghana

$2.0to Congo, Algeria, Morocco,
$2.9 billion Mozambique, Zambia

Sudan, Chad, Democratic
$1.0t0 Republic of the Congo, Guinea
$1.9 billion  Tunisia, United Republic

of Tanzania, Niger
$0.5 to Madaga_scar, Namibia, Uganda,
$0'9 billion Equatorial Gplne_a, Gabon,

i Botswana, Liberia
Zimbabwe, Cameroon, Cote
d'lvoire, Kenya, Senegal,
$0.1t0 Mauritius, Ethiopia, Mali,
$0.4 hillion  Seychelles, Benin, Central
African Republic, Rwanda,
Somalia
Swaziland, Cape Verde, Djibouti, Democratic Republic of the Congo, Mauritius,
Malawi, Togo, Lesotho, Sierra Gabon, Sudan, Senegal, Niger, Tunisia, Togo,
Leone, Mauritania, Gambia, Zimbabwe, Kenya, Cote d'Ivoire, Seychelles,
Guinea-Bissau, Eritrea, Sao Ghana, Guinea, Swaziland, Mauritania, Burkina
Tomé and Principe, Burkina Faso, Botswana, Benin, Mali, Guinea-Bissau,
Faso, Comoros, Burundi, Egypt, S&o Tomé and Principe, Cape Verde, Namibia,
Angola Mozambique, Cameroon, South Africa, Nigeria

2 Economies are listed according to the magnitude of their FDI flows.

* Angola, Zambia

Egypt, Algeria

Liberia, Morocco, Libya

| 2011 2010
| | | |
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Figure B. FDI inflows, 2005-2011
(Billions of dollars)

Figure C. FDI outflows, 2005-2011

(Billions of dollars)

| =Central Africa =Southern Africa - West Africa
60 | =East Afric =North Africa

= Central Africa =Southern Africa - West Africa

_ 4L =EastAfrica =North Africa
2005 2006 2007 2008 2009 2010 2011 2005 2006 2007 2008 2009 2010 2011
3.1 2.5 2.6 3.2 4.4 33 2.8 Share in 0.2 0.6 0.4 0.4 0.3 0.5 0.2

world total

Table B. Cross-border M&As by industry, 2010-2011
(Millions of dollars)

Table C. Cross-horder M&As by region/country, 2010-2011

(Millions of dollars)

2010 2011 2010 2011 2010 2011 2010 2011

Total 8072 7205 3309 4812 World 8072 7205 3309 4812
Primary 2516 1664 -28 -22 Developed economies 6722 4308 131 4265
Mining, quarrying and petroleum 2516 1595 -28 -22 European Union 1838 2528 1240 1987
Manufacturing 303 1922 404 4393 United States 1931 1408 45 4
Food, beverages and tobacco 263 1026 2 15 Japan 3199 649 -
Chemicals and chemical products 5 155 -15 810 Other developed countries - 246 -278 86 2236
Metals and metal products 32 286 - Developing economies 1048 2865 1550 547
Electrical and electronic equipment -9 470 - - Africa 365 408 365 408
Services 5253 3619 2933 M East and South-East Asia 499 1679 257 -78
Trade 84 2161 -49 -181 South Asia 10922 318 38 217
Transport, storage and communications 1912 489 - -10 West Asia -10653 464 965 -
Finance 134 910 2547 674 Latin America and the Caribbean -84 -5 -75 -
Business services 2994 149 436 37 Transition economies 51 -130 388 =

Table D. Greenfield FDI projects by industry, 2010-2011

(Millions

of dollars])

Tahle E. Greenfield FDI projects by region/country, 2010-2011

(Millions of dollars)

2010 2011 2010 2011

2010 2011 2010 2011

Total 88918 82315 16662 16551 World 88918 82315 16 662 16 551
Primary 20237 22824 1246 4640 Developed economies 48 554 38939 1192 487
Mining, quarrying and petroleum 20237 22824 1246 4640 European Union 32095 23633 373 182
Manufacturing 39506 31205 7506 4798 United States 5507 6627 49 259
Food, beverages and tobacco 1888 5185 175 628 Japan 473 1299 - -
Coke, petroleum and nuclear fuel 23235 9793 5684 2212 Other developed countries 10479 7380 769 45
Metals and metal products 2093 5185 429 9 Developing economies 37752 42 649 15 462 16 064
Motor vehicles and other transport equipment 2568 3118 99 - Africa 12226 10 368 12226 10 368
Services 29175 28 286 7910 7113 East and South-East Asia 9929 12357 141 400
Electricity, gas and water 5432 10477 899 1441 South Asia 4890 1113 75 980
Construction 7630 3303 - 1223 West Asia 9897 7038 2517 150
Transport, storage and communications 6381 5345 2627 68 Latin America and the Caribbean 809 1774 503 1167
Business services 5429 5619 1274 2282 Transition economies 2612 727 8 -
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Continued fall in FDI inflows to Africa but some
cause for optimism. FDI flows to Africa were at
$42.7 billion in 2011, marking a third successive year
of decline, although the decline is marginal (figure
B). Both cross-border mergers and acquisitions
(M&As) (tables B and C) and greenfield investments
by foreign transnational corporations (TNCs) (tables
D and E) decreased. In terms of share in global
FDI flows, the continent’s position diminished from
3.3 percentin2010to 2.8 per centin 2011 (figure B).
FDI to Africa from developed countries fell sharply,
leaving developing and transition economies to
increase their share in inward FDI to the continent
(in the case of greenfield investment projects, from
45 per cent in 2010 to 53 per cent in 2011; table E).

However, this picture of an overall declining trend in
FDI does not reflect the situation across all parts of
the continent. The negative growth for the continent
as a whole was driven in large part by reduced flows
to North Africa caused by political unrest and by
a small number of other exceptions to a generally
more positive trend. Inflows to sub-Saharan Africa’
recovered from $29.5 billion in 2010 to $36.9 billion
in 2011, a level comparable with the peak in 2008
($37.3 billion).

North Africa has traditionally been the recipient
of about one third of inward FDI to the continent.
Inflows in 2011 halved, to $7.69 billion, and those to
the two major recipient countries, Egypt and Libya,
were negligible. Outward FDI from North Africa also
fell sharply in 2011 to $1.75 billion, compared with
$4.85 Dbillion in 2010. These figures are in stark
contrast with the peak of 2008 when the outward
FDI of North African countries reached $8.75 billion.

Flows to West Africa were destined primarily for
Ghana and Nigeria, which together accounted for
some three quarters of the subregion’s inflows.
Guinea emerged with one of the strongest gains in
FDI growth in 2011, a trend that is likely to continue
in the next few years in view of the $6 billion that
State-owned China Power Investment Corporation
plans to invest in bauxite and alumina projects.
Overall, inward FDI flows to West Africa expanded
by 36 per cent, to $16.1 billion.

The bulk of FDI in Central Africa goes to three
commodity-rich countries: the primarily oil-export-
ing Congo and Equatorial Guinea and the mineral-
exporting Democratic Republic of the Congo.

Although inward FDI flows to Congo grew strongly
in 2011, weak inflows to the Democratic Republic
of the Congo affected the region as a whole and
resulted in inward investment flows to Central Africa
falling by 10.2 per cent overall to $8.53 billion.

Inward FDI to Southern Africa, recovered from a
78 per cent decline in 2010, more than doubling its
total to $6.37 billion. This reversal was precipitated
primarily by the sharp rebound of flows to South
Africa, the region’s largest FDI recipient. Inflows to
Angola, however, declined by over $2 billion.

East Africa, with historically the lowest FDI inflows
in sub-Saharan Africa, reversed the downward
trend of 2009-2010 to reach $3.96 bilion, a
level just 5 per cent below the peak of 2008. As
most countries in this subregion have not been
considered rich in natural resources, they have not
traditionally attracted large investments into export-
oriented production in the primary sector, except in
agriculture. However, the discovery of gas fields is
likely to change this pattern significantly.

New oil- and gas-producing countries are emerging
as major recipients of FDI. Oil production in sub-
Saharan Africa has been dominated by the two
principal producer countries, Angola and Nigeria.
Nigeria was Africa’s largest recipient of FDI flows
($8.92 billion) in 2011, accounting for over one fifth
of all flows to the continent. In gross terms, Angola
attracted FDI inflows worth $10.5 billion, although
in net terms, divestments and repatriated income
left its inflows at -$5.59 billion.

Aside from these major oil-producing countries,
investors are looking farther afield in search of oiland
gas reserves. Ghana, in particular, benefited from
FDI in the newly developed Jubilee oil field, where
commercial production started in December 2010.
Elsewhere, Tullow Oil (United Kingdom) announced
its plan to invest $2.0 bilion to establish an oil
refinery in Uganda. Noble Energy (United States)
also announced plans to invest $1.6 billion to set
up production wells and a processing platform in
Equatorial Guinea. Inward FDI flows to Uganda and
Equatorial Guinea were $792 million and $737 million
respectively in 2011, but announced greenfield
projects show future investments of $6.1 billion
in Uganda and $4.8 bilion in Equatorial Guinea,
indicating strong FDI growth in these countries.
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If oil reserves off the Atlantic coast of Africa have
drawn significant FDI to that region, natural gas
reserves in East Africa, especially the offshore
fields of Mozambique and the United Republic of
Tanzania, hold equal promise. In 2011, inflows of
FDI to Mozambique doubled from the previous year,
to $2.09 billion. New discoveries of large-scale gas
reserves continue to be made in 2012. Development
of gas fields and the liquefied natural gas (LNG)
industry will require huge upfront investments and
presents considerable technological challenges.
FDI is certain to play a large role in developing
this industry in the region, as exemplified by the
plans announced by Eni (Italy) to invest $50 billion
to develop the gas fields recently discovered in
Mozambique.

Sectoral  shift emerging, especially towards
services. The limited volume of FDI to Africa tends
to make inflows vary widely from year to year.
Nevertheless, viewed over a longer time period, a
discernible sectoral shift is taking place in FDI to
Africa. Data on greenfield projects by three-year
periods show that, contrary to popular perceptions,
the relative importance of the primary sector is
declining, although the total value of projects is
holding steady (figure II.1).

The data on projects in services in the period
2006-2008 are inflated by the announcements
of no fewer than 13 construction projects worth
more than $3 billion each, which take many years
to complete. Still, a general ascendancy of the
services sector is clear. Aside from the construction
industry, projects are drawn into industries such as
electric, gas and water distribution, and transport,

storage and communications in the services sector
and industries such as coke, petroleum products
and nuclear fuel in the manufacturing sector.

This shift is more about diversification of natural-
resource-related activities than a decline of
the extractive industry. Many of the projects in
manufacturing and services are premised on the
availability of natural resources or play a supporting
role for the extractive industry. Such projects include
a $15 billion project by Western Goldfields (Canada)
to construct a coal-fired power station in Nigeria
and an $8 bilion project by Klesch & Company
(United Kingdom) to build an oil refinery in Libya,
both announced in 2008.

Better prospects for 2012. The region’s prospects
for FDI in 2012 are promising, as strong economic
growth, ongoing economic reforms and high
commodity prices have improved investor
perceptions of the continent. Relatively high
profitability of FDI in the continent is another factor.
Data on the profitability of United States FDI (FDI
income as a share of FDI stock) show a 20 per cent
return in Africa in 2010, compared with 14 per cent
in Latin America and the Caribbean and 15 per cent
in Asia (United States Department of Commerce,
2011:51). In addition to traditional patterns of FDI to
the extractive industries, the emergence of a middle
class is fostering the growth of FDI in services
such as banking, retail and telecommunications.
UNCTAD'’s forecast of FDI inflows also points to this
pattern (figure 1.10). It is especially likely if investor
confidence begins to return to North Africa and
compensates for the recent declines in this region.

Figure 11.1. Value of greenfield investments in Africa, by sector, 2003-2011
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2. East and South-East Asia

Table A. Distribution of FDI flows among economies,
by range,’ 2011

Figure A. FDI flows, top 5 host and home economies, 2010-2011
(Billions of dollars)

(Host) (Home)

Above $50  China, Hong Kong (China), . .
billion Singapore Hong Kong (China), China
Singapore, Republic of Korea,
g;ll?o? 849 Indonesia, Malaysia Malaysia, Taiwan Province of China,
Thailand
Viet Nam, Thailand, Mongolia,
ﬁ:ll‘ignto $9.9 Republic of Korea, Macao (China), Indonesia, Viet Nam "
Philippines, Brunei Darussalam i }
| |
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2 Economies are listed according to the magnitude of their FDI flows.

Figure B. FDI inflows, 2005-2011
(Billions of dollars)

Figure C. FDI outflows, 2005-2011
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Table B. Cross-horder M&As by industry, 2010-2011

Table C. Cross-horder M&As by region/country, 2010-2011

(Millions of dollars) (Millions of dollars)

2010 2011 2010 2011 2010 2011 2010 2011

Total 26417 32715 67609 67966 World 26417 32715 67609 67 966
Primary -427 5214 18844 19301 Developed economies 7439 15007 34985 45773
Mining, quarrying and petroleum - 607 4780 18932 19695 European Union 1288 4548 17977 13906
Manufacturing 11423 10253 6994 12609 United States 673 2086 4849 12369
Food, beverages and tobacco 2383 3078 3714 961 Japan 3229 6760 647 1084
Chemicals and chemical products 1796 1159 2396 6596 Other developed countries 2249 1613 11511 18414
Electrical and electronic equipment 864 3279 -331 179 Developing economies 18087 15346 32604 21814
Precision instruments 78 806 3 684 Africa 257 -78 499 1679
Services 15421 17248 4a17711 36056 East and South-East Asia 18870 12968 18870 12968
Electricity, gas and water 796 2280 1345 3855 South Asia 1201 539 -1731 -2417
Trade 194 1704 1912 1752 West Asia -2320 1758 127 253
Finance 952 6484 33111 31215 Latin America and the Caribbean 79 159 14 664 9311
Business services 5642 4365 -483  -1273 Transition economies = 1531 20 379

Table D. Greenfield FDI projects by industry, 2010-2011
(Millions of dollars)

2010 2011 2010 2011

Total 213770 206 924 143094 125 466
Primary 3658 4444 4262 5158
Mining, quarrying and petroleum 3647 4 444 4262 5158
Manufacturing 129489 131800 104303 85119
Chemicals and chemical products 16 410 25582 7980 6480
Metals and metal products 14 856 16735 16 028 24 522
Electrical and electronic equipment 34930 21578 26 528 11376
Motor vehicles and other transport equipment 28 559 17 921 10523 9084
Services 80623 70681 34530 35189
Construction 4601 7021 5030 3840
Transport, storage and communications 13226 19141 5943 6745
Finance 15900 16 451 4777 5250
Business services 13471 10255 4200 1682

Table E. Greenfield FDI projects by region/country, 2010-2011
(Millions of dollars)

2010 2011 2010 2011

World 213770 206924 143094 125466
Developed economies 136798 133339 32559 16470
European Union 44341 57 936 5567 7123
United States 44237 33515 8093 5961
Japan 36 353 30198 362 510
Other developed countries 11 866 11690 18537 2877
Developing economies 71324 72353 105283 102434
Africa 1“4 400 9929 12357
East and South-East Asia 63779 56138 63779 56138
South Asia 1955 10973 18556 19050
West Asia 2910 3965 2541 5930
Latin America and the Caribbean 2531 675 9556 8950
Transition economies 5648 1232 5253 6563
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South-East Asia is catching up. Registering a 14 per
cent increase, total FDI inflows to East and South-
East Asia amounted to $336 billion in 2011 (figure
B). The region accounted for 22 per cent of total
global FDI flows, up from about 12 per cent before
the global financial crisis. FDI inflows reached new
records in both subregions, as well as in the major
economies, such as China; Hong Kong, China;
Singapore and Indonesia (figure A).

South-East Asia continued to outperform East
Asia in FDI growth. Inflows to the former reached
$117 billion, up 26 per cent, compared with $219
billion, up 9 per cent, in the latter, narrowing the
gap between the two subregions (figure B, annex
table 1.1).

Among the economies of the Association of
Southeast Asian Nations (ASEAN), four — Brunei
Darussalam, Indonesia, Malaysia and Singapore
— saw a considerable rise in their FDI inflows. The
performance of the relatively low-income countries,
namely Cambodia, the Lao People’s Democratic
Republic and Myanmar was generally good as well,
though Viet Nam declined slightly. Although natural
disaster in Thailand disrupted production by foreign
affiliates in the country, particularly in the automobile
and electronic industries, and exposed a weakness
of the current supply-chain management systems,
FDI inflows to the country remained at a high level of
nearly $10 billion, only marginally lower than that of
2010. Overall, as East Asian countries, particularly
China, have continued to experience rising wages
and production costs, the relative competitiveness
of ASEAN in manufacturing has been enhanced.
Accordingly, some foreign affiliates in China’s
coastal regions are relocating to South-East Asia,?
while others are moving their production facilities to
inland China.

The performance of East Asian economies showed
a mixed picture. FDI flows to China reached a
historically high level of $124 billion in 2011. The
second largest recipient in the subregion, Hong
Kong, China, saw its inflows increase to $83 billion
(figure A), a historic high as well. By contrast, inflows
to the Republic of Korea and Taiwan Province
of China declined to $4.7 billion and -$2 billion,
respectively.

Japan gains ground as investor in the region.
Partly as a result of the significant appreciation

of the Japanese yen in 2011, TNCs from Japan
have strengthened their efforts in investing abroad
(section A.7), particularly in low-cost production
locations in South-East Asia. For instance, in
2011, attracted by low labour costs and good
growth prospects, Japanese companies pledged
to invest about $1.8 billion in Viet Nam.? In China,
FDI from Japan rose from $4 billion (4 per cent of
total inflows) in 2010 to $6 billion (9 per cent of
total inflows) in 2011. In Mongolia, large projects in
extractive industries, including the Tavan Tolgoi coal
mine, are being implemented or negotiated, some
with Japanese investors. In addition, negotiation of
the Economic Partnership Agreement with Japan
may bring in more FDI to Mongolia.

Owing to the worsening sovereign debt crisis and
related liquidity problems at home, TNCs from
Europe have slowed their pace of expansion in
East and South-East Asia since late 2011. In
particular, some European banks have undertaken
divestments from the region, selling their Asian
operations to regional players, a trend which may
continue this year with banks such as HSBC and
Royal Bank of Scotland selling assets in Hong
Kong, China; Thailand; and Malaysia. The actions
of TNGCs from the United States were mixed:
some in industries such as home appliances have
been relocating production facilities to their home
countries,* while others in industries such as
automotives have continued to expand in Asia.’

Greenfield investment dominates, but M&As are
on the rise. Greenfield investment is the dominant
mode of entry in East and South-East Asia,
although the total amount of investment decreased
slightly in 2011 to about $207 billion. In contrast,
cross-border M&As sales in the region increased by
about 24 per cent to $33 billion, driven by a surge in
South-East Asia, where total M&A sales more than
doubled, reaching $20 billion. Sales in East Asia
dropped by one fourth, with a rise in M&As in China
(up 77 per cent to $11 billion) cancelled out by a fall
in those in Hong Kong, China (down 92 per cent to
$1 billion).

In manufacturing, the major industries in which
greenfield investment took place were chemical
products, electronics, automotive and metal and
metal products in that order, while those most
targeted for cross-border M&As were electronics
and food and beverages. M&A sales also increased
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in services, contributing to a longer-term shift. In
China, for example, FDI flows to services surpassed
those to manufacturing for the first time as the result
of a rise in flows to non-financial services and a
slowdown of flows to manufacturing. FDI in finance
is expected to grow as the country continues to
open its financial markets,® and as foreign banks,
including HSBC (United Kingdom) and Citigroup
(United States), expand their presence through
both M&As and organic growth.”

Qutward FDI: East Asia slows down while South-
East Asia sets a new record. FDI outflows from East
and South-East Asia as a whole remained more or
less stable after the significant increase in 2010
(figure C). FDI outflows from East Asia dropped by
9 per cent to $180 billion, the first decline since
2005, while those from South-East Asia rose 36 per
cent to $60 billion, a record high.

FDI outflows from Hong Kong, China, the region’s
financial centre and largest source of FDI,
declined in 2011 by 14.5 per cent to $82 billion,
but increased in the last quarter of the year. FDI
outflows from China dropped by 5.4 per cent to
$65 billion. In contrast, outflows from Singapore, the
leading source of FDI in South-East Asia, registered
a 19 per cent growth, reaching $25 billion. Qutflows
from Thailand and Indonesia surged, reaching
$11 bilion and $8 bilion. The boom was driven
mainly by cross-border M&As in the case of
Thailand and by greenfield investments in the case
of Indonesia.

Diverging patterns in overseas M&As. TNCs from
East and South-East Asia continued to expand
globally by actively acquiring overseas assets. Their
M&A purchases worldwide amounted to $68 billion
in 2011, marginally higher than the previous record
set in 2010. Their cross-border M&A activities
demonstrated diverging trends: total purchases
in developed countries increased by 31 per cent
to $46 billion, while those in developing countries
declined by 33 per cent to $22 billion (table C). The
rise in their M&As in developed countries as a whole
was driven mainly by increases in Australia (up
20 per cent to $8 billion), Canada (up 99 per cent
to $9 billion) and the United States (up 155 per cent
to $12 billion), while the value of total purchases
in Europe decreased by 8 per cent to $17 billion.
The rise in M&A purchases in the developed

world corresponded to an increase in M&As in
manufacturing, to $13 billion (table B). Greenfield
investment by TNCs from East and South-East
Asia dropped, in both number and value (tables D
and E). The number of recorded greenfield projects
undertaken by firms based in East and South-East
Asia was about 1,200. The value of investments
dropped by 12 per cent to about $125 billion.

In manufacturing, East and South-East Asian TNCs
in industries such as metals and metal products as
well as food and beverages have been investing
more frequently through greenfield investment. In
services, companies from East Asia in particular
continued to be active players in the M&A markets
in both developed and developing countries.

Short-term prospects: slowing growth. FDI growth
in the region has slowed since late 2011 because
of growing uncertainties in the global economy.
FDI to manufacturing stagnated in China, but the
country is increasingly attracting market-seeking
FDI, especially in services. According to the
annual World Investment Prospects Survey (WIPS)
undertaken by UNCTAD this year, China continues
to be the most favoured destination of FDI inflows.
FDI prospects in South-East Asia remain promising,
as the rankings of ASEAN economies, such as
Indonesia and Thailand, have risen markedly in
the survey.
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3. South Asia

Table A. Distribution of FDI flows among economies, Figure A. FDI flows, top 5 host and home economies, 2010-2011
by range,® 2011 (Billions of dollars)

(Host) (Home)

Above ’ .
$10 billion India India India India
$1.0 to Islamic Republic of Iran, Iran, Isamic Iran, Islamic
$9.9 billion  Pakistan, Bangladesh v Republic of Republic of
$0.1 to . . . . Pakistan Pakistan
$0.9 billion Sri Lanka, Maldives Islamic Republic of Iran
Bel Pakist Bangladesh Sri Lanka
elow ’ akistan,
$0.1 billion  '\ePal. Afghanistan, Bhutan Sri Lanka, Bangladesh
SriLanka Bangladesh
2 Economies are listed according to the magnitude of their FDI flows. w2011 #2010 L w2011 #2010
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Figure B. FDI inflows, 2005-2011 Figure C. FDI outflows, 2005-2011
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Table B. Cross-horder M&As by industry, 2010-2011 le C. Cross-horder M&Rs by region/count
(Millions of dollars) (Millions of dollars)

2010 2011 2010 2011

2010 2011 2010 2011

Total 5569 12875 26 682 6078 World 5569 12875 26 682 6078
Primary 18 8997 5240 m Developed economies 7439 14870 7836 5239
Mining, quarrying and petroleum 18 8997 5240 1 European Union 163 12450 971 1094
Manufacturing 5960 1940 2499 1489 United States 5319 1576 3343 23
Wood and wood products - 435 - 6 Japan 1372 986 - 40
Chemicals and chemical products 4194 85 174 1370 Other developed countries 596 -142 3522 4082
Non-metallic mineral products 3 152 393 24 Developing economies -1910 -2017 18823 1083
Motor vehicles and other transport equipment 4 977 -14 470 Africa 38 217 10922 318
Services - 409 1937 18943 4478 East and South-East Asia -1731 -2417 1201 539
Electricity, gas and water - 310 95 1636 South Asia 342 46 342 46
Trade 53 341 29 - West Asia 177 133 898 -
Finance 275 701 5745 1461 Latin America and the Caribbean -735 3 5460 180
Business services - 602 291 424 96 Transition economies - - 24 -245

Table D. Greenfield FDI projects by industry, 2010-2011
(Millions of dollars)

Table E. Greenfield FDI projects by region/country, 2010-2011
(Millions of dollars)

2010 2011 2010 2011 2010 2011 2010 2011

Total 62899 68019 20777 35593 World 62899 68019 20777 35593
Primary 1080 - 679 4165 Developed economies 38423 41532 6 368 4503
Mining, quarrying and petroleum 1080 - 679 4165 European Union 18858 16008 3619 2512
Manufacturing 43943 47649 12446 19435 United States 11169 14024 728 1497
Chemicals and chemical products 4224 4567 3905 1370 Japan 6258 8 366 8 8
Metals and metal products 13635 19223 3740 8287 Other developed countries 2138 3135 2012 485
Machinery and equipment 2809 3157 404 132 Developing economies 23900 26 097 13341 30266
Motor vehicles and other transport equipment 9483 11466 2349 2628 Africa 75 980 4890 11113
Services 17876 20369 7653 11993 East and South-East Asia 18556 19050 1955 10973
Construction 1554 2640 511 776 South Asia 2177 1910 2177 1910
Transport, storage and communications 4554 3675 501 345 West Asia 2266 4093 3752 5672
Finance 2108 2552 1823 1710 Latin America and the Caribbean 826 64 566 598

Business services 2722 5879 1785 3228 Transition economies 576 389 1069 824
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FDI inflows to South Asia have turned around.
Inflows rose by 23 per cent to $39 billion in 2011
(2.6 per cent of global FDI flows) after a slide
in 2009-2010 (figure B). The recovery derived
mainly from the inflows of $32 bilion to India,
the dominant FDI recipient in South Asia. Inflows
to the Islamic Republic of lran and Pakistan,
recipients of the second and third largest FDI flows,
amounted to $4.2 billion and $1.3 billion (figure A).
Bangladesh has also emerged as an important
recipient, with inflows increasing to a record high of
$1.1 billion.

In 2011, about 145 cross-border M&As and
1,045 greenfield FDI projects by foreign TNCs were
recorded in South Asia (annex tables 1.4 and 1.9).
Cross-border M&As rose by about 131 per cent in
value, and the total reached $13 billion (tables B
and C), surpassing the previous record set in 2008.
The significant increase was driven mainly by a
number of large transactions in extractive industries
undertaken by acquirers from the European Union
(EV), as well as from developing Asia. By contrast,
cross-border M&A sales in manufacturing declined
by about two thirds, to a level below $2 billion
(table B). Sales in services amounted to $2 billion as
well but were still much below the annual amounts
during 2006-2009. Within manufacturing, the
automotive industry ($1 billion) was the main target
of investors, while in services, finance ($700 million)
was the main target.

FDI outflows from South Asia picked up as well. In
2011, outflows from the region rose by 12 per cent
to $15 billion, after a decline of three years. Outflows
from India, the dominant source of FDI from the
region, increased from $13.2 bilion in 2010 to
$14.8 billionin 2011 (figure A). However, Indian TNCs
became less active in acquiring overseas assets.
The amount of total cross-border M&A purchases
decreased significantly in all three sectors: from
$5.2 bilion to $111 million in the primary sector,
from $2.5 billion to $1.5 billion in manufacturing, and
from $19.0 bilion to $4.5 bilion in services. The
drop was compensated largely by a rise in overseas
greenfield  projects, particularly in  extractive
industries, metal and metal products, and business
services (table D).

Indian companies in information technology
services have long been active players in global

markets. In recent years, firms in service industries
such as banking and food services have also
become increasingly active in overseas markets,
particularly in developed countries and especially in
the United Kingdom. In early 2012, the State Bank
of India started offering mortgages in the United
Kingdom. India Hospitality Corp. acquired Adelie
Food Holding, based in the United Kingdom, for
$350 million, to capture growth opportunities in the
Indian fast food market.

Cautiously optimistic prospects. Countries in the
region face various challenges, which need to be
tackled in order to build an attractive investment
climate for enhancing development. Recent
developments have highlighted new opportunities
(box 11.1). The growth of inflows so far appears
likely to keep its momentum in 2012. As economic
growth in India has slowed, however, concerns
have arisen about short-term prospects for FDI
inflows to South Asia. Whether countries in the
region can overcome old challenges and grasp new
opportunities to attract investment will depend to a
large extent on Governments’ efforts to further open
their economies and deepen regional economic
integration.
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Box I1.1. Attracting investment for development: old challenges and new

opportunities for South Asia

South Asian countries face different challenges in building a conducive business environment and an attractive
investment climate, which are crucial for promoting economic development. These challenges include, for instance,
stabilization in Afghanistan, security concerns in the Islamic Republic of Iran and Pakistan, and macroeconomic as
well as political issues in India. Two issues stand out as major concerns: political risks and obstacles at the country
level and weak integration processes at the regional level.

At the country level, high political risks and obstacles have been an important factor deterring FDI inflows. Countries
in the region rank high in the country risk guides of political-risk assessment services, and political restrictions on
both FDI and business links between countries in the region have long existed. This has deterred FDI inflows and
negatively affected the countries’ FDI performance.

However, recent developments have highlighted new opportunities. For instance, the political relationship between
India and Pakistan, the two major economies on the subcontinent, has been moving towards greater cooperation,
with Pakistan granting India most-favoured-nation status in November 2011 and India recently announcing that it will
allow FDI from Pakistan. In Afghanistan, some FDI has started to flow into extractive industries.

At the regional level, progress in economic integration (with the South Asian Association for Regional Cooperation
as the key architect) has been slow, and the trade barriers between neighbouring countries in the region are among
the highest in the world. South Asia is perhaps one of the least integrated developing regions: intraregional trade
accounts for about 2 per cent of total gross domestic product (GDP), compared with more than 20 per cent in East
Asia. In addition, investment issues have not yet been included in the regional integration process. As a result, the
region has not been able to realize its potential for attracting FDI inflows, especially in promoting intraregional FDI
flows. In 2011, intraregional greenfield investment accounted for merely 3 per cent of the regional total, compared
with 27 per cent in East and South-East Asia.

Nevertheless, high economic growth in major economies in the subregion has created a momentum for regional
integration in recent years, and South Asian countries have increasingly realized that regional integration can help
them improve the climate for investment and business. The inclusion of an investment agenda in the regional
integration process and in particular the creation of a regional investment area can play an important role in this
regard.

Source: UNCTAD and UNESCAP.
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4. West Asia

Figure A. FDI flows, top 5 host and home economies, 2010-2011
(Billions of dollars)
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istribution of FDI flows among economies,
by range,’ 2011
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Cross-border M&As by industry, 2010-2011
(Millions of dollars)

Table C. Cross-horder M&As hy region/country, 2010-2011
(Millions of dollars)

2010 2011 2010 2011 2010 2011 2010 2011

Total 4887 9713 -15278 6136 World 4887 9713 -15278 6136
Primary 170 2730 1484 37 Developed economies 2257 8222 -2555 2599
Mining, quarrying and petroleum 170 2682 1484 37 European Union 1472 9412 - 683 5083
Manufacturing 2416 665 18 780 United States 112 -1579 -2333 -1110
Wood and wood products 10 37 16 - Japan 343 33 -
Chemicals and chemical products 19 180 -19 -89 Other developed countries 331 356 461  -1374
Metals and metal products 410 174 - -2 Developing economies 2062 1187 -12724 3420
Machinery and equipment - 310 - 3 Africa 965 -10653 464
Services 2301 6317 -16780 5319 East and South-East Asia 127 253 -2320 1758
Electricity, gas and water -59 555 400 190 South Asia 898 177 133
Transport, storage and communications 100 338 -10721 -2568 West Asia 72 916 72 916
Finance 1611 4128 -4163 7954 Latin America and the Caribbean - 18 147
Business services 172 895 281 314 Transition economies 2 5 - 117

Table D. Greenfield FDI projects by industry, 2010-2011

Table E. Greenfield FDI projects by region/country, 2010-2011

(Millions of dollars) (Millions of dollars)

2010

2011

2010

2011

2010

2011

2010

2011

Total 60011 69 151 37190 44194 World 60011 69 151 37190 44194
Primary 1631 915 - 503 Developed economies 36 532 38990 3769 9687
Mining, quarrying and petroleum 1631 915 - 503 European Union 23370 14911 3454 7481
Manufacturing 23 395 39 640 7538 19444 United States 8219 18121 123 1937
Food, beverages and tobacco 1443 3783 1110 2414 Japan 1162 2 896 - -
Coke, petroleum and nuclear fuel 1165 4472 2122 7633 Other developed countries 3782 3062 192 269
Chemicals and chemical products 8977 13877 177 3372 Developing economies 21726 29 466 28313 33371
Metals and metal products 3155 8260 737 3088 Africa 2517 150 9897 7038
Services 34 985 28 595 29 652 24247 East and South-East Asia 2541 5930 2910 3965
Electricity, gas and water 6 004 6744 570 2611 South Asia 3752 5672 2266 4093
Construction 11231 6620 13630 12603 West Asia 12 403 17 535 12 403 17 535
Hotels and restaurants 5431 4686 2921 1920 Latin America and the Caribbean 513 178 836 699
Business services 3976 3199 4805 921 Transition economies 1753 695 5108 1135
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Inflows to West Asia declined for a third year. They
decreased by 16 per cent to $49 billion in 2011,
affected by both the continuing political instability
and the deterioration of global economic prospects
in the second half of 2011. The level is the lowest
since 2005 - when FDI flows stood at about
$44 billion — and far below the record high of about
$92 billion registered in 2008 (figure B).

Gulf  Cooperation Council (GCC)  countries
are still recovering from the suspension or
cancellation of large-scale projects in previous
years. They registered a drop of 35 per cent
in FDI inflows, which brought their share in the
region’s total from 69 per cent in 2010 to 53 per
cent in 2011. Saudi Arabia — the region’s biggest
recipient — saw a 42 per cent fall in 2011 to
$16 billion, which largely explains the overall decline.
FDI flows to Oman and Qatar also decreased —
reaching negative values in the latter — but those
to Bahrain, Kuwait and the United Arab Emirates
rebounded from relatively low values (figure A and
annex table [.1).

Some of the big and expensive projects that
had prospered in these countries during the pre-
crisis period had to be suspended or cancelled
when project finance dried up in the wake of the
global financial crisis. After a period of calm and
consolidation, projects started slowly coming back
on line in 2010 but soon faced delays caused by
the Arab uprising across the region during 2011,
and by new uncertainties about global economic
prospects. Some big projects with strong sponsors
have managed to secure financing, sometimes with
greater use of export credit agencies, in particular
from Japan and the Republic of Korea, and highly
liquid regional bank lenders.?

As of October 2011, the cancelled or suspended
construction projects in the Middle East and North
African market were estimated at $1.74 trillion, with
$958 billion in the United Arab Emirates alone and
$354 billion in Saudi Arabia.® Construction was one
of the most important areas for investment to have
emerged in the last oil boom, and the pace of its
activity is among the key indicators of investment
behaviour in housing, tourism, infrastructure,
refineries, petrochemicals and real estate, where
foreign investment prospered during the boom
years.

Strong recovery of FDI into Turkey. Turkey stood
as an exception to regional trends, with inflows
registering a 76 per cent increase to $16 billion
(figure A), maintaining the country’s position as
the region’s second largest FDI recipient and
increasing its share in the region’s total from 16 to
33 per cent. The increase in inflows was mainly the
result of a more than three-fold increase in cross-
border M&A sales (annex table 1.3), with two big
deals making up most of the total.” In addition,
Turkey’s FDI promotion policy has been shifting
towards a more sector-specific approach, aiming
directly at high value added, high-tech and export-
oriented projects. Investments in automotive and
petrochemical industries have been designated
primary objectives by the Investment Support and
Promotion Agency, and the mining sector will soon
be added as well."

Political and social unrest has halted FDI to non-
GCC Arab countries. Flows to this group of
countries — which represented 14 per cent of the
region’s total — declined by 26 per cent in 2011
to $7 billion. Spreading political and social unrest
has halted FDI inflows in the Syrian Arab Republic
and Yemen. Flows to Lebanon were affected by
the slowdown in the real estate sector — the most
important recipient of FDI — as a consequence of
adverse spillovers of both the global financial crisis
and the regional unrest.

Increased oil revenues helped boost FDI outflows.
FDI outflows from West Asia rebounded by 54 per
cent in 2011 after bottoming out at a five-year low
in 2010 (figure C). The rise in oil prices since the
end of 2010 made more funds available for outward
FDI from the GCC countries. In addition to these
countries — the region’s main outward-investing
economies — Turkey registered a 68 per cent
increase in outward FDI flows. This is reflected in
the recovery of both cross-border M&A purchases
and greenfield projects abroad by Turkish investors,
with a strong shift of greenfield FDI projects
from developed and transition economies to
neighbouring developing regions and countries.

FDI prospects are still negative for inward FDI to
the region. UNCTAD projects that FDI inflows will
continue declining in 2012, judging by preliminary
data on cross-border M&A sales and greenfield
investment for the first five months of 2012, as
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uncertainties at the global and regional levels are  further reduce economic dependence on the oil and
likely to cause foreign investors to remain cautious  gas sectors through economic diversification wil
about their investment plans in the region. create additional business opportunities, and revive
In the longer term, however, the concentration of  the region’s attractiveness for foreign investors (see
oil wealth in the region and the strategic need to  box I1.2).

Box 11.2. Economic diversification and FDI in the GCC countries

Economic diversification has recently taken high political priority in West Asia, as the lack of job prospects for a
rapidly growing, educated and young population was a key trigger of political unrest. The oil-rich countries saw in the
surge of ail prices in the early 2000s an opportunity for change. In 2001, the six GCC members signed an economic
agreement aiming to boost their diversification efforts by encouraging the private sector, including foreign investors,
to play a more active role and implementing liberalization measures to this end.

The new policy framework opened a wider range of activities to FDI. Together with new opportunities offered by the
surge in oil revenues, this has increased annual inflows from a relatively modest $1 billion on average during 1990
2000 to $28 billion during 20012011, reaching a record $60 billion in 2008, and targeting mainly services. Stock
data from three countries show that in 2010, services accounted for 59 per cent of inward FDI, manufacturing for
27 per cent and the primary sector — mainly the oil and gas upstream industry where restrictions on FDI participation
remain — for 14 per cent (box figure 11.2.1). Services was also dominant in greenfield FDI projects, attracting 51 per
cent of estimated investments during 2003-2011; 44 per cent targeted manufacturing and 5 per cent went to the
primary sector.

Box figure 11.2.1. Accumulated inward FDI stock in Oman, @atar and Saudi Arabia,®
by sector, 2010

14 %

Chemicals 11 %

Refining 7 %

Other 9 %

Services

~

Source: UNCTAD, FDI/TNC database (www.unctad.org/fdistatistics).
@ These three countries accounted for 69 per cent of GCC countries’ inward FDI stocks in 2010.
Sectoral data for Bahrain, Kuwait and the United Arab Emirates are not available.

Active industrial policies have targeted FDI in specific activities, using oil revenues to establish projects and
encouraging foreign investors to participate — for example, in petrochemicals and petroleum refining, and the building
of economic zones and new cities.
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Box I1.2. Economic diversification and FDI in the GCC countries (concluded)

The soaring oil prices and increasing refining margins in the 2000s encouraged Gulf countries to establish refinery/
petrochemical complexes to produce products with higher value added. They also opened the door wider to
international oil companies, as providers of technologies and market experience. Several projects have been built
or are under way, through joint ventures or non-equity agreements with foreign TNCs. Several are hosted in Saudi
Arabia, such as Petro Rabigh (with Sumitomo Chemical (Japan)), Al Jubail (with Total (France)), and Fujian (with
ExxonMobil (United States) and Sinopec (China)), among others. Similar projects also took place in the United Arab
Emirates, Qatar and Oman.

Building economic zones and cities has generally consisted of providing advanced information and communications
technology, infrastructure and services to attract leading tenants to help establish new, globally competitive industries,
especially service-based ones. More than 55 such cities or zones have been established or are under way, generally
targeting knowledge-intensive industries.

GCC countries clearly experienced higher growth in their non-oil sectors during the 2000s (IMF, 2011), and the
shift in their FDI policy allowed foreign direct investors to participate. Progress in equal treatment of GCC-country
citizens — in freedom of movement, work, residence, economic engagement, capital movement and real estate
ownership — has spurred intra-GCC FDI, which has helped develop services activities.

Despite this progress, hydrocarbons still dominate real GDP and export revenues, and the expansion of the non-oil
sectors has not meant a decline in dependence on oil.2 High growth rates in non-oil activities have created relatively
few job opportunities for national workforce to assuage the high unemployment rates and reliance on government
posts.? This might indicate a mismatch between career aspirations and available opportunities, on the one hand, and
between the skills required by the private sector and those available in the workforce, on the other. This introduces
the risk of the consolidation of a dual system, where modern enclaves with expatriate management and workforces
are disconnected from the skills of the national workforce which relies mostly on government jobs.

GCC countries face common challenges. The scale of diversification plans will require both private and public
funding, as well as cooperation and coordination between public and private sectors, which will continue to provide
investment opportunities for TNCs.

Source: UNCTAD.

a Qil revenues represented 60-88 per cent on average of government revenues during 2005-2009, and its share in export
revenues was 76-95 per cent in 2008, except in the United Arab Emirates, where it was 43 per cent (Samba, 2010).

b |n 2008, national unemployment was estimated at close to 13 per cent in Saudi Arabia, 14 per cent in the United Arab
Emirates and 15 per cent in both Bahrain and Oman. The majority of those employed worked in government; 88 per cent
of nationals in Qatar, 86 per cent in Kuwait, 72 per cent in Saudi Arabia and 47 per cent in Oman. In 2007-2008, the share
of migrants in total employment was estimated at 74 per cent in Bahrain, 77 per cent in Oman, 92 per cent in Qatar and
87 per cent in Saudi Arabia (Baldwin-Edwards, 2011).
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5. Latin America and the Caribbean

Figure A. FDI flows, top 5 host and home economies, 2010-2011
(Billions of dollars)

Table A. Distribution of FDI flows among economies,
by range,’ 2011

(Host) (Home)
Above Brazil, British Virgin Islands, Mexico, P, .
$10 billion  Chile, Colombia British Virgin Islands, Chile
British
$5.0 to Peru, Cayman Islands, Argentina, . ’ Virgin
$9.9 billion  Bolivarian Republic of Venezuela Mexico, Colombia Islands
$1.0 0 Panama, Dominican Republic, ’
4.9 billon Uruguay, Costa Rica, Bahamas, Cayman Islands, Panama, Argentina Chile
) Honduras, Guatemala, Nicaragua
Plurinational State of Bolivia, Trinidad,
Tobago, Ecuador, Aruba, EI Salvador, . . Mexico
:g; L?Hion Barbados, Paraguay, Jamaica, Haiti, 5:2:2;56’1 B:é':’j”a" Republic of
: Guyana, Saint Kitts, Nevis, Saint ’
Vincent and the Grenadines, Cuba Colombia
Turks and Caicos Islands, Belize, ‘éir;grcnzlacol\sl}g;:;cg%alg%‘fg%;o
Less than ir?:inE;?gllj%aolérrz:e%aa%amgl?r?\ianica Turks and Caicos Islands, Aruba, Cgmg 01 =0
$0.1 billion ’ g ’ Belize, Sint Maarten, Honduras, e

Anguilla, Montserrat, Sint Maarten,

Suriname, Uruguay, Dominican

Suriname Republic, Barbados, Brati

2 Economies are listed according to the magnitude of their FDI flows.

Figure B. FDI inflows, 2005-2011
(Billions of dollars)
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Table B. Cross-border M&As by industry, 2010-2011
(Millions of dollars)

Table C. Cross-horder M&As by region/country, 2010-2011
(Millions of dollars)

2010 2011 2010 2011

2010 2011 2010 2011

Total 28414 20689 15831 18659 World 28414 20689 15831 18659
Primary 12376 6409 2077 - 650 Developed economies 2744 908 12036 9173
Mining, quarrying and petroleum 11898 6249 1981 - 745 European Union -285 -12191 2905 1752
Manufacturing 7398 2766 4700 6035 United States -395  -3497 4719 5402
Food, beverages and tobacco 5878 7638 2825 2213 Japan 4907 10946 125 -
Textiles, clothing and leather 50 119 - 598 425 Other developed countries -1483 5649 4287 2019
Wood and wood products 84 216 69 122 Developing economies 24741 17585 3951 8157
Electrical and electronic equipment 1742 683 - 16 Africa -75 - -84 -5
Services 8640 11514 9055 13274 East and South-East Asia 14 664 9311 79 159
Construction 18 1417 49 826 South Asia 5460 180 -735 3
Transport, storage and communications 2409 3523 263 6123 West Asia - 147 - 18
Business services 2438 1415 1070 -272 Latin America and the Caribbean 4692 7983 4692 7983
Community, social and personal service activities 217 2565 1220 4 Transition economies -3 2119 -156 1329

Table D. Greenfield FDI projects by industry, 2010-2011

(Millions of dollars)

Table E. Greenfield FDI projects by region/country, 2010-2011

(Millions of dollars)

2010 2011 2010 2011 2010 2011 2010 2011

Total 120113 138680 21754 20655 World 120113 138680 21754 20655
Primary 17234 21481 7429 2300 Developed economies 947711 112431 5200 3499
Mining, quarrying and petroleum 17234 21446 7418 2300 European Union 50871 57462 1132 1319
Manufacturing 68900 59166 8373 7674 United States 21217 29109 566 2038
Food, beverages and tobacco 6258 10632 2038 1197 Japan 6585 9945 46 93
Rubber and plastic products 4541 3424 3050 170 Other developed countries 16098 15915 3456 49
Metals and metal products 20242 15233 678 1769 Developing economies 23324 25880 16544 17156
Motor vehicles and other transport equipment 14774 15977 360 250 Africa 503 1167 809 1774
Services 33979 58034 5952 10681 East and South-East Asia 9 556 8950 2531 675
Electricity, gas and water 9518 11989 1688 156 South Asia 566 598 826 64
Transport, storage and communications 9916 20643 1424 3678 West Asia 836 699 513 178
Finance 2892 2786 1392 1290 Latin America and the Caribbean 11864 14466 11864 14466
Business services 7291 20557 410 5117 Transition economies 2018 370 10 =
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South America is the main driver of FDI growth
to the region. FDI flows to Latin America and the
Caribbean increased by 16 per cent to a record
$217 billion in 2011, driven mainly by increasing
inflows to South America (up 34 per cent). Inflows
to Central America and the Caribbean, excluding
offshore financial centres, increased by 4 per
cent, while those to the offshore financial centres
registered a 4 per cent decrease.

The high growth of FDI in South America was mainly
due to its expanding consumer markets, high
growth rates and natural-resource endowment. In
2011 Brazil remained by far the largest FDI target,
with inflows increasing by 37 per cent to $67 billion
— 55 per cent of the total in South America and
31 per cent of the total in the region. The size of
Brazil's domestic market explains its attractiveness,
as does its strategic position in South America,
which brings within easy reach other emerging and
fast-growing markets, such as Argentina, Chile,
Colombia and Peru.

Another important driver for FDI growth to South
America has been the relatively high rate of return
on investments in the region. Since 2003, South
American countries have witnessed significant
growth of income on FDI: from an annual average of
$11 billion during 1994-2002, equivalent to 0.84 per
cent of the subregion’s GDP, to an annual average
of $60 billion during 2003-2011, equivalent to 2.44
per cent of GDP. In 2011, FDI income increased
another 17 per cent, reaching $95 billion. '

The rise in FDI income during the 2000s, in parallel
with the increase in FDI stock (a nine-fold increase
between 1994 and 2011) and share in GDP (from
11 to 28 per cent share in current GDP), was in
part driven by increased investment in extractive
industries, which have enjoyed high profitability
and have attracted a significant part of FDI inflows
since the commodity price boom. For example,
in Chile this industry accounted for 43 per cent of
accumulated FDI inflows during 2006-2010. Its
share in Brazil's FDI stock grew from 3 per cent
at the end of 2005 to 15 per cent at the end of
2010. In Peru its share grew from 14 per cent at
the end of 2003 to 26 per cent at the end of 2010,
while in Colombia its share jumped from 17 per
cent in 1994-2002 to 54 per cent in 2003-2011,
attracting about two thirds of FDI inflows in 2009-
2011."® The rates of return on inward FDI'* in the

extractive industry in Argentina and Chile were
30 per cent and 20 per cent, respectively, in 2010,
while those on total inward FDI were 11 per cent
and 14 per cent, respectively.’™ The importance
of FDI income is evident in the high share of
reinvested earnings, which represented 45 per cent
of FDI flows to South American countries other than
Brazil'® in 2003-2011, compared with 11 per cent
in 1994-2002. Although high and rapidly growing
FDI profits boost investment in productive capacity
in host countries, they also entail risks, in that cash
flows are available for repatriation or for short-term
investment in local markets.

Offshore financial centres have surged as significant
destinations for FDI since the beginning of the global
financial crisis in 2007. After reaching a record
$77 billion in 2008, FDI flows declined in 2009 by
9 per cent, after the OECD undertook initiatives to
tackle banking secrecy and tax evasion through
offshore financial centres. In 2011, flows decreased
by 4 per cent to $67 billion, equivalent to 31 per
cent for the region’s total. However, they remained
much higher than their pre-crisis level ($21 billion
annual average in 2004-2006).

In 2011, inflows to the subregions of Central
America and the Caribbean, excluding offshore
financial centres, increased by 4 per cent to
$29 bilion — 13 per cent of total flows to Latin
America and the Caribbean. A relatively more
positive outlook for the United States, with which
these countries have deep economic ties, offset
the impact of the weakening global economy on
FDI. Inflows to Mexico, which accounted for 69 per
cent of total inflows to these countries, decreased
by 6 per cent because of an 85 per cent drop in
cross-border M&A sales, from $8 billion in 2010 to
$1.2 billion in 2011. Nevertheless, FDI in Mexico’s
automotive and auto-component industry — an
industry that is almost entirely foreign owned — was
thriving. International auto companies continued
to make new investments, especially in small and
fuel-efficient vehicles and components. Investment
by original equipment manufacturers has brought
with it small and medium-sized firms in the auto
parts industry. Investments for new automobile
projects in Mexico from 2006 to 2012 are estimated
to total $15 billion. Nissan, Ford and Honda have
announced plans to invest $2 billion, $1.5 billion
and $800 million.”
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A reconfiguration of investments is taking place in the
region. Although traditional investors from Europe
and North America increased their investment in
greenfield FDI projects in Latin America and the
Caribbean in 2011 (up 17 per cent) and remained
by far the main actors in such projects (72 per cent
of the total in 2011), they have also divested more
assets than they have purchased in the region’s
cross-border M&A market in the past three years.
This changing pattern of FDI by traditional investors
is occurring at the same time as the advance of
TNCs from developing economies and Japan
(table C). TNCs from Colombia, Mexico, China and
India have been the most active investors from
developing countries.

A retreat from the region by some major European
financial institutions has been accelerating in
2012, as pressure to bolster their balance sheets
grows — potentially leaving a gap to be filled by
local or regional institutions looking to become
international. For example, Banco Santander
SA (Spain) announced in December 2011 an
agreement to sell its Colombian unit to CorpBanca
(Chile) for $1.2 billion, along with a 7.8 per cent stake
in its Chilean unit.’® Earlier in the year Santander
announced sales of stakes in other Latin American
businesses, including its bank in Brazil and 51 per
cent of its Latin American insurance arm. These
moves, driven by the need to boost capital at home
in order to meet more stringent requirements from
European regulators, constitute a major reversal of
this bank’s strategy of the 1990s, when its growing
presence in the continent was seen as central to its
global expansion plans. In a similar move driven by
the same motives, ING (Netherlands) announced
that it would sell its insurance and pensions
businesses across much of Latin America to the
Grupo de Inversiones Suramericana (Colombia),
which will pay $3.85 bilion for pension and
investment units in a handful of countries, including
Colombia.™

FDI outflows have become volatile. Outward FDI
flows from Latin America and the Caribbean have
become volatile since the global financial crisis.
They decreased by 17 per cent in 2011, after a
121 per cent increase in 2010, which had followed
a 44 per cent decline in 2009. This volatility is due
to the growing importance of flows that are not

necessarily related to investment in productive
activity abroad, as reflected by the high share of
offshore financial centres in total FDI flows from
the region, and the increasing repatriation of
intracompany loans by Brazilian outward investors,
which reached a record $21 billion in 2011.

The global financial crisis has accelerated the shift
towards industrial policy in Argentina and Brazil. This
shift began in the early 2000s, during the recession
that hit the region in 1998-2002. The recession
was perceived as a failure of the economic model of
the 1990s to deliver economic growth and reduce
poverty. As a consequence, a number of Latin
American countries entered a new phase, marked
by a review of the role of the State in the economy
and rehabilitation of industrial policy, which is slowly
returning after practical exclusion from the previous
economic model.?® Some countries — Argentina in
2001, Mexico in 2002 and Brazil in 2003%' — began
announcing plans to promote specific industries
and activities (Peres, 2011).2?

More recently, the global economic crisis
accelerated this shift towards industrial policy in
Argentina and Brazil. Both countries implemented
policies to support industries not only by fostering
investment, innovation and foreign trade, but
also by protecting the domestic market and
local manufacturing — already weakened by the
appreciation of local currencies®® — from the flood
of cheap manufactured goods seeking to counter
weak demand in the United States and Europe.
Both countries want their local industries to
capitalize on their domestic consumption boom
and aim to establish a homegrown high-technology
industry that will help them diversify their economies
and move up the value chain.

Since the global economic crisis began, a number
of measures adopted by Argentina and Brazil have
reversed some of the unilateral trade liberalization
measures implemented in the 1990s, in efforts
to make local manufacturing more cost-effective
and persuade producers to set up locally. These
measures include higher tariff barriers, more
stringent criteria for licenses and increased
preference margins for domestic production
in public procurement in the case of Brazil.?
In addition, Brazil increased the tax on manu-
factured products (Imposto sobre Produtos
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Industrializados) levied on certain national and
imported vehicles by 30 percentage points,
while granting a rate reduction equivalent to
30 percentage points to vehicles that have at least
65 per cent regional content (defined as that of
Brazil, the Mercado Comun del Sur (MERCOSUR)
or Mexico) and that meet other requirements.?®
Moreover, Brazil unveiled a new policy in August
2011. It included the replacement of the corporate
payroll contribution to social security (20 per cent)
by a 1.5 per cent tax on gross revenues for firms
in labour-intensive sectors starting in December
2012, and the expansion of Banco Nacional
do Desenvolvimento loan programmes. At the
MERCOSUR level, members agreed in December
2011 to impose a 35 per cent tariff, the maximum
allowed under WTO rules, on 100 additional
goods, subject to MERCOSUR’s common tariff on
imports from outside the bloc. The new tariffs will
be imposed until December 2014. Capital goods,
textiles and chemical imports are the likely targets.®

These policies may induce “barrier hopping” FDI
into the region. Indeed, they seem to have had an
impact on the strategy of TNCs in these countries.
In Brazil, TNC automakers announced a flurry of
investments into the auto sector at the end of 2011.
For instance, among the new investments planned
for Brazil or already under way, Chery (China) has
begun construction of a $400 milion plant that
will produce 150,000 vehicles a year; Volkswagen
has announced plans to invest $4.5 billion in the
country until 2016; and the Renault-Nissan alliance
will invest $1.5 billion to build a new Nissan plant
in Rio de Janeiro state, where production is due
to begin in 2014, and $200 million in its existing
Curitiba site. Another Chinese group, JAC Motors,
is planning to invest RMB 900 million for a plant
with a capacity of 100,000 units, while BMW is
also reportedly looking to establish its first factory
in Latin America in Brazil.?” In addition, after being
granted tax incentives, Foxconn (Taiwan Province
of China) plans to build five additional factories
in Brazil to help cater to demand for Apple iPads
and other tablets, which together are expected to
require an annual run rate of nearly 400 million units
within five years.?® In Argentina, in a context of a
boom in agriculture exports and the domestic auto
market (with growth of about 30 per cent per year),
the Government began in 2011 negotiating with

automakers and agriculture-machinery producers
to source and produce locally. In addition, a
number of TNCs announced new investments in
the country.?®

More recently, after declaring the achievement of
self-sufficiency in hydrocarbons and their exploita-
tion, industrialization, transportation and marketing
to be of national public interest, the Government
renationalized 51 per cent of Argentina’s largest
oil company, YPF (see box lll.4). The Government
was prompted to retake control of the industry by
Argentina’s first fuels deficit in 17 years.®® YPF has
announced it will look for both local and interna-
tional partners to finance exploration in the Vaca
Muerta shale, which could hold the world’s third
largest reserves of unconventional gas and oil.

Argentina and Brazil are revising their development
strategies as they pursue more active policies
for promoting industrialization and broader
development goals. This revival of industrial policies
is likely to have an impact on both FDI policy
and FDI strategy. FDI policy is likely to depend
increasingly on the industry in question and the role
the Governments want to assign to FDI, which in
turn will affect FDI strategy. While the era of across-
the-board liberalization policies for FDI seems to be
over, this change does not seem to be deterring FDI
flows, which have boomed in Brazil in recent years
and steadily increased in Argentina since the region
resumed growth in 2003-2004.

Short-term prospects of FDI to Latin America and
the Caribbean are muted. The region is likely to
remain attractive to foreign direct investors given
its natural resources and its relatively higher growth
prospects at a time of overall global uncertainty. In
addition, the shift towards a greater use of industrial
policy may induce “barrier-hopping” FDI into the
region, and appears to have already had an effect
onfirms’ investment plans. However, the uncertainty
created at the global level by the European debt
crisis is affecting the region’s short-term prospects
and impacting on FDI, which is likely to register, at
the best, a slight growth in 2012.
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6. Transition economies

Table A. Distribution of FDI flows among economies, Figure A. FDI flows, top 5 host and home economies, 2010-2011
by range,® 2011 (Billions of dollars)

(Host) (Home)

Above Russian Federation, Kazakhstan . )
. . ! ' Russian Federation
$5.0 billion  Ukraine s P
Federation Federafion
$1.0t0 Belarus, Turkmenistan, Serbia,
o Croatia, Azerbaijan, Uzbekistan, Kazakhstan Kazakhsta
$4.9 billion Albania, Georgia akfstan Kazakhstan
$0.5 to ' " Ukraine Azerbaijan
$0.9 billion Kyrgyzstan, Montenegro, Armenia Azerbaijan
Ukraine, Serbia, Georgia, Armenia, Belarus Ukraine
Bosnia and Herzegovina, the former Belarus, Croatia, Albania,
Below : ! . Republic of Moldova, Bosnia
$0.5 billion ;légﬂilﬁg gfem?ggvzf % ?&?gtz?]'a’ and Herzegovina, Montenegro, Turkmenistan | | Sertia [
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Table B. Cross-horder M&As by industry, 2010-2011 Tahle C. Cross-horder M&As by region/country, 2010-2011

(Millions of dollars)

(Millions of dollars)

2010 | 2011 2010 | 2011 2010 2011 2010 | 2011

Total 4499 | 32970 5693 | 13510 World 4499 | 32970 5693 | 13510
Primary 20| 18271 2268 | 12143 Developed economies 2364 | 22937 4672 1464
Mining, quarrying and petroleum -85 | 18226 2268 | 12094 European Union 7537 | 10516 3094 2062
Manufacturing 1857 6386 270 | -1354 United States 19 7032 205 - 894
Food, beverages and tobacco 1366 5243 325 m Japan - - - -
Wood and wood products 51 68 126 - Other developed countries -5291 5389 1373 296
Chemicals and chemical products -7 984 -7 -106 Developing economies 276 1580 69 3525
Metals and metal products 12 - -174| -1368 Africa 388 - 51 -130
Services 2621 8312 3155 2720 East and South-East Asia 20 379 1531
Trade 391 2464 13 - South Asia 24 - 245 -
Transport, storage and communications 1065 5761 - 442 -3 West Asia - 17 21 5
Finance 503 198 2459 2222 Latin America and the Caribbean - 156 1329 -3 2119
Business services 191 - 361 7 65 Transition economies 952 8520 952 8520

Table D. Greenfield FDI projects by industry, 2010-2011
(Millions of dollars)

Tahle E. Greenfield FDI projects by region/country, 2010-2011
(Millions of dollars)

2010 2011 2010 2011 2010

Total 55934 59 461 21575 World 59 461 21575
Primary 3508 4844 3995 1658 Developed economies 38268 | 40904 2751 4518
Mining, quarrying and petroleum 3508 4844 3995 1658 European Union 32539 | 31444 2164 2238
Manufacturing 30867 | 35602 12386 | 12030 United States 2787 3586 425 2014
Coke, petroleum and nuclear fuel 3332 10164 3218 7861 Japan 1442 1740 17 108
Chemicals and chemical products 4208 2712 872 68 Other developed countries 1501 4134 145 159
Non-metallic mineral products 1455 3219 88 6 Developing economies 11448 8522 12 607 3414
Motor vehicles and other transport equipment 12 085 7872 5536 1358 Africa 8 - 2612 727
Services 21559 19015 5195 4278 East and South-East Asia 5253 6563 5648 1232
Electricity, gas and water 2656 4915 847 681 South Asia 1069 824 576 389
Construction 7400 2591 343 - West Asia 5108 1135 1753 695
Transport, storage and communications 4063 4162 1437 720 Latin America and the Caribbean 10 - 2018 370
Finance 2444 2871 1686 1982 Transition economies 6218 | 10035 6218 | 10035
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Recovery of FDI flows. FDI to economies in
transition in South-East Europe, the CIS and
Georgia®' recovered strongly in 2011, prompted by
the dynamism of cross-border M&A deals, although
greenfield investments are still the dominant form
of entry. Inflows rose by 25 per cent, to $92 billion
(figure B). In South-East Europe, manufacturing
FDI increased, buoyed by competitive production
costs and open access to EU markets, while in the
CIS, resource-based economies benefited from
continued natural-resource-seeking FDI. Compared
with  foreign portfolio flows, FDI flows were
remarkably stable, underscoring their importance
for development. Large countries continued to
account for the lion’s share of inward FDI. Inflows
remained concentrated in a few economies, with
the top five destinations accounting for 87 per cent
of the flows (figure A).

The Russian Federation saw FDI flows grow by
22 per cent, reaching $53 billion, the third highest
level ever recorded. Foreign investors were
motivated by the continued strong growth of the
domestic market and affordable labour costs,
coupled with productivity gains. They also continued
to be attracted by high returns in energy and other
natural-resource-related projects, as shown by
the partnership deal between Exxon Mobil (United
States) and the State-owned oil company Rosneft
(Russian Federation) to develop the rich, untapped
reserves of the Arctic zone.

Cross-border M&As were particularly dynamic. The
FDI rebound was due mainly to a surge in the value
of cross-border M&As, from $4.5 billion in 2010
to $33 billion in 2011 (tables B and C), driven by
a number of large transactions. The takeover of
Polyus Gold (Russian Federation) for $6.3 billion
by the KazakhGold Group (Kazakhstan) was the
largest. Although deals in energy, mining, oil and
gas tend to attract the most media attention, the
consumer market was also a target for cross-
border M&As in 2011.%2

TNCs from around the world invested in the region;
“round-tripping” FDI was still high. Developed
countries, mainly EU members, continued to
account for the largest share of FDI projects (both
cross-border M&As and greenfield investments),
though projects from developing and transition
economies gained importance. Overall, FDI flows

between transition countries remained relatively
low, accounting for an average of 10 per cent of the
region’s total FDI projects, although they increased
20 per cent since 2010, mainly due to intraregional
M&As. A large part of FDI flows to the transition
economies continued to come from offshore
centres, as “round-tripping” or transhipment
transactions. As a result, Cyprus and the British
Virgin Islands were the largest two investors in the
region in 2011, representing almost one third of
total inflows.

FDI in services remained sluggish but new impetus
may come from the WTO accession of the Russian
Federation. In 2011, FDI projects in transition
economies rose in all three sectors of production
(tables B and D). Compared with the pre-crisis level
(2005-2007), the value of FDI in the primary sector
increased almost four-fold; FDI in manufacturing
rose by 28 per cent while FDI in services remained
lower. Over the long run, however, FDI in services
is expected to rise because of the accession of the
Russian Federation to the WTO (box I1.3). Through
that accession the country has further committed
to integrate itself into the global economic system,
which will boost foreign investors’ confidence
and improve the overall investment environment.
The services sector may well replace the
manufacturing sector as the engine of FDI growth,
while in the manufacturing sector, domestic and
foreign investors will most likely consolidate as
the landscape becomes more competitive. In
the primary sector, the impact on FDI will vary by
industry.

Record-high FDI outflows, and not only by natural-
resource-based TNCs. FDI outflows from the
transition economies, mainly from the Russian
Federation, reached an all-time record level in 2011
(figure C). Natural-resource-based TNCsin transition
economies, supported by high commodity prices
and higher stock market valuations, continued
their expansion into emerging markets rich in
natural resources. For example, TNK-BP (Russian
Federation) entered the Brazilian oil industry with a
$1 billion acquisition of a 45 per cent stake in 21 oil
blocks located in the Solimoes Basin. At the same
time, the company base of outward FDI continued
widening as other firms from various industries
also invested. For example, Sberbank — the largest
Russian bank and the third largest European one
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Box I1.3. The Russian Federation’s accession to the WTO:

implications for inward FDI flows

On 16 December 2011, at its Ministerial meeting in Geneva, the WTO formally approved the terms of the Russian
Federation’s entry to the WTO.2 Fulfilling the WTO obligations will involve substantial trade and investment liberalization
measures. These measures will have implications for FDI flows to the Russian Federation in all three sectors, which
will be felt even more strongly after the transition to full compliance with WTO standards.

e The services sector. This sector accounts for more than 40 per cent of GDP in the Russian Federation. Liberalization
will gradually open the country’s services market to foreign investors. The Russian Federation has undertaken
special obligations in 11 services industries and 116 sub-industries. For example:

- In banking, foreign banks may now establish majority-owned affiliates, and the threshold of foreign participation
has been raised to 50 per cent (with the exception of foreign investment in privatized banks, in which greater
ownership is possible).® However, even though the country has allowed the establishment of branches of
international banks, they must be registered as Russian entities, have their own capital and be subject to
supervision by the Russian central bank.

- Ininsurance, the share of foreign ownership has been expanded to 100 per cent in non-life insurance companies
and to 50 per cent in the life insurance market (up from 15 per cent in both).

- In trade, 100 per cent foreign firms are allowed to participate in both the wholesale and the retail segments.

- In business services, the country has committed to market access and national treatment for a wide variety of
professions. Foreign companies have been permitted to operate as 100 per cent foreign-owned entities.

- In telecommunications, restrictions of foreign participation to 49 per cent will be eliminated within four years after
the WTO accession.

- In distribution services, 100 per cent foreign-owned companies have been allowed to engage in wholesale, retail
and franchise activities, as well as express delivery services, including the distribution of pharmaceuticals.

The manufacturing sector. Most manufacturing industries had been largely open to foreign investors and had
already attracted a significant amount of FDI, so accession to the WTO may not immediately have substantial
FDI-generating effects. Indeed, the reduction of import restrictions and the elimination of trade-related investment
measures in industries such as automobiles and food industries may reduce incentives to FDI by eroding the
possibility of “barrier-hopping”. Nevertheless, over time, freer access to imported inputs could help improve the
cost-quality conditions of manufacturing and increase the attractiveness of the economy as a site for efficiency-
oriented manufacturing FDI. Some industries that are not competitive, such as mechanical engineering, may
lose FDI potential as they undergo downsizing in the aftermath of WTO accession and the end of their current
protection. Industries such as ferrous and non-ferrous metallurgy and chemical products may benefit from WTO
accession and better access to foreign markets, but only in the long run. Metallurgy and chemicals are already
competitive in world markets and operate without major subsidies.

The primary sector. WTO accession may benefit FDI in the mining sector but hinder FDI in agriculture. Foreign
investors may also be attracted to export-oriented oil and gas production (within the limits of the strategic sectors
law) because these activities will benefit from the liberalization of markets and elimination of export quotas.
Business opportunities are expected to be more scarce in agriculture, in which output may even contract. The
Institute of Economic Forecasting of the Russian Academy of Sciences estimates that the country will lose
$4 billion a year in agricultural production. This estimate is based on the assumption that local production will
not be able to improve productivity and competitiveness. If local producers react by modernizing successfully,
the losses may be more moderate. Competitive foreign producers would still find niche markets in food and
beverages.

Upon accession, pursuant to the WTO Agreement on Trade-Related Investment Measures, the Russian Federation
will be prohibited from imposing certain conditions on enterprises operating in the country, including those with
foreign investments.

Source: UNCTAD, based on Kostyunina (2012).

a2 The Russian Federation will have until mid-July 2013 to ratify the accession agreement and will become a member
30 days after it notifies the WTO of its ratification.

°|n addition, foreign affiliates in banking will be allowed to provide a variety of services, including asset management
services, credit cards and other types of payments; to own and trade all kinds of securities available in the country,
including government securities; and to participate in the privatization of State-owned enterprises.
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in terms of market capitalization — was pursuing
major acquisitions abroad (e.g. in 2011 the bank
completed the acquisition of Volksbank (Austria)
affiliates in four transition economies® and four new
EU member countries®). As corporate customers
of Russian banks venture abroad, they demand
that their banks have a local presence in host
countries to help finance their activities there.
Russian technology-based firms also acquired
large assets, especially in developed markets (e.g.
Sky Technology acquired 10 per cent of Twitter
(United States)).

The new privatization agenda in the aftermath of
the crisis is expected to contribute to FDI growth.
After two decades of transition, privatization is
well advanced in large parts of South-East Europe
and the CIS. Nevertheless, some countries retain
assets that could be privatized. Privatization will
be revived after the Iull of 2008-2010. During the
crisis, Governments’ reluctance to bring politically
sensitive companies to the market and international
investors’ lack of confidence left little room for
privatization projects. However, with signs of an
economic upturn and pressure on State budgets,
the process is expected to gain new momentum.

For instance, the Government of the Russian
Federation approved partial privatization  of
10 major State-owned companies before
2013, which could bring an extra Rub 1 trillion
($33 billion) to the State budget. The effort includes
minority shares in the major oil company Rosneft,
the hydropower generator RusHydro, the Federal
Grid Company of Unified Energy Systems, the
country’s largest shipping company (Sovcomflot),
Sberbank, VTB Bank, the United Grain Company,
the Rosagroleasing agricultural leasing company;,
the oil pipeline company Transneft and the national
rail monopoly (Russian Railways). In Serbia, two
large publicly owned enterprises are expected to be
privatized in 2012: Telekom Srbija and the catering
service of the national airline, JAT. In Bosnia and
Herzegovina, the Government is hoping to raise
about $5 billion in 2012-2013, mainly by privatizing
assets in 25 large companies included in previous
privatization plans. In Croatia, the State holds a
minority stake in over 600 companies and more
than 50 per cent of assets in over 60 companies.
Seeking to leverage increased investor attention on

the back of its accession to the EU in 2013, Croatia
is set to reinvigorate its privatization drive.

Both inflows and outflows are expected to rise
further. FDI flows to transition economies are
expected to continue to grow in the medium term,
reflecting a more investor-friendly environment,
WTO accession by the Russian Federation and
new privatization programmes. FDI from developing
countries is also expected to rise further, aided by
joint initiatives to support direct investments in some
transition economies. For example, CIC, China’s
main sovereign wealth fund, and the Russian
Direct Investment Fund (RDIF) agreed to contribute
$1 bilion each to an RDIF-managed fund. The
fund will make 70 per cent of its investments in
the Russian Federation, Kazakhstan and Belarus.
In 2012, CIC bought a small stake in VTB Bank
(Russian Federation) as part of a deal to privatize
10 per cent of the bank. However, FDI inflows in
the first quarter of 2012 are slightly lower compared
with the same period in 2011.

Outward FDI, too, is set to thrive in 2012 and
beyond, thanks to high commodity prices and
economic recovery in home countries that have
extensive natural resources. The increasing number
of new outward investors is another factor driving
the volume of outward FDI.
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1. Developed countries

Table A. Distribution of FDI flows among economies,
by range,® 2011

Above . United States, Japan,
$100 billgn  I"ted States United Kingdom
$50 to . . ) France, Belgium, Switzerland,
$99 billion Belgium, United Kingdom Germany, Canada

Australia, France, Canada,
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2 Economies are listed according to the magnitude of their FDI flows.
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Table B. Cross-border M&As by industry, 2010-2011
(Millions of dollars)

2010 2011 2010 2011

Total 257 152 409 691 223 726 400 929
Primary 52783 81186 31837 32085
Mining, quarrying and petroleum 47 971 80 306 31330 31904
Manufacturing 102 486 176 213 106 146 184 659
Food, beverages and tobacco 27951 26 509 26 504 23880
Chemicals and chemical products 26987 78517 41085 76684
Metals and metal products 569 5729 2754 19394
Electrical and electronic equipment 10585 23043 6383 17145
Services 101882 152293 85744 184186
Trade 12201 14231 5812 6 495
Transport, storage and communications 7765 23920 11785 41725
Finance 26 331 23609 65408 92744
Business services 34755 38374 25368 32999

Table D. Greenfield FDI projects by industry, 2010-2011
(Millions of dollars)

Table C. Cross-horder M&As by region/country, 2010-2011

(Millions of dollars)

2010 2011 2010 2011

World 257 152 409 691 223 726 400 929
Developed economies 185916 334673 185916 334673
European Union 13958 89785 85102 144 085
United States 79769 123 184 70191 115523
Japan 18134 43314 3249 3752

QOther developed countries 74056 78391 27374 71313
Developing economies 53668 67049 35446 43319
Africa 1371 4 265 6722 4308
East and South-East Asia 34985 45773 7439 15007
South Asia 7 836 5239 7439 14870
West Asia -2 555 2599 2257 8222
Latin America and the Caribbean 12 036 9173 2744 908
Transition economies 4672 1464 2364 22937

Tahle E. Greenfield FDI projects by region/country, 2010-2011
(Millions of dollars)

2010 2011 2010 2011

Total 300 648 276 430 643 504 643 490
Primary 13151 18497 43149 57 580
Mining, quarrying and petroleum 13151 18415 43149 57 464
Manufacturing 149 458 116 105 334910 312495
Chemicals and chemical products 11664 11745 37 548 51484
Metals and metal products 10 668 6 629 43493 32232
Electrical and electronic equipment 22086 17554 41497 36371
Motor vehicles and other transport equipment 27 356 25 318 78501 70814

Services 138 038 141829 265445 273 414
Electricity, gas and water 37654 51257 69153 74904
Transport, storage & communications 22390 17881 45660 57712
Finance 15944 17 354 30616 32739
Business services 28799 24812 50884 58776

2010 2011 2010 2011

World 300648 276430 643504 643 490
Developed economies 248 810 237251 248810 237 251
European Union 156 393 130 499 146 232 146 425
United States 52 863 52 733 53 161 43 643
Japan 13616 21107 5967 5371
Other developed countries 25938 32 911 43 450 41812
Developing economies 49087 34661 356 427 365 335
Africa 1192 487 48 554 38 939
East and South-East Asia 32559 16470 136798 133339
South Asia 6368 4503 38423 41532
West Asia 3769 9687 36 532 38 990
Latin America and the Caribbean 5200 3499 94771 112431
Transition economies 2751 4518 38268 40904
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Both inward and outward FDI up in 2011. Inflows
to developed countries, which bottomed out in
2009, accelerated their recovery in 2011 to reach
$748 billion, up 21 per cent from the previous year.
The recovery has nonetheless made up only one
fifth of the ground lost during the financial crisis.
Inflows remained at 77 per cent of the average
over the three years before the crisis began. Inflows
to Europe, which were still in decline in 2010,
showed a strong turnaround while robust recovery
in the United States continued. Australia and New
Zealand attracted significant volumes, and Japan
saw a net divestment for the second successive
year (annex table I.1).

Recovery of outward FDI from developed countries
gathered pace in 2011 (up 25 per cent from
2010). Outflows reached $1.24 trillion, a level
comparable with the pre-crisis average of 2005-
2007. The growth came on the strength of outward
FDI from the United States and Japan (figure A).
Outward FDI from the United States reached
$397 bhillion, exceeding the peak of 2007 ($394
billion). Japanese outward FDI doubled to
$114 billion (annex table 1.1). The trend in Europe
is more mixed. While outward FDI from the United
Kingdom almost tripled (up 171 per cent) to
$107 billion, flows from Germany dropped by half
($54.4 billion) and from the Netherlands by nearly as
much ($31.9 billion). Outflows from Denmark and
Portugal were at a record high.

Re-emergence of Japan as the second largest
investor. Outward FDI flows from Japan doubled
in 2011 to $114 billion, approximating the peak in
2008 of $128 billion and showing a strong revival
after the decline in 2009-2010. The underlying
“push” factors for Japanese TNCs remained the
same. In addition to manufacturing FDI seeking
low-cost locations, the strength of the yen and
the weak growth prospects of the home economy
are prompting Japanese TNCs to seek growth
opportunities and strategic assets in overseas
markets.

One of the most notable examples in recent years
is the acquisition of Nycomed (Switzerland) by the
pharmaceutical company Takeda for $13.7 billion.
This deal was the second largest cross-border
purchase by a Japanese TNC ever. Access to
markets in Europe and North America, as well as

emerging countries, was thought to be the rationale
behind this acquisition. Similarly, the purchase of
CaridianBCT (United States) for $2.6 billion gave
Terumo, Japan’s largest medical device maker,
access to North American customers in the blood
transfusion equipment market. Market-seeking
motives were also behind the purchase by the
Japanese beverage group Kirin of a 50.45 per cent
stake in Schincariol (Brazil) for $2.5 billion and of a
14.7 per cent stake in Fraser and Neave (Singapore)
for $970 million.

In addition to markets, the search for assets in
the form of natural resources and technology
has become prominent in recent acquisitions by
Japanese TNCs. Examples include the acquisition
of a 24.5 per cent stake in Anglo America Sur
(Chile) by Mitsubishi Corp., which subsequently
announced a plan to double its global copper
production. Mitsubishi Corp. and other Japanese
s0go shosha have re-emerged as important direct
investors in commodity and natural resources.

Support measures by the Japanese Government
may have played a role in promoting strategic-
asset-seeking FDI. In August 2011, the Government
established a $100 billion programme to encourage
private sector firms to exchange yen funds for
foreign currencies, as part of efforts to ease the
negative effects of the strong yen. Such funds can
be used to finance the acquisition of foreign firms
and natural resources by Japanese TNCs.* Toshiba
accessed this facility for its $2.3 billion acquisition
of Landis+Gyr (Switzerland), a manufacturer of
electricity meters that has expertise in smart grids.
Sony used it to take full control of the joint venture
Sony Ericsson.

Continuing boom in mining. The demand for
commodities remains strong despite the slowdown
in the global economy. Cross-border M&As nearly
doubled in this sector in 2011 (table B). Greenfield
data also show a 40 per cent increase from 2010
to 2011 (table D). The development of shale gas
extraction in the United States was a major factor
driving FDI. For example, BHP Billiton (Australia)
purchased gas producer Petrohawk Energy (United
States) for $12.1 billion. Other developed countries
rich in natural resources, notably Australia and
Canada, also continued to attract FDI in the mining
industry for minerals such as coal, copper, gold
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and iron ore. Major deals in the industry included
the purchase of Equinox Minerals (Australia) by
the world’s largest gold producer, Barrick Gold
(Canada), for $7.35 bilion as well as those of
Consolidated Thompson Iron Mines (Canada)
by Cliffs Natural Resources (United States) for
$4.35 Dbillion and Western Coal (Canada) by Walter
Energy (United States) for $2.91 billion.

Behind the optimistic outlook for the extractive
industry is the growing demand in emerging
markets. Not surprisingly, therefore, TNCs from
developing countries were also increasingly active
in acquiring natural-resource assets overseas,
including in developed countries. Sinopec (China)
acquired the oil and gas explorer Daylight Energy
(Canada) for $2.07 bilion. GVK Power (India)
acquired Hancock Coal (Australia) for $1.26 billion.
Brazilian oil company HRT Participagdes acquired
UNX Energy (Canada) for $711 million.

Restructuring in the financial industry continues.
Financial institutions continued offloading overseas
assets to repay the State aid they received during
the financial crisis and also to strengthen their
capital base so as to meet the requirements of
Basel Il and even tougher targets set by the
European Banking Authority. In 2011, American
International Group paid back an additional $2.15
billion to the Government of the United States
following the sale of its life insurance unit, Nan Shan,
in Taiwan Province of China. In another example
cited earlier, Santander (Spain) sold its Colombian
business, including Banco Santander Colombia, to
CorpBanca (Chile) for $2.16 billion.

Divestments in the financial industry are not just
about retrenchment but are also motivated by the
desire to concentrate on fewer business areas and
geographies to achieve scale. For instance, the
French insurer AXA SA held a 54 per cent stake in
AXA Asia Pacific, which ran life insurance and wealth
management businesses in the Asia-Pacific region.
In a deal worth $13.1 billion, AXA SA took full control
of AXA Asia Pacific to pursue its focus on growing in
Asia, while divesting AXA Asia Pacific’s operations
in Australia and New Zealand to AMP, which, for its
part, sought scale and became the largest firm in
the Australian wealth management sector with this
acquisition. In a separate development, AXA sold
its Canadian division to Intact Financial (Canada),

which was seeking to diversify its businesses, for
$2.78 billion.

The eurozone crisis and FDI in Greece, Italy, Portugal
and Spain. Despite the intensified eurozone crisis,
total FDI flows into and out of the four most affected
countries appeared to show little impact. FDI inflows
were up in Portugal, Italy and Greece, and close
to the average of the previous two years for Spain
(table 11.2). However, underlying variables showed
signs of distress. Given the depth of recession,
especially in Greece, reinvested earnings — one of
three components of FDI — were down in all four
countries (as they depend on the earnings of existing
foreign affiliates in the host country). Intracompany
loans (“other capital” in table I1.2) were also down in
[taly and Spain, indicating that TNCs withdrew debt
capital from their foreign affiliates in these countries.
The fact that intracompany loans were negative for
Greece between 2007 and 2010 is indicative of the
protracted nature of the crisis and of the level of
adaptation on the part of TNCs.

M&A data do not show systematic patterns of
divestment from the four countries by foreign TNCs,
although sales of locally owned assets to foreign
investors have increased. In lItaly, the value of net
M&A sales (acquisition of domestic firms by foreign
TNCs) doubled from $6 billion in 2010 to $13 billion
in 2011. A single large divestment worth $22 billion
distorts the picture on divestment of assets. M&A
sales in Spain and particularly in Portugal saw some
acquisitions by Latin American TNCs. Consistent
with M&A data, the equity components of FDI were
at a relatively high level in all four countries, as their
economic situation and asset valuations may have
created acquisition targets.

Data on FDI outflows from the same countries
show that outflows declined until 2009 or 2010 and
then began to recover much as they did in other
European countries — although the scale of outward
FDI from Greece and Portugal has traditionally
been low. Data on the components of outward
FDI suggest that TNCs may have transferred some
assets to foreign affiliates (or left assets there in the
form of reinvested earnings). In Italy and Spain, for
instance, total outward FDI flows in 2011 were,
respectively, only 49 per cent and 27 per cent of
the peaks of 2007 (table 11.3). In contrast, outflows
of “other capital” — mainly intracompany loans —




CHAPTER Il Regional Trends in FDI

63

Table 11.2. FDI inflows to Greece, Italy, Portugal

and Spain, by component, 2007-2011

Table I1.3. FDI outflows from Greece, Italy,
Portugal and Spain, by component, 2007-2011

(Billions of dollars)

Country FDI components 2007 2008 2008 2010 2011
Total 21 45 24 04 18

Equity 24 5 34 29 41

GreeCe  peinvested camings 12 04 -05 22 -23
Other capital 14 -09 -05 -03 -

Total 438 108 201 92 291

iy Equity 185 37 75 46 222
Reinvested earnings 6.6 5 7.2 6.7 6.3

Other capital 18.8 -12.1 53 7 0.6

Total 31 47 27 26 103

Equity 22 3 09 1 76

POMuGal  peivested camings 1.1 13 16 36 18
Other capital -0.3 0.3 03 -19 1

Total 643 77 104 408 295

. Equity 374 449 77 31 283
PN peivestedeamings 103 22 33 62 58
Other capital 166 299 -0.6 36 -46

(Billions of dollars)

Country FDI components 2007 2008 2003 2010 2011
Total 52 2.4 21 1 1.8

Equity 47 25 19 09 15

Gre8Ce  peinvestedcamings 05 04 06 02 02
QOther capital 01 -04 -04 -01 -

Total 96.2 67 213 327 472

aly Equity 997 268 121 116 207
Reinvested earnings  -16.1 152 147 94 5.8

Other capital 12.7 25 -55 116 207

Total 55 2.7 08 -75 126

Equity 19 23 -08 -11.1 39

Portugal Reinvested earnings 0.5 1 0.9 2.7 1.4
Other capital 32 -05 0.7 0.9 7.4

Total 1371 747 131 383 373

. Equity 1119 638 6.5 24 227
SN peivestedeamings 187 45 66 81 7.9
Other capital 6.5 6.4 0 6.3 6.7

Source: UNCTAD, based on data from the central bank in
respective country.

in 2011 were 163 per cent and 103 per cent of the
2007 level in ltaly and Spain respectively. In the case
of Portugal, “other capital outflows” were more than
twice the level of 2007, taking total outward FDI to
a record high at $12.6 billion.

Prospects for 2012 and beyond. The recovery of
FDI will be tested severely in 2012. Data from the
first five months show a fall of 60 per cent in cross-
border M&A sales and 76 per cent in cross-border
M&A purchases.

On the positive side, the factors driving FDI
highlighted above - accumulated profits, the
outward strategy of Japanese TNCs and the mining
boom — are likely to remain active for some years to
come. The restructuring of the financial industry is
also likely to continue, although its net impact on
FDI flows may be negative. In addition, the launch
of privatization programmes by European countries
that have gone through sovereign debt crises could
encourage FDI. Greece plans to raise $50 billion by
2015 through the sale of State-owned companies
and real estate. ltaly is set to sell properties and
utilities owned by the central Government and local
authorities. The privatization programme in Spain
envisages the sale of airports and the national lottery.
Given the weakness of their domestic economies,

Source: UNCTAD, based on data from the central bank in
respective country.

cross-border investment is likely to play a major role
in these countries’ privatization programmes.

However, a number of factors could dampen
the recovery of FDI. The eurozone crisis and the
apparent weakness of most major economies
will weigh heavily on investors’ sentiment. The
difficulties in the banking industry mean that despite
the significant cash balances of large TNCs, they
may have difficulty raising capital for any leverage
component of investments. Further restructuring
among TNCs, especially in the financial industry,
may well involve divestment of overseas assets,
reducing outward FDI from developed countries.
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B. TRENDS IN STRUCTURALLY WEAK, VULNERABLE
AND SMALL ECONOMIES

Figure A. FDI flows, top 5 host and home economies, 2010-2011
(Billions of dollars)

(Host) (Home)

1. Least developed countries

Mozambique, Zambia, Sudan,
Above Chad, Democratic Republic of the
$1.0 billion  Congo, Guinea, Bangladesh, United
Republic of Tanzania, Niger

Angola, Zambia

Mozambique

$0.5 to Madagascar, Cambodia, Myanmar,
$0.9 billion  Uganda, Equatorial Guinea, Liberia Zamhia

Lao People's Democratic Republic,

$0.1 to Senegal, Ethiopia, Haiti, Mali, Liberia

$0.4 billion  Solomon Islands, Benin, Central Sudan
African Republic, Rwanda, Somalia
Nepal, Afghanistan, Djibouti, Democratic Republic of the Congo,
Malawi, Vanuatu, Togo, Lesotho, Sudan, Yemen, Senegal, Niger, Chad
Sierra Leone, Mauritania, Gambia, ~Cambodia, Togo, Bangladesh, Lao
Below Timor-Leste, Guinea-Bissau, People's Democratic Republic, Guinea, 011 =2010
$0.1 billion  Eritrea, Sdo Tomé and Principe, Mauritania, Burkina Faso, Solomon Congo, ;
Bhutan, Samoa, Burkina Faso, Islands, Benin, Mali, Guinea-Bissau, Dem. Rep. of |
Comoros, Kiribati, Tuvalu, Burundi, ~Vanuatu, Kiribati, Sdo Tomé and :
Yemen, Angola Principe, Samoa, Mozambique 00 05 10 15 20 25 30 35 00 02 04 06 08 10 12 14 16

@ Economies are listed according to the magnitude of their FDI flows.

Figure B. FDI inflows, 2005-2011 Figure C. FDI outflows, 2005-2011
(Billions of dollars) (Billions of dollars)

25 3.5
=Oceania =Asia =0ceania =Asia
Latin America and the Caribbean 3.0 |- = Latin America and the Caribbean —- [N
20 | wAfrica ™~ = Africa
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0.5
0
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world total

Table B. Cross-horder M&As by industry, 2010-2011 Table C. Cross-horder M&As by region/country, 2010-2011
(Millions of dollars) (Millions of dollars)

2010 2011 2010 2011 2010 2011 2010 2011
Total 2201 504 2717 353 World 2201 504 277 353
Primary 1094 -191 20 = Developed economies 1655 436 20 =
Mining, quarrying and petroleum 1094 -191 20 - European Union 786 180 1
Manufacturing 94 624 1 - United States 1313 -10
Food, beverages and tobacco 65 632 - - Japan - 450
Textiles, clothing and leather 10 - - - Other developed countries - 445 -183 20
Chemicals and chemical products 20 4 - - Developing economies 511 68 257 353
Metals and metal products - 5 1 - Africa 252 -14 257 353
Services 1013 70 257 353 East and South-East Asia 183 75 - -
Electricity, gas and water 110 - - - South Asia 356 4
Trade - 6 - - West Asia - 280
Transport, storage and communications 903 50 - - Latin America and the Caribbean - 3
Finance - 14 257 353 Transition economies 35 - - -

Table D. Greenfield FDI projects by industry, 2010-2011 Table E. Greenfield FDI projects by region/country, 2010-2011

(Millions of dollars) (Millions of dollars)

2010 2011 2010 2011 2010 2011 2010 2011

Total 39714 33304 732 923 World 39714 33304 732 923
Primary 1187 11 796 - - Developed economies 20910 16729 98 122
Mining, quarrying and petroleum 11871 11796 - - European Union 14615 9367 98 33
Manufacturing 17 838 11848 501 424 United States 906 3597 - 89
Food, beverages and tobacco 606 1125 30 31 Japan 243 896 -
Coke, petroleum and nuclear fuel 10525 5197 466 393 Other developed countries 5146 2869 - -
Non-metallic mineral products 876 1505 - - Developing economies 16 305 15859 635 802
Metals and metal products 1079 1205 - - Africa 7059 3703 141 572
Services 10 006 9660 231 499 East and South-East Asia 3543 5691 4 151
Electricity, gas and water 3430 4499 - - South Asia 2729 4219 9 70
Transport, storage and communications 1549 1908 " - West Asia 2174 558 15 8
Finance 1824 1478 207 426 Latin America and the Caribbean 800 1637 466 -

Business services 1297 929 7 26 Transition economies 2500 716 = =
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Further marginalization of LDCs®* as a group. FDI
inflows to LDCs remained small (figure B). With the
continuous fall of FDI to Angola — by far the largest
recipient country among 48 LDCs for a decade —
2011 inflows slid further, by 11 per cent, to $15
billion, the lowest level in five years (figure B). Even
measured among the overall inflows to developing
and transition economies, the share of inflows to
LDCs has kept falling from 3.1 per cent in 2009, to
2.4 per cent in 2010 and to 1.9 per cent in 2011.
These disappointing results reflected a 16 per cent
decline in greenfield investments and a 77 per cent
fall in cross-border M&A sales (tables B-E).

Although FDI inflows declined, the number of
greenfield projects held steady. The bulk of invest-
ment in LDCs is in greenfield projects. Although
the value of such projects dropped by 16 per cent,
from $39.7 billion to $33.3 billion, the number of
projects rose from 310 in 2010 to 338 in 2011. The
total value of investments in LDCs depends largely
on a few large-scale projects (table 11.4). (These
values exceed FDI flow data because they include
total project values and different accounting
methods.)

Greenfield investments in mining, quarrying and
petroleum accounted for 35 per cent (table D). The
overall share of manufacturing fell from 45 per cent
to 36 per cent. In contrast, the increasing share of
the services sector (from 25 per cent to 29 per cent)
was supported by a 31 per cent rise in electric, gas

and water and a 23 percent increase in transport,
storage and communication.

Two large-scale greenfield projects in fossil fuel
and electric power went to Mozambique and the
United Republic of Tanzania. The largest project
announced in 2011 (table 11.4), a power plant to be
built by Jindal, is the largest greenfield electricity
investment for Mozambique since 2003.%" If it
materializes, this will be that company’s second
large-scale investment in the country, following the
$1.6 billion project in manufacturing coal, oil and
gas announced in 2008, for which Jindal received
a 25-year mining concession. Two other TNCs —
Vale (Brazil), which invested $1.2 billion in coal
extraction in 2007 and $0.7 billion in electricity in
2009, and Riversdale (Australia), which invested
$0.5 billion in coal extraction in 2008 — are also
developing plans for coal-fired plants in the country.

The United Republic of Tanzania attracted a
$0.8 billion investment in fossil fuel and electric
power (table I.4), which accounted for more than
20 per cent of its total value of greenfield projects
in 2011. This is the second electricity investment
in the country, after the $0.7 billion investment
by Globeleg (United States), recorded in 2004
(UNCTAD, 2011b: 215).

Alternative/renewable energy projects in the Lao
People’s Democratic Republic and Rwanda. Thai
Biogas Energy in the Lao People’s Democratic

Tahble 11.4. The 10 largest greenfield projects in LDCs, 2011

Mozambique Fossil fuel electric power

Uganda Oil and gas extraction

Mozambique Natural, liquefied and compressed gas
Mozambique Natural, liquefied and compressed gas

Equatorial Guinea Oil and gas extraction

Democratic Republic of the Congo  Copper, nickel, lead and zinc mining
United Republic of Tanzania Fossil fuel electric power
Zambia Copper, nickel, lead and zinc mining
Democratic Republic of the Congo  Iron ore mining

Lao People's Democratic Republic  Biomass power

Jindal Steel & Power India 3000 368
Tullow Oil United Kingdom 2000 783
Eni SpA Italy 1819 161
Sasol Petroleum International South Africa 1819 161
Noble Energy United States 1600 626
Freeport McMoRan United States 850 1459
Castletown Enterprises United Kingdom 799 118
Non-Ferrous China Africa (NFCA)  China 700 1201
Sundance Resources Australia 620 1063
Thai Biogas Energy Thailand 558 700

Source: UNCTAD, based on information from the Financial Times Ltd, fDi Markets (www.fDimarkets.com).
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Republic was the 10" largest investment in
2011 among this group of countries (table 11.4).
The company, which is owned by Private Energy
Market Fund (Finland) and Al Tayyar Energy (United
Arab Emirates), creates biogas projects for heat
and electricity generation, using wastewater
discharged from agricultural industries. This project
is supported by the Finnish Fund for Industrial
Cooperation and the Energy and Environment
Partnership Program, and is expected to generate
employment for 700 factory workers and support
5,000 families in farming.® Before this investment,
the Lao People’s Democratic Republic had already
reported six projects in alternative/renewable
energy totalling $1.7 billion, of which $0.8 billion (for
two electricity projects) came from Malaysia in 2007
and 2008 (UNCTAD, 2011b: 135).

On a smaller scale, Rwanda attracted $142
million in an alternative/renewable energy project
from ContourGlobal (United States), which
represented 18 per cent of Rwanda’s total green-
field investments in 2011. Part of this investment is

financed by the Emerging Africa Infrastructure Fund,
the Netherlands Development Finance Company,
the African Development Bank and the Belgian
Investment Company for Developing Countries.®

Developing and transition economies accounted
for half of greenfield investments. About half
of greenfield investments in LDCs came from
developing (48 per cent) and transition economies
(2 per cent) (table E). Although such sources are
increasingly important, neither the share nor the
value ($16.6 billion) of their 2011 investments quite
recovered to the levels recorded in 2008-2009.

Among developing economies, India remained the
largest investor in LDCs, contributing $4.2 billion
in 39 projects, followed by China ($2.8 hbillion in
20 projects) and South Africa ($2.3 billion in 27
projects). Although the numbers of projects reported
by these three countries are the highest since data
collection started in 2003, in value terms more than
70 per cent of investment from India and more than
80 per cent from South Africa were directed to the
two projects in Mozambique (table 11.4).
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2. Landlocked developing countries

tribution of FDI flows among economies,

by range,’ 2011

Kazakhstan, Mongolia, Turkmenistan,

é?ot\)li?\ion Zambia, Chad, Azerbaijan, Kazakhstan, Zambia
Uzbekistan, Niger
Plurinational State of Bolivia,

:ggg tgilhon Uganda, Kyrgyzstan, Azerbaijan
Botswana, Armenia
Lao People's Democratic Republic,

$100 to the formgr‘(ugos\av Republic of

$499 million Macedpma, Zimbabwe, P_ara_guay, _
Republic of Moldova, Ethiopia, Mali,
Central African Republic, Rwanda

$10 to Nepal, Swaziland, Afghanistan, Mongolia, Armenia, Niger,

$99 million _Malawi, Lesotho, Bhutan, Tajikistan __Republic of Moldova, Zimbabwe

Lao People's Democratic Republic,
Swaziland, Burkina Faso, Botswana,
Mali, the former Yugoslav Republic of
Macedonia, Kyrgyzstan

2 Economies are listed according to the magnitude of their FDI flows.

Below

$10 million Burkina Faso, Burundi

Figure B. FDI inflows, 2005-2011
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Table B. Cross-border M&As by industry, 2010-2011

(Millions of dollars)

2006 2007 2008 2009 2010 2011

0.0 0.2 0.1 0.3 0.6 0.4

Tahle C. Cross-horder M&As by region/country, 2010-2011

(Millions of dollars)

2010 2011 2010 2011 2010 2011 2010 2011
Total 621 716 1727 8083 World 621 716 1727 8083
Primary 45 357 123 7921 Developed economies 69 -111 1471 159
Mining, quarrying and petroleum 45 312 123 7921 European Union 7 268 1469 159
Manufacturing 44 189 - - United States -17 -4 -
Food, beverages and tobacco - 163 - Japan -3 - -
Textiles, clothing and leather - - Other developed countries 19 - 375 2 -
Chemicals and chemical products 42 10 Developing economies 550 895 257 5
Metals and metal products - 33 - - Africa 303 3 257 -
Services 532 170 1603 162 East and South-East Asia 166 783 -
Trade - 1 - - South Asia 80 32 -
Transport, storage and communications 371 7 - - West Asia - 7 5
Finance 69 66 1604 162 Latin America and the Caribbean - - -
Health and social services 27 - - Transition economies - -69 -1 7919

Table D. Greenfield FDI projects by industry, 2010-2011

Table E. Greenfield FDI projects by region/country, 2010-2011

(Millions of dollars)

2010

Total 29217
Primary 3126
Mining, quarrying and petroleum 3126
Manufacturing 18 575
Coke, petroleum and nuclear fuel 9906
Rubber and plastic products 34
Non-metallic mineral products 293
Motor vehicles and other transport equipment 736
Services 7517
Electricity, gas and water 1311
Transport, storage and communications 1893
Finance 1208
Business services 1358

2011 2010 2011

39 360 1394 1137
13 062 - -
13 062 -
18 692 551 192
9786 358 30
1479 - -
1661 - -
2010 - 3
7606 842 945
1315 - 100
2248 198 5
1424 329 366
2004 - 39

(Millions of dollars)

2010

World 29217

Developed economies 15 387
European Union 11 836
United States 1146
Japan 184
Other developed countries 2221

Developing economies 11 962
Africa 5664
East and South-East Asia 2066
South Asia 1301
West Asia 2287
Latin America and the Caribbean 644

Transition economies 1868

2011
39 360
15745
11878

1116

97

2661
16136

2638

7022

5367

n
398
7479

2010

1394
366
359

7

2011
1137
231
221
10
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Inflows to landlocked developing countries (LLDCs)
reached a record high. In 2011, FDI inflows to
31 LLDCs* grew by 24 per cent to $35 billion
(figure B), a record high. In relation to the total
inflows to all developing and transition economies,
the share of LLDCs increased marginally (from
4.1 per cent in 2010 to 4.5 per cent). The largest
recipient of inflows was again Kazakhstan
(87 per cent), followed by Mongolia (14 per cent)
and Turkmenistan (9 per cent) (figure A).

Inflows to 15 African LLDCs represented 21 per
cent, compared with 25 per cent in 2010. Inflows
to Kazakhstan rose by 20 per cent, led by strong
investment in hydrocarbons.*' In Mongolia, inflows
more than doubled from 2010 to 2011 because of
large-scale projects in extractive industries (section
A.2), allowing this county to surpass Turkmenistan
in FDI. Nevertheless, 12 of 31 LLDCs (39 per
cent) recorded declines, of which 5 — Armenia,
Bhutan, Burkina Faso, Mali and Turkmenistan
— experienced falls for the second year in a row.
For example, although Turkmenistan attracted
$3.2 billion of FDI inflows (figure A), these inflows
have followed a downward trajectory since 2009.

Strong growth in extractive industries, but some
diversification in manufacturing. The vast majority
of inward investments in this group continued to
be in the form of greenfield investments, which
increased by 35 per cent to $39 billion (table D).
The value of greenfield investments in the primary
sector grew four-fold over 2010, reaching the
highest level in eight years. In the manufacturing
sector, growth was strong in three industries:
rubber and plastic products (from $34 million in
3 projects in 2010 to $1.5 billion in 6 projects),
non-metallic mineral products (from $0.3 billion in
7 projects to $1.7 billion in 11 projects), and motor
vehicles and other transport equipment (from $0.7
billion in 8 projects to $2.0 billion in 22 projects).

The recipients of the largest investments were
Kazakhstan ($8.0 billion, compared with $2.5 billion
in 2010), and Uzbekistan ($7.6 billion, compared
with $2.4 billion in 2010), reflecting the destinations
of large-scale projects (table 11.5). The receipts of
these two countries represent 40 per cent of all
greenfield investments in LLDCs, greater than the
share of combined greenfield investments in the
15 African LLDCs (38 per cent).

Investments in the extractive industry accounted
for almost 80 per cent of greenfield investments
in Uzbekistan. Following the previous $1.3 billion
investment from the United Arab Emirates in
chemicals (WIR17: 81), in 2011 the country
attracted another large-scale investment in
the manufacturing sector (table 11.3). Indorama
(Singapore), a petrochemicals group, announced
a joint-venture project with the Uzbek national gas
company, Uzbekneftegaz, and the Uzbekistan Fund
for Reconstruction and Development to build a
polyethylene production plant under a government
programme to enhance and develop polymers
production.*?

Indorama also has a stake in Uzbekistan’s
textile industry. The Kokand Textile joint venture,
established in 2010 by Indorama and the country’s
National Bank of Foreign Economic Activity,* is one
of 100 projects intended to triple the export potential
of the textile industry; Indorama announced an
additional $54 million investment in 2011. A similar
investment in textiles ($60 million) was reported by
Textile Technologies Group (Republic of Korea).

More investments from Asia and the Russian
Federation. By source, the share of transition
economies in inflows to LLDCs increased from
6 per cent in 2010 to 19 per cent in 2011 (table
E). This was due to the $7.2 billion in investments
(27 projects) from the Russian Federation, in which
the $5 billion investment in Uzbekistan (table 11.5)
accounted for 70 per cent.

Greenfield investments from developing economies
reached the highest level in three years, but their
share in the total greenfield investments in LLDCs
remained the same as in 2010 (41 per cent).
Investments from South, East and South-East Asia
jumped substantially, from $3.4 billion in 2010 to
$12.4 billion in 2011. India was the largest investor
among developing economies ($4.9 billion in 27
projects — record highs in both value and number —
compared with $1.2 billion in 21 projects in 2010),
followed by China ($2.9 bilion in 14 projects),
Singapore ($1.3 billion in 3 projects) and the
Republic of Korea ($1.3 billion in 8 projects).

The high level of investments from India, however,
was mostly attributed to the single project in
Zimbabwe (table 11.5), which accounted for more
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Tahle 11.5. The 10 largest greenfield projects in LLDCs, 2011

Russian

Uzbekistan Natural, liquefied and compressed gas  LUKOIL Federation 5000 3000
Zimbabwe Iron ore mining Essar Group India 4000 3000
L Eurasian Natural Resources . )
Kazakhstan Iron ore mining Corporation (ENRC) United Kingdom 2100 3000
Uganda QOil and gas extraction Tullow Oil United Kingdom 2000 783
) Urethane, foam products and other )
Uzbekistan compounds Indorama Singapore 1190 3000
Kazakhstan Basic chemicals Nitol Group United Kingdom 1000 1200
Turkmenistan Natural, liquefied and compressed gas  Thermo Design Engineering Canada 923 356
Kazakhstan Other petroleum and coal products Tethys Petroleum United Kingdom 923 356
Turkmenistan Natural, liquefied and compressed gas %],\"r;,ac;\l ational Petroleum Corp China 923 356
Zambia Copper, nickel, lead and zinc mining Non-Ferrous China Africa (NFCA)  China 700 1201

Source: UNCTAD, based on information from the Financial Times Ltd, fDi Markets (www.fDimarkets.com).

than 80 per cent of the $4.9 billion. Similarly, the
two projects from China in table 1.5 represented
56 per cent of its greenfield investments in LLDCs,
and the Indorama project in Uzbekistan (table 11.5)
accounted for 89 per cent of Singapore’s greenfield
investments in LLDCs.

In Africa, Zimbabwe attracted the largest greenfield
investment. The $4 billion investment from the Essar
Group (India) (table 11.5) contributed the bulk of the
rise in Zimbabwe’s greenfield investments from
$0.8 billion in 2010 to $5.8 billion in 2011, making
this country the largest recipient among African

LLDCs. The Essar Group expected to implement
this investment for the construction of a steel plant
to process domestic iron ore through two newly
established joint ventures with the Government.*
Their establishment concluded the transaction
process that began in August 2010 for the revival
of the operational assets of the Zimbabwe Iron and
Steel Company.* Although the amount thus far
committed by Essar Africa Holdings was reported
at $750 million, the country counts on additional
investments in related infrastructure to ensure
sustainable operations at one of the joint ventures.
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3. Small island developing States

. FDI flows, top 5 host and home economies, 2010-2011
(Billions of dollars)

L (Host) (Home)

Above

tribution of FDI flows among economies,
by range,’ 2011

$1 billon__Banamas
$500 to .
$999 million Trinidad and Tobago Bahamas Bahamas

Barbados, Maldives, Mauritius,
$100 to Jamaica, Fiji, Solomon Islands,
$499 million Seychelles, Saint Kitts and Nevis,

Saint Vincent and the Grenadines
$50 to Cape Verde, Saint Lucia, Antigua
$99 million _and Barbuda, Vanuatu
Grenada, Dominica, Timor-Leste,
Séo Tomé and Principe, Samoa,

Mauritius

" f ;
Mauritius, Jamaica Jamaica

:thtomillion Tonga, Federated States of Seychelles, Solomon Islands Seychelles
Micronesia, Marshall Islands,
Comoros, Kiribati, Palau, Tuvalu
Vanuatu, Papua New Guinea, Solomon
Below . Tonga, Kiribati, Sdo Tomé and Islands
$1 million Nauru, Papua New Guinea Principe, Cape Verde, Samoa,
Fiji, Barbados 00

2 Economies are listed according to the magnitude of their FDI flows.

Figure B. FDI inflows, 2005-2011
(Billions of dollars)

Figure C. FDI outflows, 2005-2011
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Table B. Cross-border M&As by industry, 2010-2011 Table C. Cross-horder M&As by region/country, 2010-2011
(Millions of dollars) (Millions of dollars)

2010 2011 2010 2011 2010 2011 2010 2011
Total 9650 1223 60 -210 World 9650 1223 60 -210
Primary 9037 938 -1 -17 Developed economies 8953 -992 113 193
Mining, quarrying and petroleum 9037 929 -11 -17 European Union 28 216 18
Manufacturing - 19 R 525 United States -175  -1048 100 193
Food, beverages and tobacco . " . é?ﬁ:?de eloped countries 9 10(; ) 1222 ; .
Non-metallic mineral products - - -78 dev untri - .
Metals and metal products - 603 Deve!oplng economies 608 2215 =53 158
Servi 614 266 0 -718 Aftca . : 88 62
Ivices - East and South-East Asia a0 2215 5 -78
Electricity, gas and water 82 - - - South Asia 163 R 35 209
Trade - - - - West Asia - - - -
Transport, storage and communications - 210 -3 - Latin America and the Caribbean 94 R -5 _35
Business services 1 56 3 - Transition economies o o o - 561

Table D. Greenfield FDI projects by industry, 2010-2011 Tahble E. Greenfield FDI projects by region/country, 2010-2011

(Millions of dollars) (Millions of dollars)

2010 2011 2010 2011 2010 2011 2010 2011

Total 5957 7429 2698 3591 World 5957 7429 2698 3591
Primary 1260 3000 - - Developed economies 3002 1884 16 42
Mining, quarrying and petroleum 1260 3000 - - European Union 1054 1156 - 15
Manufacturing 1982 160 1612 78 United States 401 564 - 20
Food, beverages and tobacco 21 138 3 15 Japan - - - -
Textiles, clothing and leather 14 22 - - Other developed countries 1547 164 16 7
Coke, petroleum and nuclear fuel 1904 - 1550 - Developing economies 2955 5545 2682 3549
Metals and metal products 20 - 35 - Africa 52 4223 2592 3287
Services 2716 4270 1086 3514 East and South-East Asia 1872 214 63 18
Construction 1254 1966 - - South Asia 563 810 - -
Transport, storage and communications 2 1057 13 - West Asia 453 74 - -
Finance 180 277 79 180 Latin America and the Caribbean 18 92 19 110

Business services 23 618 188 1891 Transition economies o E o =
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Inflows fell for the third year in a row and dipped
to their lowest level in six years. Compared with
2010, FDI inflows to SIDS* fell by 2 per cent in
2011. Although FDI has been a major contributor to
capital formation in SIDS (23 per cent in 2011), this
group’s position in global FDI remained miniscule
(figure B). The marginal share of its inflows in relation
to those to developing and transition economies
also dropped, from 0.6 per cent in 2010 to 0.5
per cent in 2011. The distribution of FDI remains
highly skewed, with two economies (the Bahamas
and Trinidad and Tobago) (figure A) receiving 51 per
cent of the total.

Greenfield investments to SIDS more important than
M&As. Unlike in LDCs and LLDCs, the dominance
of greenfield investments over cross-border M&As
in value has not always been evident in SIDS.
Depending on small numbers of larger investments,
the relative importance of M&As and greenfield
investments shifts from one year to another. In
2011, in the absence of megadeals in mining,
quarrying and petroleum, the total values of cross-
border M&A sales in SIDS dropped significantly
(tables B and C). The total net sales value of
$1.2 billion is much smaller than the gross sum of
the transaction values recorded by the six largest
deals in table 1.6 (i.e. $4.4 billion).*”

In contrast, total greenfield investments in SIDS
increased by 25 per cent and reached a record
high of $7.4 billion (tables D and E). The largest
project recorded for the year in Papua New Guinea
(table 11.7) represented 40 per cent of all greenfield

investments in SIDS, and three construction
projects in Mauritius and the Maldives, amounting
to almost $2 billion, accounted for 30 per cent
of such investments. Furthermore, transport,
storage and communications attracted record high
greenfield investments ($1.1 billion in 8 projects)
(table D), which accounted for 14 per cent of such
investments.

China was the most active in M&A sales, while
South Africa was the largest source of greenfield
investments in SIDS. Unlike in many regions
and other groups of economies, the increasing
importance of investments from the South had not
been a clear trend in SIDS until 2011. Total sales
to developed economies were negative, while
developing economies accounted for inflows of
$2.2 billion (table C), of which more than $1.9 billion
was generated by M&A sales to China in three
deals. In addition to the two deals presented in
table 11.6, China spent $9 million to purchase sugar-
cane plantations in Jamaica.

In greenfield investments in SIDS, the share of
developing economies advanced from 50 per cent
in2010to 75 per centin 2011 (table E). Investments
from South Africa jumped from less than $0.1 billion
in 2010 to $4.2 billion. The $3 billion investment
from Harmony Gold Mining (South Africa) (table 11.7)
contributed to a 57 per cent growth in greenfield
investments in Papua New Guinea. Among other
investors from developing economies, India
continued to hold the key position by investing
$0.8 billion in five projects in Jamaica and Maldives.

Tahle I1.6. Selected largest M&A sales in SIDS, 2011

Special warehousing

Bahamas and storage Buckeye Partners LP
Barbados gffigigﬁ? U e Investor Group

Trinidad and Tobago ~ Natural gas liquids China Investment Corp
Bahamas gggcsi?égggehousing Buckeye Partners LP
Jamaica Electric services Egrﬁi dEaSt_WeSt Powier

United States 1641 80 United States

China 1048 100 United States
China 850 10 Trinidad and Tobago
United States 340 20 United States
Korea, Republic of 288 40 Japan

United Kingdom 210 51 Bahamas

Source: UNCTAD, cross-border M&A database.
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Table 11.7. The 10 largest greenfield projects in SIDS, 2011

Papua New Guinea Gold ore and silver ore mining

Commercial and institutional building

Mauriti .
RS construction

" Computer facilities management
Mauritius services
Maldives Residential building construction
Maldives Residential building construction
Jamaica Wireless telecommunication carriers
Bahamas Wireless telecommunication carriers
Barbados Wireless telecommunication carriers
Maldives Accommodation
Jamaica Water transportation

Harmony Gold Mining Co Ltd South Africa 3000 3000
Atterbury Property Developments  South Africa 1223 1102
Cybernet Software Systems United States 500 3000
Tata Housing India 372 2297
Tata Housing India 372 2297
LIME United Kingdom 282 97
Bahamas Telecommunications . )

Company United Kingdom 282 97
LIME United Kingdom 282 97
Six Senses Thailand 206 232
CMA CGM France 100 1000

Source: UNCTAD, based on information from the Financial Times Ltd, fDi Markets (www.fDimarkets.com).
Note: According to the data source, Tata Housing had two identical projects in Maldives.

A series of large-scale investments announced
in Papua New Guinea. Thanks to the recent
investment boom in metals and LNG, during 2008—
2011 Papua New Guinea attracted 11 greenfield
projects, including related education and training,
and business services, with reported investment
values exceeding $9 bilion. Among them, the
Exxon-led LNG project has been reported as the
largest public-private partnership in the country.
Despite this activity, FDI inflows to Papua New
Guinea fell from the peak of $0.4 billion in 2009
to $29 million in 2010 and, owing to the equity
purchase by the Government from a Canadian
mining TNC, became -$0.3 billion in 2011.

For many SIDS, attracting more or larger-scale
investments does not guarantee more positive
development outcomes. In Papua New Guinea,
for example, efforts are under way to ensure that
revenue flows expected from the recent investment
boom will materialize and be used effectively to
achieve development goals. In addition to the LNG
projects, the prospects of large-scale investments
in metals remain high, because of newfound
gold, silver and other mineral deposits. These
investments lead to increasing concerns about the
environmental impacts of mining and to domestic
pressures, calling for legislative reforms to increase

State control over mining projects and tax revenues
from foreign investments.*® A Government initiative,
reported in the first quarter of 2012, to set up a
sovereign wealth fund to ensure that LNG project
revenues will be used for infrastructure development
and education, is an important step towards making
better use of FDI for development.®®

Notes

" In the United Nations’ terminology, sub-Saharan Africa refers to
the countries of East, West, Southern and Central Africa plus the
Sudan and South Sudan in North Africa.

For instance, Oclaro (United States) announced in March 2012
that it would relocate its production and testing businesses in
Shenzhen, China, to Malaysia within the next three years.

JETRO, based on Ben Bland, “Japanese companies make big
move into Vietnam”, Financial Times, 9 February 2012.

For instance, Master Lock and Whirlpool (both United States)
have relocated part of their production from Asia to the United
States, though the scale of the relocation is small.

For instance, Ford (United States) is to build five new assembly
plants in China, with a total investment of $5 billion.

During the visit of Vice President Xi Jinping to the United
States in February 2012, China announced the opening of the
automotive insurance market to investors from the United States.

For instance, Citigroup (United States) expects to double
the number of its branches in China to 100 by 2014 or 2015.
The bank has bought stakes in a number of Chinese financial
institutions, such as Shanghai Pudong Development Bank.
In early 2012, Citigroup was granted a licence for credit card
business, the first time a foreign bank has obtained such a
licence in China.
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See “Outlook hazy for MENA project financing”, Middle East
Economic Survey, LIV(52), 26 December 2011.

Citigroup, MENA Construction Projects Tracker, November 2011,
cited in press articles. See, for example, Construction Week
Online, “$133bn worth of KSA projects on hold”, 2 April 2012,
www.constructionweekonline.com/article-16262-133bn-worth-
of-ksa-projects-on-hold--report. Examples in Dubai include up to
500 property projects that were to be cancelled and about 90,000
units under review, according to the Real Estate Regulatory
Agency. There has also been a slowdown in Abu Dhabi’s
construction market, as companies cut jobs and postpone
projects. Delays have occurred on beachfront apartments, the
first office building that will make more energy than it uses and
branches of the Louvre and Guggenheim museums.

BBVA (Spain) acquired 24.89 per cent of Turkiye Garanti Bankasi
for $5.9 billion, and Vallares (United Kingdom) acquired Genel
Enerji for $2.1 billion.

“Turkey’s policies to draw foreign investments to the country are
shifting towards a more sector-specific approach”, 13 January
2012. www.balkans.com.

UNCTAD FDI/TNC database.
UNCTAD estimations based on central banks’ data.

The rate of return is the ratio of income from FDI to the average
inward FDI stock (average of the inward FDI stock at the ends of
the year and the previous year).

Based on data from the respective central banks in Argentina
and Chile. See: www.bcra.gov.ar/pdfs/estadistica/Anex0%20
Estadistico%20IED%2020101231.xls, and www.bcentral.cl/
estadisticas-economicas/series-indicadores/xls/IED_sector_
pais.xls.

The Central Bank of Brazil does not collect data on reinvested
earnings.

See Economist Intelligence Unit, “Mexico components; second
thought”, 13 March 2012, and Investment Properties Mexico,
“Mexico’s automotive industry receives bilions in foreign
investment dollars”, 18 April 2012.

Santander, Press Release, “Santander vende su negocio en
Colombia al grupo chileno CorpBanca por 1.225 millones de
dolares”, 6 December 2011; and E/ Pais, “El Santander vende
el 7,8 per cent de su filial chilena por 710 millones de euros”,
8 December 2011.

See Economist Intelligence Unit, “Latin America finance: Banco
Santander retreats”, 7 December 2011.

Although some governments maintained certain sectoral policies,
in particular for the automotive industry.

In 2003 Brazil announced its Guidelines for an Industrial,
Technology and Foreign Trade Policy, then in 2008 launched its
Productive Development Policy: Innovate and Invest to Sustain
Growth. In 2001, Argentina selected nine sectors to support. In
2002, Mexico launched its Economic Policy for Competitiveness,
which defined 12 branches to be promoted through sectoral
programmes.

Other countries focused on the extractive industry, taking a
more regulatory approach in order to benefit from soaring
global commodity prices and to foster State control over natural
resources (see chapter lll). Among the latter, some choose to
exclusively increase — to different degrees — taxes and royalties
in extractive industries (such as Chile, Colombia, Guatemala,
Honduras and Peru), others have chosen the paths of contract
renegotiations (such as Ecuador and the Bolivarian Republic of
Venezuela) and nationalization (such as the Plurinational State
of Bolivia, Ecuador and the Bolivarian Republic of Venezuela),
extending nationalization in some cases to other sectors of the
economy (Bolivarian Republic of Venezuela).

In Brazil, the appreciation was taking place in both nominal and
real terms, whereas in Argentina, there has been a depreciation

in nominal terms but an appreciation in real terms, owing to a
higher level of inflation.

2 In Argentina, the law increasing this margin (law 25.551) has been
adopted by the Senate but not yet approved by the Parliament.

25 In other requirements, the automotive manufacturing company
must invest at least 0.5 per cent of its gross revenues in
innovation and research and development activities within Brazil
and must carry out at least 6 of 11 activities in Brazil for at least
80 per cent of its production. This new tax regime is valid for one
year, up to December 2012.

o
>

See Other News, “South American Trade Group Raises Import
Tariffs”, 21 December 2011, www.other-news.info.

~
5

Financial Times, “Peugeot Citroén plans drive on Brazil”, 27
October 2011; Economist Intelligence Unit, “China has become
Brazil's biggest economic partner — and its most difficult one”, 16
January 2012, and “Brazil industry: Cars at any cost”, 26 October
2011, www.eiu.com.

n
&

Brazil’s Interministerial Ordinance No. 34 provides benefits for
a reduction in, or elimination of, taxes relating to production
of touch-screen devices that do not have a physical keyboard
and weigh less than 750 grams. See Applelnsider, “Foxconn to
build 5 new Brazilian factories to help make Apple products”, 31
January 2012, www.appleinsider.com.

2

<

Volkswagen announced investments of $138 million to boost
production of gearboxes for export, while Renault and PSA
Peugeot Citroén agreed to boost exports and use more locally
made auto parts to reduce their imports. Agriculture machinery
makers also announced investment plans: Deere & Co. (United
States) said it will start making tractors, combines and parts in
Argentina; Fiat (italy) said it will invest $100 million in a factory
to make combines and tractors; and AGCO (United States) has
agreed to invest $140 million in a new factory that will produce
tractors and motors. (See Farm Equipment, “AGCO to Invest
$140 Million in New Argentina Factory”, 21 October 2011, www.
farm-equipment.com; Bloomberg, “Porsche Sells Malbec to
Keep Autos Coming into Argentina: Cars”, 3 November 2011,
www.bloomberg.com).

@
]

Ministry of Economy and Public Finance, Argentina.

@

Georgia ceased to be member of the CIS in 2009.

Examples of large transactions include the €835 million
acquisiton of a 43 per cent stake in the Russian retalil
hypermarket chain OOO Lenta by the buyout group TPG
Capital (United States), and the €604 million that Unilever
(United Kingdom) spent on the Russian cosmetics manufacturer
Concern Kalina.

@
8

@
&

Bosnia and Herzegovina, Croatia, Serbia and Ukraine.

@
®

The Czech Republic, Hungary, Slovakia and Slovenia.

w
&

The primary objective of this measure was to contain the rapid
appreciation of the yen.

@
3

Afghanistan, Angola, Bangladesh, Benin, Bhutan, Burkina
Faso, Burundi, Cambodia, the Central African Republic, Chad,
the Comoros, the Democratic Republic of the Congo, Djibouti,
Equatorial Guinea, FEritrea, Ethiopia, the Gambia, Guinea,
Guinea-Bissau, Haiti, Kiribati, the Lao People’s Democratic
Republic, Lesotho, Liberia, Madagascar, Malawi, Maldives, Mali,
Mauritania, Mozambique, Myanmar, Nepal, the Niger, Rwanda,
Samoa, Sao Tomé and Principe, Senegal, Sierra Leone, the
Solomon Islands, Somalia, the Sudan, Timor-Leste, Togo,
Tuvalu, Uganda, the United Republic of Tanzania, Vanuatu,
Yemen and Zambia.

See the table on p. 162 in UNCTAD (2011b).

% Thai Biogas, Press Release, “DPS-TBEC Contract Signing
Ceremony on May 26, 2011, Lao PDR”". Available at: www.tbec.
co.th/e_news15.htm (accessed 16 May 2012).

%9 “Rwanda: Contourglobal Wins Award for Kivuwatt Project”, 17
February 2012. Available at: www.allAfrica.com.

3

<]
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40 The countries in this group are Afghanistan, Armenia, Azerbaijan,
Bhutan, the Plurinational State of Bolivia, Botswana, Burkina
Faso, Burundi, the Central African Republic, Chad, Ethiopia,
Kazakhstan, Kyrgyzstan, the Lao People’s Democratic Republic,
Lesotho, the former Yugoslav Republic of Macedonia, Malawi,
Mali, the Republic of Moldova, Mongolia, Nepal, the Niger,
Paraguay, Rwanda, Swaziland, Tajikistan, Turkmenistan, Uganda,
Uzbekistan, Zambia and Zimbabwe. Sixteen LLDCs are LDCs,
and nine are economies in transition.

i

“Country Report: Kazakhstan”, April 2012. Available at:

www.eiu.com.

IS
S

“US$1.2 bin upgrade of a PE gas-chemical complex in
Uzbekistan”, 2 February 2011. Available at: www.plastemart.
com; “Singapore’s Indorama signs Uzbek polyethylene deal”, 10
February 2011. Available at: www.PRW.com.

IS
&

“Indorama launches $30 million textile mill in Kokand”, 27
November 2011. Available at: www.timesca.com.

IS
S

“Govt of Zimbabwe confirms agreement with Essar for revival of
Zisco”, 16 December 2011. Available at: www.essar.com.

IS
&

“Government of Zimbabwe and Essar Africa Holdings announce
new steel and mining entity”, 3 August 2011. Available at:
Www.essar.com.

IS
>

Twenty-nine countries (of which eight are LDCs) are included in
this group: Antigua and Barbuda, the Bahamas, Barbados, Cape
Verde, the Comoros, Dominica, Fiji, Grenada, Jamaica, Kiribati,
Maldives, the Marshall Islands, Mauritius, the Federated States
of Micronesia, Nauru, Palau, Papua New Guinea, Saint Kitts
and Nevis, Saint Lucia, Saint Vincent and
the Grenadines, Samoa, Sao Tomé and
Principe, Seychelles, the Solomon Islands,
Timor-Leste, Tonga, Trinidad and Tobago, Tuvalu and Vanuatu.

47 The ownership of targeted companies in SIDS often rests
outside SIDS, as explained in chapter | (see box I.1).
Consequently, reported M&A deals in SIDS often reflect a
change in ownership of existing foreign assets in SIDS from one
foreign investor to another. Among the six deals in table I1.6, four
worth $3.3 billion are linked to the United States and Japan as
the home economies of targeted companies. The two deals by
the United States in the Bahamas involved the same targeted
company, Vopak Terminal Bahamas, and the same acquiring
company, Buckeye Partners LP. The ultimate ownership of the
100 per cent interest of Vopak Terminal Bahamas belonged to
First Reserve Corp. (United States). The second largest deal, by
China, was the acquisition of the assets of a Barbados affiliate
of GE (United States). Thus, the inflow to Barbados in relation
to this transaction was most likely not recorded at all. A similar
explanation applies to the fifth deal, by the Republic of Korea, in
which KEPCO acquired a 40 per cent interest in Jamaica Public
Service Co. Ltd. from Marubeni Corp. (Japan).

4

&

A joint-venture project between ExxonMobil, including Esso
Highlands as operator (33.2 per cent), Oil Search Limited (29 per
cent), the Government of Papua New Guinea (16.6 per cent),
Santos Limited (13.5 per cent), JX Nippon Oil Exploration (4.7
per cent), Papua New Guinea landowners (2.8 per cent) and
Petromin PNG Holdings Limited (0.2 per cent) (www.pnging.
com).

4

4]

Based on personal communication with the Lead Media and
Communications Adviser of Esso Highlands, 31 May 2012,
in reference to ExxonMobil’s “Financial and Operating Review
20117, p. 41, www.exxonmobil.com.

5

3

“Papua New Guinea. Brighter metals prospects”, 8 May 2012.
Available at: www.oxfordbusinessgroup.com/economic_updates;
Economist Intelligence Unit, “Country Report: Papua New
Guinea”, April 2012. Available at: www.eiu.com.
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Key features of

investment policies included
continuous liberalization
and promotion, the
adjustment of entry policies
with regard to FDI, more
state influence in extractive
industries and a more
critical approach towards

In 2011, at least 44
countries and economies
adopted 67 policy

measures affecting foreign
investment (table Ill.1). Of
these measures, 52 related
to investment liberalization,
promotion and facilitation,
while 15 introduced new

restrictions or regulations

outward FDI. for foreign investors.

The percentage of more restrictive policy measures
decreased significantly, from approximately 32 per
cent in 2010 to 22 per cent in 2011. However, it
would be premature to interpret this decrease as
an indication of a reversal of the trend towards a
more stringent policy environment for investment
observed in previous vyears (figure lll.1). The
share of measures introducing new restrictions or
regulations was roughly equal for both developing
and transition economies, on the one hand, and
for developed countries, on the other hand. To
extract these figures, UNCTAD applied a revised
methodology (see box IlI.1).

Of the 67 measures adopted, almost half (29)
were directed specifically at foreign investment.
These measures offered special incentives to
foreign investors, reduced existing discrimination
or introduced new restrictions on foreign investors.
In total, 21 more favourable measures for foreign
investors and 8 less favourable ones were reported.
Of the more favourable policy measures, just over
half (11) related to FDI liberalization, another 6 to
promotion and facilitation activities, and 4 to the
operational conditions of FDI. The less favourable

A. NATIONAL POLICY DEVELOPMENTS

policy changes related in particular to new
restrictions on the entry and establishment of foreign
investment (6 measures). Finally, four measures were
directed at outward investment, with two aiming at
promoting investment and two having a restrictive or
discouraging nature.

Figure I11.1. National regulatory changes, 2000-2011
(Per cent)

Liberalization/promotion 78%
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Regulation/restriction 22 %
0 : T T T T T T T T T T

< w0
(=2 -]
N N

2000
02
03

—
o
N

2011

© I~ O D O
o O O 9O 9=
(=R ] o O o o o
N N N N N NN

Source: UNCTAD, Investment Policy Monitor database.

The overall policy trend towards continuous
liberalization and promotion of investment often
targeted specific industries (table 1Il.2). Extractive
industries were again the main exception, inasmuch
as most policy measures related to them were less
favourable, although the effect was less pronounced
than in previous years (see section A.2). Agriculture
and financial industries also had relatively high
shares of less favourable measures. In agriculture,
new entry restrictions were introduced. For financial
industries, these measures included two restrictions
affecting ownership and control of foreign investors,
one in banking and one in insurance, and a measure
restricting access to local finance for foreign-funded
investment firms.

Table I11.1. National regulatery changes, 2000-2011
(Number of measures)

Number of countries that introduced changes 45 51 43
Number of regulatory changes 81 97 94
Liberalization/promotion 75 85 79
Regulation/restriction 5 2 12
Neutral/indeterminate 1 10 3

59 80 7 74 49 4 45 57 44
126 166 145 132 80 69 89 112 67
114 144 119 107 59 51 61 75 52

12 20 25 25 19 16 24 36 15

Source: UNCTAD, Investment Policy Monitor database.
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Box I11.1. Investment Policy Monitor database: revised methodology

UNCTAD has been collecting information on changes in national FDI policies on an annual basis since 1992. This
collection has provided input to the analysis of global and regional investment policy trends in this Report, the
quarterly Investment Policy Monitor (since 2009) and the UNCTAD-OECD Reports on G-20 Investment Measures.

Policy measures are collected in the Investment Policy Monitor (IPM) database. The measures are identified through
a systematic review of government and business intelligence sources and verified, to the fullest extent possible, by
referencing government sources.

In 2011, to further improve the quality of reporting, UNCTAD revised the methodology to monitor investment policy

measures. The new approach allows a more detailed and focused analysis of policy changes by introducing three

distinct categories of measures:

1. FDI-specific measures: measures which apply only to foreign investors, such as entry conditions or ownership
restrictions for foreign investors, FDI screening procedures and investment incentives reserved to foreign investors.

2. General investment measures: measures which apply to both domestic and foreign investors, such as private
ownership restrictions, licensing procedures for new businesses, privatization schemes and general investment
incentives.

3. General business climate measures: measures which indirectly affect investors in general, such as corporate
taxation changes, labour and environmental regulations, competition policies and intellectual property laws.

FDI-specific and general investment measures are divided into three types, on the basis of the policy area they
address: entry and establishment, treatment and operation, and promotion and facilitation.

The count of national investment policy measures is limited to FDI-specific measures and general investment
measures; in the past, relevant measures related to the general business climate were also included.? However,
UNCTAD’s analysis will continue to present main changes in the business climate when they provide relevant insights
into investment-related policy developments.

Furthermore, the database registers whether the expected impact of a measure is likely to be more favourable or less
favourable to investors. More favourable measures are measures that are directly or indirectly geared towards creating
a more attractive environment for foreign investment, for instance, through liberalization or the provision of incentives.
Less favourable measures are measures that have the opposite effect. They include, for instance, the introduction of
new entry restrictions, discriminatory treatment and limitations on the repatriation of profits.

Source: UNCTAD.

a As a result of the exclusion of policy measures related to the general business climate, the number of annual investment
policy measures reported in 2011 is significantly reduced from the number reported in previous WIRs. To maintain the
tradition of presenting investment policy developments over an extended period of time and to allow comparisons between
developments in different years, UNCTAD has recalculated the number of policy measures adopted over the last 10 years
(table I11.1).

TR e TIIN 1. Investment liberalization and promotion
by industry remained high on the policy agenda

tries undertook measures  continued to liberalize

Total 7 78 22

No specific industry 36 89 1 to open industries for ~and promote foreign
Agribusiness 2 50 50 FDI. Targeted industries investment in various
Extractive industries 7 43 57 included agriculture, media industries to foster
Manufacturing 7 7 29 services and finance. By far ~ conomic growth and
Electrcity, gas and 2 100 0 the highest concentration ~development.
Transpart, storage and 7 86 14 of measures liberalizing

Financial services 6 50 50 entry and establishment conditions for foreign
Other services 4 100 0 investors occurred in Asia (see box IIl.2). Several
Source: UNCTAD, Investment Policy Monitor database. countries pursued privatization policies, particularly

Note: Overall total differs from that in table Ill.1 because some o o )
changes relate to more than one industry. in airport and telecommunications services.
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Box Ill.2. Examples of investment liberalization measures in 2011-2012

Brazil adopted a law lifting the 49 per cent cap on foreign ownership of cable operators. The law also entitles telecom
operators to offer combined packages including voice, broadband and television services.?

Canada increased the threshold for review for investors from WTO member countries from $312 million in 2011 to
$330 million for 2012.°

India allowed full foreign ownership in parts of the agriculture sector, namely in the development and production of
seeds and planting material, animal husbandry, pisciculture, aquaculture under controlled conditions and services
related to agribusiness and related sectors.© In addition, the country expanded the degree of foreign investment
allowed in single-brand retail trading to 100 per cent from the previous limit of 51 per cent.®

The Russian Federation relaxed the approval requirement for foreign acquisitions in companies that extract subsoil
resources, from 10 per cent of shares to 25 per cent.®

Thailand allowed foreign banks operating branches in the country to convert such branches into subsidiaries.

Source: UNCTAD, Investment Policy Monitor database. Additional examples of FDI-specific policy measures can be found
in UNCTAD’s IPMs published in 2011 and 2012.

@ Law No. 12485, Official Gazette, 13 September 2011.

® Investment Canada Act: Amount for 2012, Official Gazette of the Government, 25 February 2012.

¢ Ministry of Commerce and Industry, Consolidated FDI Policy Circular 1 (2011), 31 March 2011.

9 Ministry of Commerce and Industry, Press Note No. 1 (2012 Series), 10 January 2012.

¢ Federal Law No. 322-FZ, 17 November 2011.

fBank of Thailand, Policy Guideline Permitting Foreign Banks to Establish a Subsidiary in Thailand, 15 December 2011.

Box IlII.3. Examples of investment promotion and facilitation measures in 2011-2012

Angola introduced a new investment regime applicable to national and foreign investors that invest in developing
areas, special economic zones or free trade zones. Provided certain conditions are fulfilled, it offers investors several
incentives in a wide range of industries, including agriculture, manufacturing, rail, road, port and airport infrastructure,
telecommunications, energy, health, education and tourism.?

China published new guidelines encouraging FDI in strategic emerging industries involved in energy efficiency,
environmental protection and high-tech, as well as some other industries in the manufacturing and services sectors.?

The Russian Federation issued a decree appointing investment ombudsmen, one for each of the country’s eight
federal districts. The decree states that ombudsmen are meant to assist businesses in realizing investment projects
and to facilitate their interaction with authorities at the federal, regional and local levels.°

The United States established the “SelectUSA” initiative, the first coordinated federal initiative to attract foreign
investment and to encourage United States investors abroad to relocate their business operations back home.
The initiative aims to (i) market the country’s strengths in a better way; (i) provide clear, complete, and consistent
information on the investment climate in the United States; and (i) remove unnecessary obstacles to investment. It
also aims to support private-sector job creation and retain industries needed for economic growth.®

Uzbekistan adopted a new decree that offers additional incentives and guarantees to foreign investors, including a
“grandfathering” clause, assistance with the construction of infrastructure, and tax benefits.®

Source: UNCTAD, Investment Policy Monitor database. Additional examples of FDI-specific policy measures can be found
in UNCTAD’s /PMs published in 2011 and 2012.

@ New Private Investment Law, Republic Gazette, 20 May 2011.

® National Development and Reform Commission, Catalogue for the Guidance of Foreign Investment Industries (amended
in 2011), 29 December 2011.

¢ Presidential Decree No. 535-rp, 3 August 2011.

9 United States Department of Commerce, Press Release, 15 June 2011.

¢ President of Uzbekistan, Decree No. UP-4434: “On additional measures for attraction of foreign direct investment”,
10 April 2011.
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A large share (32 per cent) of the policy measures
undertaken in 2011 related to investment promotion
and facilitation. Among them were administrative
and procedural changes to facilitate foreign
investments. Others provided new incentives for
investors in industries such as extractive industries,
electricity generation, information communications
and technology, and education and health care.
Some countries also took steps to set up new or ex-
pand existing special economic zones (see box I11.3).

2. State regulation with regard to inward
FDI continued

(Argentina and the Democratic Republic of Congo)
adopted restrictive measures on agriculture. These
changes reflect the fact that agriculture is a strategic
sector for food security and an important source for
economic growth.

Despite similar concerns about FDI in agriculture,
the two countries chose different forms and degrees
of restriction on access to land by foreigners.
The Democratic Republic of Congo opted for a
strict nationality requirement, under which only
Congolese citizens or companies that are majority-
owned by Congolese nationals are allowed to hold
land.? By contrast, Argentina opted for a solution
that sets quantitative quota for foreign ownership of

Regulatory measures affecting
FDI included the adjustment

of entry policies in some key
sectors and more state con-
trol of extractive industries.

The past year saw a
continuation of regulatory
polices on FDIL. The
manifold motivations  for
these policies included

agricultural land (see box II1.4).

Other means deployed in 2011 to enhance
government control over inward FDI — without
going so far as to formally restrict FDI entry — were

considerations of national
security, food security and industrial policy, as
well as the wish to control strategic industries and
infrastructure (box lll.4). Restrictions appeared not
only in the regulatory framework itself, but also in
more stringent administrative practices, forinstance,
in screening procedures for incoming investment
and in a broader interpretation of national security
concerns.

State regulation became manifest in particular in
two policy areas: (i) an adjustment of entry policies
with regard to inward FDI, and (i) more regulatory
policies in extractive industries. In both areas,
changes were partly driven by industrial policy
considerations (see also chapter II).

a. Adjusting entry policies with
regard to inward FDI

Some countries modified their policy approach
with regard to FDI in 2011-2012 by introducing
new entry barriers or by reinforcing screening
procedures. Particularly in Latin  America and
Africa, concerns are growing about an excessive
purchase of land by large-scale foreign firms and
government-controlled  entities  (e.g. sovereign
wealth funds), the environmental consequences
of overexploitation; and their implications for the
promotion of rural economic development among
domestic rural producers.' At least two countries

admission and screening procedures. For example,
India decided that FDI proposals for mergers and
acquisitions in the pharmaceutical sector would
have to pass through the Government approval
route.® This decision was allegedly made to ensure
a balance between public health concerns and
attracting FDI in the pharmaceutical industry.

b. More State influence in
extractive industries

In 2011-2012, a number of countries rich in
natural resources took a more regulatory approach
to extractive industries. The several reasons for
this development include Governments’ desire
to benefit from soaring global commodity prices
and their wish to foster State control over natural
resources, as well as their dissatisfaction with the
performance of private operators.

To obtain more control over extractive industries,
governments have chosen different paths. These
paths have led to nationalization, expropriation
or divestment requirements (see box lll.4). Some
countries preferred to increase - to different
degrees —taxes and royalties in extractive industries;
they include Colombia,* Ghana,® Guatemala,®
Honduras,” Peru,® the Bolivarian Republic of
Venezuela,® Zambia'® and Zimbabwe." A major
difference between countries that introduced new
taxes relates to the participation of the private
sector in the reform process. In some countries,
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Box Il1.4. Examples of FDI restrictions and regulations in 2011-2012

Argentina adopted a law that declares to be in the public interest and subject to expropriation 51 per cent of the
share capital of YPF S.A., owned by Repsol YPF S.A. (Spain), and 51 per cent of the share capital of Repsol YPF
Gas S.A., owned by Repsol Butano S.A. (Spain).2

The country also adopted legislation on land, limiting ownership by foreigners (both individuals and companies) to
15 per cent of productive rural land, a restriction that is compounded by a limit of 30 per cent for foreigners of the
same nationality. In addition, no single foreign person or firm may own more than 1,000 hectares of land in certain
core productive districts.?

In the Plurinational State of Bolivia, the President ordered the take-over of the subsidiary of the power company REE
(Spain), which owns and runs about three quarters of the country’s power grid.©

The Democratic Republic of the Congo adopted a law allowing land to be held only by Congolese citizens or by
companies that are majority-owned by Congolese nationals.®

India decided that FDI proposals for mergers and acquisitions in the pharmaceutical sector will be permitted only
under the Government approval route — no longer under the “automatic” route.®

In Indonesia, new legislation requires foreign firms operating in coal, minerals and metals to progressively divest their
holdings to Indonesians, including the central Government, regional authorities, State-owned enterprises and private
domestic investors. Foreign holders of mining business permits are required to divest their shares gradually, starting
five years after production, so that by the tenth year at least 51 per cent of the shares are owned by Indonesian
entities.

The Russian Federation amended the federal law “On mass media”. Foreign legal entities, as well as Russian
legal entities that have a foreign share exceeding 50 per cent, are prohibited from establishing radio stations that
broadcast in an area covering more than half of the Russian regions or in an area where more than 50 per cent of
the country’s population lives.?

Sri Lanka passed a law that provides for the appointment of a competent authority to control, administer and manage
37 domestic and foreign enterprises. The legislation aims to revive underperforming companies and underutilized
assets in places where the land belongs to the Government.”

Source: UNCTAD, Investment Policy Monitor database. Additional examples of investment-related policy measures can be
found in UNCTAD's IPMs published in 2011 and 2012.

aLaw No. 26.741, Official Gazette, 7 May 2012.

®Law No. 26.737, Official Gazette, 28 December 2011.

¢ Decreto Supremo 1214, 1 May 2012.

9 Loi No. 11/022 du 24 Décembre 2011 Portant Principes Fondamentaux Relatifs a L’agriculture. Available at: www.
digitalcongo.net/UserFiles/file/PDF _files/2012/loi_principes_fondam.pdf (accessed 18 April 2012). The Law was due to
come into effect in June 2012.

¢ Ministry of Commerce and Industry, Press Note No. 3 (2011 series), 8 November 2011.
" Presidential Decree No. 24/2012, 21 February 2012.

9 Federal Law of 14 June 2011, No. 142-FZ, “On amending selected legislative acts of the Russian Federation in order to
improve legal regulation of mass media”.
 Central Bank of Sri Lanka, Press Release, 17 November 2011.

the new laws that raised royalties and taxes were  replace the taxation arrangement in production-
passed following negotiations with the mining  sharing agreements with a flat rate per barrel of
business associations. oil.” Several foreign companies renegotiated their
contracts with the Government; however, in the
case of Petrobras, the Government took over its
operations after the contract renegotiation failed.™

Yet another policy approach was the renegotiation
of investment contracts. In 2010, Ecuador had
passed a law compelling private oil companies
to renegotiate their service contracts in order to
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3. More critical approach towards

Box II1.5. Selected policy measures
outward FDI

affecting the general business
climate in 2011-2012

In 2011-2012, some coun-
tries adopted more critical
policies on outward FDI.
In light of high domestic
unemployment, concerns
are rising that outward FDI
contributes to job exports and a weakening of the
domestic industrial base. Other policy concerns in-
clude the stability of the foreign exchange market and
improvements in the balance of payments. To ad-
dress these concerns, countries took different policy
approaches, including (i) restrictions on outward FDI
and (i) incentives to bring investments home.

Several countries took a more
critical approach towards
outward FDI, including
restrictions on FDI and
incentives to repatriate FDI.

Brazil allowed the establishment of one-person limited
liability companies (“EIRELI”).2

Ecuadorissued alaw on restrictive business practices.”

South Africa took additional steps towards the
implementation of a new Companies Act, bringing a
host of changes, such as a restructuring of corporate
categories.©

Source: UNCTAD, Investment Policy Monitor database.
Additional examples of policy measures related
to the general business climate can be found in
UNCTAD’s IPMs published in 2011 and 2012.
alaw 12.441, Official Gazette, 12 July 2011. The
legislation entered into force on 9 January 2012.

> Secretary of National Planning and Development,
“Organic Law on the Regulation of Restrictive Business
Practices”, 29 September 2011.

¢ Act 34243, Official Gazette, 20 April 2011.

With regard to measures falling into the first cate-
gory, Argentina required its insurance companies to
repatriate all their investments abroad before the end
of 2011." Through this measure, the Government

sought to stem capital flight. 5. Conclusion: Common challenges

The second category includes incentives and other in designing FDI policies

facilitation measures to repatriate investments

abroad. For example, in June 2011, India allowed
Indian-controlled companies abroad to disinvest —
under certain conditions — without prior approval

The policy examples given
above show the consid-
erable challenges that

Governments need to pursue
a consistent approach when
adjusting their FDI policies,

countries face in finding
the “right” approach to
foreign investment. These
challenges may arise in making decisions in several
areas: how much to liberalize or restrict FDI; what
operational conditions to impose on FDI; and how
to deal with outward FDI. This section discusses
eight such challenges.

and investment protectionism
has to be avoided.

from the Reserve Bank of India, where the amount
repatriated on disinvestment was less than the
amount of the original investment.®In a similar vein,
the “SelectUSA” initiative (see box IIl.3) encourages
United States investors abroad to relocate their
business operations to the United States.'®

4. Policy measures affecting the general , , ,
First, when it comes to choosing whether to

bhusiness climate remain important

Policy measures affecting the
general business climate for

In 2011, numerous policy
measures related to the

liberalize or restrict FDI, the decision often requires
a more nuanced answer than a simple “yes”
or “no”. Countries need to consider a menu of

options, including the various alternatives of foreign
ownership ceilings versus quantitative quota,
formal restrictions versus more flexible screening
procedures, and mandatory requirements versus
voluntary measures. Even within an industry,
different choices can be made about the extent to
which it should be open for FDI.

general business climate,
affecting the treatment and
operation of foreign invest-
ment. Many measures included increases in corpo-
rate taxation rates, mainly in the extractive industries
in Africa and in Latin America and the Caribbean
(see section A.3). Other policy measures affecting
the general business climate included changes in
the competition regime, labour regulation, immigra-
tion rules and company laws (see box lI1.5).

FDI mainly related to changes
in corporate tax rates.

Second, countries need to carefully consider the
pros and cons of different policy options to find
the “right” degree of State regulation. For instance,
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although it is the sovereign right of each country
to expropriate private property in the public interest
— subject to conditions stipulated by the domestic
law of the host State and its obligations under
international law — such actions also carry numerous
risks, such as potential damage to the investment
climate, the likelihood of exposure to investment
disputes, the danger of economic retaliation, and
the risk of economic inefficiency owing to a lack
of sufficient capacity and technical expertise.
Compared with nationalization and expropriation,
increases in taxes and royalties or renegotiations of
investment contracts are likely to have less negative
consequences and may therefore be less disruptive
to the relationship between the host—country
government and TNCs.

Third, deciding only on the degree of openness to
FDI may not be sufficient to address the specific
policy issue at stake. Attracting FDI requires a
stable, predictable and enabling investment climate.
To encourage FDI, countries also need to offer
“hard” support through a qualified workforce and
good infrastructure. Industry-specific challenges
also exist. For instance, in agriculture, opening
or restricting the degree of access to land by
foreigners may be inadequate if authorities do not
first create modern, harmonized registration and
cadastre systems that can actually measure the
extent to which foreign acquisitions take place. In
addition, depending on the country, the definition
of rural and urban land can vary by region, and
productivity ratios may differ regionally or by crops
grown. These variations open doors for loopholes
in legislation that can be abused on both sides.

Fourth, the issue of openness to FDI also entails
a range of sensitive and important issues in
connection to trade. They include the potential
effects of trade-related investment measures or
investment-related trade measures on FDI, and
the implications of re-introducing local content
requirements or research and development
requirements for existing obligations under the WTO
or BITs. As recent examples in Latin America show
(see chapter ), a raise in import tariffs can induce
“barrier-hopping” FDI or trigger new patterns of FDI
in the region, such as industrial re-clustering or the
breaking down of global supply chains into multi-
domestic industries.

Fifth, countries need to ensure that their FDI-related
policies address the roots of the problem rather than
curing only the symptoms. For instance, the most
promising way to motivate domestic companies
to keep their production and operations at home
is to foster favourable conditions which encourage
them to invest domestically rather than to create
distortions by preventing or discouraging them from
investing abroad. Policies to actively discourage
outward FDI can hurt recipient countries, in
particular developing countries that depend on the
inflow of foreign capital, technology and know-how.
They can also result in the disruption of international
supply chains into which domestic companies are
integrated.

Sixth, countries need to decide on their institutional
set-up for designing and adjusting FDI policies.
Many countries follow an approach of making
policy changes ad hoc, as need arises. Others,
such as China and India, have established specific
guidelines and policies under which their approach
to FDI is constantly reviewed and adapted if
necessary. In China, new policies are reflected in
specific lists that identify the industries where FDI is
encouraged, restricted or prohibited. India regularly
reviews its FDI policy measures and publishes
changes in a “Consolidated FDI Policy” document,
which contains general conditions of FDI as well as
industry-specific conditions (e.g. industries in which
FDI is prohibited or permitted).

Seventh, inconsistent policy changes and
adjustment can create considerable uncertainty
about the direction of FDI policies, potentially
producing negative effects on the investment
climate. These risks call for governments to have a
long-term perspective on FDI policies and to focus
on stable investment conditions. Prior consultations
with affected stakeholders at the national and
international levels, as well as full transparency in the
process of regulatory and administrative changes,
help to reduce uncertainty and at the same time
promote good governance. Complementary
institutional reforms can enhance government
capacities to implement laws effectively.

Eighth, in times of economic crisis, there is
a considerable risk of countries resorting to
protectionist investment measures when address-
ing FDI. Attention is also warranted to ensure that
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regulations related to sustainable development 2012, the two organizations issued two joint reports
do not become a pretext for “green” protectionism  on the investment measures of G-20 countries.'”
(see box llI.6). International organizations, such as ~ More international cooperation is needed to avoid
UNCTAD and the Organization for Economic  creating unnecessary costs to the global economy
Cooperation and Development (OECD), continueto  or provoking instances of retaliation.
monitor national investment policies. In 2011 and

Box IlII.6. FDI and “green” protectionism

Recently, a debate has started about whether policies aimed at “green” growth could have the side-effect of
investment protectionism.? This is primarily a concern for developing countries.

The promotion of a “green economy” offers significant opportunities and benefits for countries, including the opening
of new business fields, the improvement of production processes and improvements in energy efficiency, as well as
positive effects on the local natural environment. In contrast, raising the level of environmental protection might both
directly and indirectly discourage FDI.

As regards the direct effects, stricter requirements on emission standards and other energy-efficiency measures
may significantly increase the costs of investment and production and therefore potentially discourage companies
from investing. The issue also becomes relevant with regard to public investment projects, such as infrastructure
development, for which the state seeks the participation of private investors. In particular companies from developing
countries may not have the capital and know-how to comply with these requirements. In addition, government
incentives in developed countries for investing in a green economy may have the side-effect of discouraging
companies from investing in developing countries where they could not expect comparable government support.

Environmental considerations may also indirectly discourage FDI. For example, a country’s trade policies may impose
import restrictions on goods (“investment-related trade measures”) that are produced by an investment in another
country in a manner that the importing country considers not environmentally friendly. Companies may hesitate to
make an investment in country A if they have to fear that subsequently they cannot export the produced goods to
country B. Similar problems may arise in connection with public procurement policies.

There is no internationally accepted definition of “investment protectionism”. Broadly speaking, the term targets
country measures that directly or indirectly hinder foreign investment without a public policy justification (see also
chapter IV, section B.1). Countries may have different perceptions of whether any of the above-mentioned policies
constitute a disguised investment restriction.

More international coordination could help avoid policy conflicts arising from the impact of environmental regulations
on FDI. In particular, it could contribute to prevent a “race to the top” as regards incentives for FDI for a green
economy, or a “race to the bottom” with regard to lowering environmental standards. UNCTAD, together with the
OECD, already monitor investment protectionism at the general level, following a request from G-20 countries.

Source: UNCTAD.

@ The issue has been discussed, for instance, in the context of the United Nations Sustainable Development Conference
(Rio+20) and the OECD Freedom of Investment Roundtable. See “Countries agree to extend negotiations on Rio+20
outcome document”, UN news center, 5 May 2012. www.un.org; OECD, “Harnessing Freedom of Investment for
Green Growth”, 5 May 2011. www.oecd.org.
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B. INTERNATIONAL INVESTMENT POLICIES

bilateral pacts and where regional blocs (instead
of their individual members) negotiate with third
States, and (i) the fact that llAs are becoming
increasingly controversial and politically sensitive,
primarily owing to the spread of llA-based investor—
State arbitrations.

1. Regional treaty making is gradually
moving to centre stage

With 47 international in-
vestment agreements (IIAs)
signed in 2011 (33 BITs and

Negotiations on BITs are
losing momentum as regional
investment policymaking is

14 “other lIAs”), traditional
investment treaty making
continues to lose momentum. This trend is expect-
ed to persist through 2012, which saw only 10 BlTs
and 2 “other lIAs” concluded during the first five
months of the year.'®

intensifying.

“Other IIAs”, which include agreements such as free
trade agreements or economic partnership agree-
ments, continue to fall into one of three categories:
[IAs including obligations commonly found in BlTs
(9); agreements with limited investment-related
provisions (2); and llAs focusing on investment co-
operation and/or providing for a future negotiating
mandate on investment (3)."° Like chapter IV, this
chapter takes a focused approach to lIAs and no
longer covers double taxation treaties.?

The overall trend of reduced treaty making may
have several causes, including () a gradual shift
towards regional treaty making, where a single
regional treaty takes the place of a multitude of

By the end of 2011, the overall lIA universe consisted
of 3,164 agreements, which included 2,833 BITs
and 331 “other IIAs”. In quantitative terms, bilateral
agreements still dominate international investment
policymaking; however, in terms of economic
significance, there has been a gradual shift towards
regionalism. Several developments in Asia, Europe
and North America illustrate this trend.

Discussions on the Trans-Pacific Partnership
Agreement continue, with the 12th negotiation
round concluded in May 2012. Currently, nine
countries participate (Australia, Brunei Darussalam,
Chile, Malaysia, New Zealand, Peru, Singapore, the
United States and Viet Nam); Canada and Mexico
have been formally invited to join the negotiations
and Japan has also expressed an interest. The
agreement is expected to establish a free trade area
and to include a fully fledged investment chapter
with high standards for investment liberalization
and protection — an issue that has sparked some

Figure 111.2. Trends of BITs and “other lIAs”, 1980-2011
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Figure 111.3. BITs and “other 1IAs”, 2006-2011
(Numbers and country coverage)
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controversy among investment stakeholders.?’
If all 12 countries sign the deal, their combined
economic weight would amount to 35 per cent
of global gross domestic product (GDP), and the
treaty could potentially replace 47 llIAs (18 BlTs
and 29 other lIAs) currently existing between these
countries.

The 2012 trilateral investment agreement between
China, Japan and the Republic of Korea has an
economic weight that is not far from that of the
North American Free Trade Agreement. Together,
the three signatories, who have also agreed to
start negotiating a free trade pact, account for
one fifth of both world population and global
GDP. Substantively, the investment agreement
is a carefully crafted instrument that () offers
detailed regulation of key concepts (e.g. definition
of investment, fair and equitable treatment,
indirect expropriation and most-favoured-nation
treatment); (i) does not apply to certain domestic
investment policies (e.g. governments retain control
over the establishment of investments, they can
maintain existing discriminatory measures and
they have not undertaken extensive commitments
on performance requirements); and (i) grants
regulatory space for the pursuit of certain policy
objectives (e.g. through detailed exceptions with
respect to taxation, essential security interests
and prudential measures as well as temporary
derogation from the free-transfer obligation). The
treaty also includes some new disciplines, most
importantly regarding the enforcement of domestic
intellectual property rights.?? The agreement does
not terminate BITs previously signed between the

parties and provides that nothing in the agreement
shall be construed to prevent investors from relying
on existing BITs that may be more favourable to
them.?® By including such a clause, the parties
ensure that the new agreement does not lower
the standards that otherwise exist under other
treaties.?*

At the European Union (EU) level, the European
Commission now negotiates not only regarding the
liberalization of trade and investment, but also on
conditions related to protection of investment on
behalf of all member States (see WIR70, WIR11).
Given that the EU countries together account for
a quarter of global GDP and almost half of global
FDI outflows,?® any agreement concluded by
the EU will have significant economic weight. In
September 2011, the EU Council issued the first
three negotiating directives to the EU Commission
to conduct negotiations on investment protection
for free trade agreements (FTAs) with Canada, India
and Singapore. As addressed in the Communication
of the FEuropean Commission, “Towards a
comprehensive European international investment
policy”?® and the Conclusions by the European
Council,?” the objective for future agreements
containing provisions on investment protection is
to preserve the high level of investment protection
contained in existing member State BITs (e.g. the
inclusion of intellectual property rights as protected
investment; provisions for the fair and equitable,
most-favoured-nation and national treatment of
investors; and ISDS). In December 2011, the EU
Council adopted negotiating directives for deep and
comprehensive FTAs with Egypt, Jordan, Morocco
and Tunisia, which will also include provisions on
investment protection.

Taken together, EU member States account for
about half of the world’s BITs. Since new EU-wide
investment treaties will replace BITs between the
EU’s respective treaty partner and individual EU
member States, they will entail important changes to
the global investment policy landscape. For example,
once concluded, the EU-India FTA is expected to
replace 21 BITs signed by India with individual EU
members. At the same time, individual EU member
States have continued to conclude BITs with third
States: since the EU Lisbon Treaty’s entry into force
(1 December 2009), 45 such agreements have been
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signed, including 10 in 2011.28 The BITs signed by
member States will remain in force until replaced by
EU agreements, but they will have to be amended if
they are not in line with EU legislation.

Another example of a regional organization
negotiating as a group with outside countries is the
Association of Southeast Asian Nations (ASEAN).2°
For example, ASEAN has concluded agreements
with Australia and New Zealand (2008) and China
(2010) and is negotiating one with India. The
conclusion of new ASEAN+ agreements has not led
to the termination of existing BITs and FTAs between
individual ASEAN members and third countries. This
might be the case because the contracting parties
may wish to ensure the most favourable treatment
to foreign investors arising from the different treaties
in force. The ASEAN-China Investment Agreement
co-exists with nine BITs between individual ASEAN
countries and China.®®

The past year also saw the conclusion of
negotiations on the Mexico—Central America FTA
(Costa Rica, El Salvador, Guatemala, Honduras,
Mexico and Nicaragua). Together, the six countries
account for almost a quarter of Latin America’s
GDP. This treaty establishing a free trade area, with
its fully fledged investment chapter, will replace
three earlier FTAs which Mexico had in place with
the participating countries.®!

On the whole, the balance is gradually shifting
from bilateral to regional treaty making, thereby
increasing the impact of regions in IIA rulemaking.
In most cases, regional treaties are at the same
time FTAs. By comprehensively addressing the
trade and investment elements of international
economic activities, such broader agreements can
better respond to the needs of today’s economic
realities, where international trade and investment
are increasingly interconnected (see WIRT1T). It
is also notable that investment chapters in new
regional agreements typically contain more refined
and precise provisions than in earlier treaties.

This shift can bring about the consolidation and
harmonization of investment rules and represent a
step towards multilateralism. However, where new
treaties do not entail the phase-out of old ones, the
result can be the opposite: instead of simplification
and growing consistency, regionalization may lead
to a multiplication of treaty layers, making the IIA

network even more complex and prone to overlaps
and inconsistencies.

In 2011, the number
of known ISDS cases
filed under llAs grew by at
least 46 (figure lll.4). This
constitutes  the  highest
number of known treaty-
based disputes ever filed in
one year. Venezuela faced 10 new cases, followed
by Egypt (4) and Ecuador (4), Peru (3) and Poland (2),
Philippines (2) and Turkmenistan (2).°2 By the end of
2011, the total number of known treaty-based cases
had reached 450.%

their discontent with

proceedings.

The rapid increase of ISDS cases in the last
decade can be explained by a number of factors,
including the growing number of lIAs, the increasing
awareness about ISDS among investors and their
legal counsel, and the significant rise of FDI flows.
The growing number of ISDS cases may also —
at least in part — reflect investors’ responses to
governments’ reassertion of their role in regulating
and steering the economy, as implemented through
a number of national regulatory changes. Increased
nationalizations, especially in Latin America,
triggered multiple disputes and explain Venezuela’s
position as the “top respondent” in 2011. More
recently, following Argentina’s expropriation of
Repsol's controlling stake in YPF, the country’s
largest oil company,® Repsol threatened the
commencement of arbitration through the
International Centre for Settlement of Investment
Disputes (ICSID) (see box lI1.4).

In other recent cases, investors challenged core
public policies that had negatively affected their
business prospects. Having filed a similar action
against Uruguay in February 2010, Philip Morris
initiated arbitral proceedings against Australia,
claiming that the country’s new packaging and
labelling requirements for cigarettes violate BIT
provisions.* Vattenfall, a Swedish energy company,
fled an ICSID case against Germany over that
country’s decision to phase out nuclear energy
facilities.®® Following cases against Argentina,
notably the joint claim under the Argentina-Italy BIT
(1990) by over 60,000 lItalian bondholders arising

While investors continue to
use the ISDS mechanism,
some States have expressed

current dispute settlement
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Figure I111.4. Known investor—State treaty-hased disputes, 1987-2011
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from Argentina’s debt default and restructuring,®”
the restructuring of Greece’s sovereign debt has led
to considerations of how aggrieved bondholders
can use lIAs to recover their losses.

Some States have expressed their concerns with
today’s ISDS system. In April 2011, the Australian
Government issued a trade policy statement
announcing that it would stop including ISDS
clauses in its future IlIAs. Explaining this decision,
the Government stated that ISDS would give foreign
businesses greater legal rights than domestic
businesses and would constrain the Government’s
public policymaking ability (e.g. the adoption
and implementation of social, environmental and
economic law), explicitly referring to the country’s
tobacco packaging and labelling legislation.®® In
January 2012, Venezuela notified its intention to
withdraw from the ICSID Convention, becoming
the third State to do so (after the Plurinational
State of Bolivia and Ecuador).®® In June 2011, the
Plurinational State of Bolivia denounced its BIT with
the United States, thereby terminating the ISDS
mechanisms (after the “sunset” period elapses).*°

The enforcement of awards is not straightforward.
Following Argentina’s failure to pay two long-
standing ICSID arbitral awards of more than $300
million to United States companies and its insistence
that the claimants must resort to Argentine courts
for execution of ICSID awards in the country,
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in March 2012 the United States suspended
Argentina’s right to benefit from the United States
Generalized System of Preferences (GSP). The
GSP entitles exporters from developing countries
to pay lower customs duties on their exports to the
United States.*' This is the first time a country has
been suspended from a GSP programme for failing
to pay an arbitration award, raising concerns about
“re-politicization” of investment disputes.

Another notable development is Ecuador’s initiation,
in June 2011, of State-State proceedings against
the United States. By doing so, Ecuador effectively
seeks to overturn the interpretation of a particular
clause in the Ecuador-United States BIT, adopted
earlier by an investor—State tribunal in the Chevron v.
Ecuador case.® In the absence of a proper
mechanism for an appellate review, this represents
one way to pursue correction of perceived mistakes
by an arbitral tribunal.

Increasing numbers of requests for disqualification
of arbitrators, filed by both investors and States,
are another sign of dissatisfaction with I1SDS
procedures.*® This is particularly so where an
arbitrator is perceived as biased owing to multiple
appointments in different proceedings by the
same party or by the same law firm, or where the
arbitrator has taken a position on a certain issue in
a previous award or in academic writings. So far, all
such requests have been dismissed.
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Over time, the public discourse about the
usefulness and legitimacy of the ISDS mechanism
has been gaining momentum (WIR77), sometimes
taking place at the national level and focusing on
a country’s choice to embrace ISDS in a particular
IIA (e.g. India, Republic of Korea) and sometimes
having an international dimension, involving
stakeholders from a wide range of countries (as
with the open letter from lawyers about the TPP
Agreement). All of this has led to an intensifying
debate in international forums, including in the
context of UNCTAD’s Investment, Enterprise and
Development Commission and its expert meetings,
the annual lIA Conference, and UNCTAD’s World
Investment Forum, as well as the OECD’s Freedom
of Investment Round Tables.

claims (e.g., three years) or (iv) more carefully
circumscribing possible bases for claims.

Fostering legitimacy and increasing the trans-
parency of ISDS proceedings by allowing public
access to relevant documents, holding public
hearings, and accepting amicus curiae briefs.

Dealing with inconsistent readings of key
provisions in lIAs and poor treaty interpretation
by (i) improving the applicable A provisions, thus
leaving less room for interpretation; (i) requiring
tribunals to interpret treaties in accordance
with customary international law; (i) increasing
State involvement in the interpretative process
(e.g. through renvoi and joint interpretation
mechanisms); and (iv) establishing an appellate
body to review awards.

Improving the impartiality and quality of arbitrators
by establishing a neutral, transparent appointment

procedure with permanent or quasi-permanent
arbitrators and abolishing the system of unilateral
party appointments.

Ideas for reforming The
ISDS ahound, but few

shortcomings  of  the
ISDS system have been well
have heen translated documented. Concerns include

into actions. () an expansive use of IllAs
that reaches beyond what was
originally intended; (ii) contradictory interpretations
of key IIA provisions by ad hoc tribunals, leading to
uncertainty about their meaning; (iii) the inadequacy
of ICSID’s annulment or national judicial review
mechanisms to correct substantive mistakes of
first-level tribunals; (iv) the emergence of a “club”
of individuals who serve as counsel in some cases
and arbitrators in others, often obtaining repeated
appointments, thereby raising concerns about
potential conflicts of interest; (v) the practice of
nominating arbitrators who are likely to support
the position of the party appointing him/her; (vi) the
secrecy of many proceedings; (vii) the high costs
and considerable length of arbitration proceedings;
and (viii) overall concerns about the legitimacy and
equity of the system.

The growing engagement of policymakers,
academics, businesses and civil society with ISDS
issues has produced a variety of suggestions for
reform:

® Reining in the growing number of ISDS cases by
(i) promoting the use of mediation and conciliation
instead of arbitration; (i) implementing national
dispute prevention policies (e.g. ombudsman
offices); (iii) setting a time limit for bringing investor

Reducing the length and costs of proceedings by
introducing mechanisms for prompt disposal of
“frivolous” claims and for the consolidation of con-
nected claims, as well as caps on arbitrator fees.
Assisting developing countries in handling ISDS
cases by establishing an advisory facility or legal
assistance centre on international investment law
and increasing capacity-building and technical
assistance.

Addressing overall concerns about the functioning
of the system, including the lack of coherence
between awards, by establishing a fully fledged
international investment court with permanent
judges to replace ad hoc arbitrations under
multiple rules, or by requiring the exhaustion of
local remedies.

Some of these changes have already made their
way into recent lIAs, e.g. those concerning time
limits for bringing claims, enhanced roles for States
in treaty interpretation, prompt disposal of “frivolous”
claims, consolidation of related proceedings
and transparency. Some States have preferred
a more radical solution of “exiting” the system
(e.g. denouncing the ICSID Convention, terminating
BITs or avoiding ISDS in future llAs). Still others
have not changed anything in their IIA practice.
What is lacking is a systematic assessment of
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individual reform options — their feasibility, potential
effectiveness and implementation methods (e.g.,
through IlAs, arbitral rules or institutions) — as well
as an evaluation of the steps taken to date. A
multilateral policy dialogue on ISDS could help in
developing a consensus about the preferred course
for the reform and ways to put it into action.

4. Enhancing the sustainahle development
dimension of international investment
policies

a. llA-related developments

Sustainability considerations A number of recent
are gaining prominence in  developments indicate that
the negotiation of llAs sustainable  development

elements are starting to
play a more prominent role
in international investment
policies. Although some IlIAs concluded in 2011
follow the traditional BIT model that focuses solely on
investment protection, others include innovations.
Several of these features are meant to ensure that the
treaty does not interfere with, but instead contributes
to, countries’ sustainable development strategies
that focus on inclusive economic growth, policies
for industrial development, and the environmental
and social impacts of investment (see examples in
table 111.3).

policymaking processes.

In the IIA context, paying due regard to sustainable
development implies that a treaty should (i) promote
and protect those investments that are conducive
to host-country development; (i) provide treatment
and protection guarantees to investors without
hindering the government’s power to regulate in
the public interest (e.g. for environmental, public
health or safety purposes); (i) not overexpose a
country to costly litigation and the risk of exorbitant
financial liabilities; and (iv) stimulate responsible
business practices by investors. (For a full appraisal
of the sustainable development implications of
IIA provision, see UNCTAD’s Investment Policy
Framework for Sustainable Development (IPFSD) in
chapter V.

In addition, a number of other recent developments
in investment policymaking indicate increased at-
tention to sustainable development considerations.

The 2012 revision of the United States Model BIT
turns the best-endeavour commitment not to relax
domestic environmental and labour laws into a
binding obligation. It also explicitly recognizes the
importance of environmental laws and policies,
and multilateral environmental agreements and
reaffirms commitments under the International
Labour Organization Declaration on Fundamental
Principles and Rights at Work.*

The 2012 Joint Statement by the European Union
and the United States, issued under the auspices
of the Transatlantic Economic Council, sets out a
number of principles for investment policymaking.
They include broad market access for foreign
investors, non-discrimination, a high level of legal
certainty and protection against unfair or harmful
treatment of investors and investments, and
effective and transparent dispute settlement proce-
dures. The Joint Statement also refers to the need
to promote responsible business conduct, preserve
government authority to regulate in the public
interest and avoid attracting foreign investment by
weakening or failing to apply regulatory measures.*®

This year saw the continuation of the work by
the Southern African Development Community
(SADC) on its model BIT template. Expected to
be finalized later this year, the template is meant to
embody harmonized approaches that will assist the
15 SADC member States in their individual and
collective IIA negotiations with third countries. The
draft template represents a distinct effort to enhance
the sustainable development dimension of future lIAs,
by including provisions on environmental and social
impact assessments; measures against corruption;
standards for human rights, environment and labour;
corporate governance; and the right of States to
regulate and pursue their development goals.

The Secretariat of the Commonwealth, a voluntary
association of 54 countries, is preparing a handbook
entitled “Integrating Sustainable Development into
International Investment Agreements: A Guide for
Developing Countries”. Scheduled for release in
the summer of 2012, the guide is designed to help
developing countries to negotiate lIAs that better
promote sustainable development. It does so by
identifying best practices in existing lIAs, proposing
new and innovative sample provisions, and
discussing pros and cons of various policy options.
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United Republic of Tanzania-Turkey BIT

Nigeria—Turkey BIT

Mexico—Peru FTA

Republic of Korea—Peru FTA

Panama-Peru FTA

Japan—Papua New Guinea BIT

India-Slovenia BIT
India—Nepal BIT

India-Malaysia FTA
India—Lithuania BIT
India—Japan EPA

Guatemala—Peru FTA

Czech Republic—Sri Lanka BIT

Costa Rica—Peru FTA

Colombia—Japan BIT

China-Japan—Republic of Korea TIA

Central America—Mexico FTA

Bosnia and Herzegovina—San Marino BIT

Azerbaijan-Czech Republic BIT

Australia—New Zealand Investment Protocol

Stimulate responsible business practices

Avoid overexposure to ISDS claims

Preserve the right to regulate in the public interest

Focus on investments conducive to development
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Sustainable development considerations also
figure prominently in a number of other policy
developments related to foreign investment.

The 20711 UN Guiding Principles on Business
and Human Rights,*® a set of non-binding recom-
mendations for governments and businesses,
recommend that [IAs preserve States’ ability
to protect human rights (principle 9)* and that
businesses assess their human rights impact,
prevent and mitigate adverse effects (principles
17-20), and provide information on their human
rights impact to relevant stakeholders (principle
21). Because the Guiding Principles concern a
broad range of human rights including civil, political,
economic, cultural, social and labour rights, they
contribute to a comprehensive effort to ensure that
business is conducted sustainably and ethically.

The 207171 Revision of the OECD Guidelines
for Multinational Enterprises (1976)* primarily
focuses on public policy concerns such as human
rights,*® employment and the environment, while
strengthening the principles relating to bribery and
taxation. The Guidelines remain voluntary, but the
new proactive and detailed implementation agenda
can help to ensure stricter adherence by individual
enterprises, thereby fostering more responsible and
sustainable investment.

The 2012 revision of the International Chamber of
Commerce’s Guidelines for International Investment
(1972)%° calls for responsible investment that would
benefit sustainable economic development in
host States. In addition to the general obligation
of investors to comply with host-State laws, the
Guidelines call on investors to respect national
and international labour laws even where they are
not effectively enforced. They encourage investors
to conduct environmental impact assessments
before starting a new activity or project and before
decommissioning a facility or leaving a site. The
Guidelines also call on home States to promote
outward FDI that would contribute to the economic
development of the host country. The revision
includes a new chapter on CSR.

The Doha Mandate,®' adopted at the UNCTAD XIil
Ministerial Conference 2012, highlights sustainable
development and inclusive growth as the two

guiding principles for UNCTAD’s work on
investment and enterprise, placing it in the context
of productive capacity-building, industrialization and
economic diversification, and job creation. Building
on the 2008 Accra Accord, the Doha Mandate
will guide the work of UNCTAD’s Investment
and Enterprise Division for the next four years,
accentuating four linkages — namely, between
FDI and trade, official development assistance,
domestic investment and regional integration — and
highlighting the importance of non-equity modes,
global supply chains, quantifiable indicators,
operational methodologies and policy guidelines,
barriers to investment and investment in agriculture.
With respect to llAs, the Doha Mandate recognizes
the need to balance the interests of different
investment stakeholders.

The June 2012 G-20 Los Cabos Summit® reiterated
the G-20’s support for the Principles for Responsible
Agricultural Investment (PRAI), developed jointly by
UNCTAD, the Food and Agriculture Organization,
the International Fund for Agricultural Development
and the World Bank (WIR77).5% In addition, the
Summit commended the progress achieved and
supported by the G-20 Development Working
Group, which includes, in the private investment
and job creation pillar, work by an Inter-agency
Working Group under coordination from UNCTAD
to develop key indicators for measuring and
maximizing the economic and employment impact
of private sector investment (WIR77).%4 Within
the same pillar, work on the report, “Promoting
Standards for Responsible Investment in Value
Chains”, was also concluded.®

At the 2072 Rio+20 Conference, world leaders
adopted the Outcome Document, “The Future
We Want”,%¢ which urges governments to create
enabling environments that facilitate public and
private sector investment in relevant and needed
cleaner-energy technologies; encourages the
promotion of investment in sustainable tourism,
including eco-tourism and cultural tourism; notes
the role of foreign direct investment in the transfer
of environmentally sound technologies; and
calls upon countries to promote investment in
science, innovation and technology for sustainable
development including  through international
cooperation. Governments also took note of
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the PRAI. They also acknowledged the importance
of corporate sustainability reporting.

The Conference, which government representatives
attended along with thousands of participants
from the private sector, NGOs and other groups,
focused on two themes: (i) a green economy in the
context of sustainable development and poverty
eradication; and (i) the institutional framework
for sustainable development,® with the overall
objective of shaping future steps to reduce poverty,

advance social equity and ensure environmental
protection.

The run-up to the Conference also saw a new
commitment by stock exchanges to promote
long-term, sustainable investment in their markets
through the Sustainable Stock Exchanges Initiative,
which had been co-convened by UNCTAD, the
UN Global Compact, the UN-backed Principles for
Responsible Investment, and the United Nations
Environment Programme in 2009.58
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C. CORPORATE SOCIAL RESPONSIBILITY IN GLOBAL SUPPLY GHAINS

1. Supplier codes of conduct and
implementation challenges®®

The complexity of CSR
codes among TNCs in
glohal supply chains poses
compliance challenges for
suppliers, particularly SMEs.
Policymakers and TNCs can

An ongoing investment
policy issue is the corporate
social responsibility (CSR)
of TNCs. As noted in
WIR11, the past decade
has seen the rise of an

20 pages, covering up to 400 items. Supplier
that have more than one factory have to fill in a
questionnaire for each facility. Furthermore, many
questions are formulated using non-specific terms.
Questions such as “Are all workers free to leave
your employment upon giving reasonable notice?”
are very common. If the customer does not define
in specific terms what is meant by “reasonable”, the
answer will be, at best, difficult to produce, and at
worst, meaningless. Because processes in each

. increasingly complex
anda::";‘::':’;:l:? c::tllll?i]t!::: mix of CSR codes and ~company differ, it might not be possible to answer
. i 5 Pph ) standards. CSR codes a question with a simple “yes” or “no”, yet the
or suppliers through various in global supply chains duestionnaires rarely provide suppliers the option

capacity de_“?h_]p'_“e“t hold out the promises of

initiatives. promoting sustainable,
inclusive development in host countries and
transferring knowledge on how to address critical
social and environmental issues. Compliance
with such codes presents challenges for many
suppliers in developing countries, especially SMEs.
Policymakers can support SME suppliers by, inter
alia, mainstreaming CSR into domestic enterprise
development programmes and working with TNCs
to harmonize standards and simplify compliance

procedures.
a. Proliferation of CSR codes

Across abroad range of industries, it is now common
for TNCs to set supplier codes of conduct that detail
social and environmental performance standards
for their global supply chains. Since the early
2000s, there has been a significant proliferation of
CSR codes in global supply chains, both individual
TNC codes and industry-level codes. Thousands of
individual company codes exist. They are especially
common in large TNCs: more than 90 per cent
have policies on social and environmental issues.®°
Together with company codes, the many dozens of
industry association codes and multi-stakeholder
initiative codes create a broad, interconnected web
of CSR codes.®!

Furthermore, CSR codes and standards themselves
are becoming more complex and their applications
more complicated. TNCs send suppliers CSR
auditing questionnaires that can be more than

for further explanation.®?

Most leading companies not only adopt a sup-
plier code of conduct and communicate this code
to their suppliers, but also have an implementa-
tion programme to try to ensure suppliers comply
with the code. Such implementation programmes
consist of multi-step assessment and monitoring
procedures. Although the use of self-evaluation
and capacity-building initiatives varies among com-
panies and industries, the majority of companies
focus their code implementation programmes on
on-site audits, improvements and re-audits.

b. Challenges for suppliers
(particularly SMEs) in
developing countries

The proliferation and application of CSR codes
poses a series of serious challenges for suppliers,
particularly SMEs in  developing countries.
Challenges include, inter alia:

e the use of international standards that exceed
current regulations and common market practices
in the host country;

e the existence of diverging and sometimes
conflicting requirements from different TNCs;

e the capacity constraints of suppliers in under-
standing and applying international standards in
their day-to-day operations;

e an overload of multiple on-site inspections and
complex reporting procedures;

e consumer and civil society concerns about
technical or quality standards for products and
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for marketing, in addition to suppliers’ existing
challenges in meeting them; and

e competitiveness concerns for firms that bear
the cost of fully complying with CSR standards
relative to other SMEs that do not attempt to fully
comply.

Suppliers that operate in countries that are
categorized by TNCs as “high-risk sourcing
zones” are subject to particularly strong scrutiny
from their customers. These suppliers are more
frequently subject to CSR assessments, such as
self-evaluation questionnaires and monitoring or
auditing processes. Because most suppliers serve
multiple customers, they often need to undergo
multiple social audits throughout the year. This is
especially challenging, because each auditor or
purchasing company has its own factory evaluation
checklist, differing in specificity, length, requirements
and topics addressed.

An additional structural challenge results from the
fact that the purchasing practices and the CSR
practices of many TNC buyers remain independent
of one another. As a consequence, suppliers
receive messages that are sometimes at odds (i.e.
CSR demands vs. price, quality and delivery-time
demands). In the absence of greater coordination
among companies to harmonize CSR codes and
simplify evaluation processes, and within companies
to align CSR with other more conventional business
demands, SMEs face the burden of a large number
of audits and the challenge of meeting sometimes
contradictory policies on CSR and purchasing.

Almost all companies expect their suppliers to
implement “corrective action plans” to address
deficiencies identified during audits, yet these
plans are often inadequate for creating long-lasting
change in a supplier’s operation. Some companies
have begun to create supplier development
programmes with a CSR focus. However, most
only offer such programmes to their key suppliers,
which are often large companies in their own right,
leaving SMEs without direct support.

To fill the gap left by the private sector, various
civil society and governmental stakeholders have
engaged in supplier development programmes
for SMEs. However, such programmes are still
limited in number and scope. Where they exist,

they are mostly initiated, funded and implemented
by development agencies, intergovernmental
organizations or civil society, with very limited
involvement of local governments. The main
challenges with externally funded programmes are
scalability (i.e. how to apply them to a broader group
of companies) and sustainability (i.e. how to ensure
the programmes can continue over the long term).
To address these challenges, some stakeholders
are calling for government action in CSR capacity-
building. Most national governments, however,
have not yet mainstreamed CSR into their SME and
supplier development programmes.

To ensure continued growth and international
competitiveness, SME suppliers in developing
countries need support to cope with the challenges
presented by CSR codes. Ways and means of
providing such support include the following four:

e National governments and international orga-
nizations should mainstream CSR issues into
national enterprise development programmes.
CSR has become a commonplace demand
in most industries, yet SMEs in developing
countries are rarely provided the tools they
need to address this challenge. Policymakers
should therefore consider promoting training on
environmental management, human resource
management, and occupational safety and health.

National governments and international organiza-
tions should do more to assist enterprises with
operational guidance for international standards.
Because most private codes of conduct refer to
international standards, it is necessary to provide
more practical guidance on how to implement
these standards on the factory floor.

TNCs should be encouraged to harmonize their
CSR codes at the industry level and to streamline
application procedures. Suppliers today can be
subject to multiple audits or factory inspections
per year. Most of these inspections are largely
redundant, with different buyers asking the same
questions. Initiatives such as the Supplier Ethical
Data Exchange®® can help rationalize supplier
inspections, promote sharing of information
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among buyers, harmonize reporting practices
and generally reduce unnecessary burdens on
suppliers. Policymakers should encourage and
support such initiatives.

TNCs should be encouraged to integrate CSR
policies into purchasing policies, with the aim of
ensuring that suppliers are effectively motivated
and supported to meet all the demands being
placed on them. There is a need for greater policy
coherence within TNCs. For example, purchasing
policies on price and delivery time, on the one
hand, and CSR policies on pay and excessive
overtime hours, on the other, need to have some
degree of alignment to avoid mutual exclusivity.
Private CSR policies that are not fully aligned with
private purchasing policies send mixed signals
and can create situations in which compliance
becomes impossible.

Consumer and civil society concerns are
driving CSR, raising the bar for market entry for
developing-country  suppliers. Meeting these
demands will require an upgrade of management
skills. Governments can assist through capacity
development programmes and by strengthening
national institutions that promote compliance with
labour and environmental laws. Countries that equip
their SMEs with the capacity to meet CSR codes
will create new opportunities for their enterprises in
global supply chains.

All in all, investment policies — at both the national
and the international level — are developing in a
constantly changing economic environment with
evolving political goals. Whereas in the past the
focus was very much on investment liberalization
and quantitative  growth, policy concerns
are nowadays more about how to make FDI
instrumental for qualitative and inclusive growth,
how to find the “right” balance between investment
liberalization and regulation for the public good,
and how to harness CSR in this context. This
raises considerable challenges in terms of how
best to calibrate FDI, how to promote responsible
investment and how to improve the international
investment regime. Chapter IV is devoted to these
issues.
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See FAO (2011) Land Grabbing: Case studlies in 17 countries
of Latin American and the Caribbean, p. 27. Available at: www.
rlc.fao.org/es/prensa/noticias/estudio-de-la-fao-halla-intensos-
procesos-de-concentracion-y-extranjerizacion-de-tierras-en-
america-latina-y-el-caribe (accessed 11 April 2012).

See Loi No. 11/022 du 24 Décembre 2011 Portant Principes
Fondamentaux Relatifs a Lagriculture. Available at: www.
digitalcongo.net/UserFiles/file/PDF _files/2012/loi_principes_
fondam.pdf (accessed 18 April 2012).

Previously, foreign investment in the pharmaceutical sector of up
to 100 per cent was permitted under the automatic route of the
FDI Scheme.

Ministerio de Minas y Energia, Resolucién 18.0241, “Por la cual
se declaran y delimitan unas areas estratégicas mineras y se
adoptan otras determinaciones”, 24 February 2012.

Ministry of Finance and Economic Planning, “Ghana Budget 2012
— corporate tax rate of mining companies”. 16 November 2011.
Available at: www.ghana.gov.gh/documents/2012budgethi.pdf.

“Gobierno y mineras suscriben acuerdo voluntario de regalias”,
Diario de Centroamérica, 27 January 2012,

Decree 105, Official Gazette No. 32561, 8 July 2011.

See laws No. 29788, 29789 and 29790, Official Gazette,
28 September 2011.

Decree 8163, Official Gazette No. 6022, 18 April 2011.

“Zambia Budget Highlights 2012”. Available at: www.zra.org.zm/
BudgetHighlights_2012.pdf.

Commissioner General, 2012 Budget Overview of Tax
Changes, 11 November 2011. Available at: www.zra.org.zm/
BudgtHighlights_2012.pdf.

Ley Reformatoria a la Ley de Hidrocarburos y a la Ley de Régimen
Tributario Interno, 24 June 2010.

See WIR11, p. 98.

See Official Gazette, “Government orders repatriation of assets
owned by insurance companies abroad”, 27 October 2011.
Only under exceptional circumstances could certain types of
investments be authorized to remain abroad, and in any case they
could not exceed 50 per cent of the assets of any individual firm.

Address delivered by Shri. Harun R. Khan, Deputy Governor,
Reserve Bank of India at the Bombay Chamber of Commerce &
Industry, Mumbai, 2 March 2012.

President of the United States, Executive Order 13577 of 15
June 2011 “On the Establishment of the SelectUSA Initiative”.
Available at: www.gpo.gov/fdsys/pkg/FR-2011-06-20/pdf/2011-
15443.pdf.

See OECD-UNCTAD Report on G-20 Trade and Investment
Measures (6" Report, October 2011, and 7" Report, May 2012).
Available at: http://unctad.org/en/Pages/DIAE/G-20/UNCTAD-
OECD-reports.aspx (accessed 13 June 2012).

For regular reporting on IIA developments, see UNCTAD’s IPMs
at www.unctad.org/ipm.

See also chapters Ill in WIR10 and WIR71.

It is notable, though, that 2011 saw the conclusion of 57 double
taxation treaties (on income or income and capital), bringing the
total number to 3,091.

For example, over 100 lawyers from future signatories to the
TPP Agreement voiced their concern with the prospect of
including investor-State arbitration in the agreement and signed
an open letter that calls for “rejecting the Investor-State dispute
mechanism and reasserting the integrity of our domestic legal
processes”. See http://tpplegal.wordpress.com/open-letter.

More specifically, it includes a novel provision which may be
interpreted as giving investors a direct right of action for damages
against host States that fail to enforce their Intellectual property
rights laws.

Article 25 of the trilateral investment agreement between China,
Japan and the Republic of Korea.
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China—Japan BIT (1988); China—Republic of Korea BIT (1992)
replaced by a new agreement in 2007; and Japan-Republic of
Korea BIT (2002).

In 2005-2010, the EU countries on average accounted for
approximately 47 per cent of the annual global FDI outflows. See
also WIR11, p. 187.

See COM(2010)343, 7 July 2010.

Conclusions on a comprehensive European international
investment policy (3041st Foreign Affairs Council meeting,
25 October 2010).

The Czech Republic has signed the highest number of agreements
(10), followed by Romania (5) and Portugal (4). Estonia, Germany,
Malta and the Slovakia have signed 3 BITs each. The most
frequent treaty partner for post-Lisbon BITs has been India (4
treaties), which is surprising given that the EU is negotiating an
FTA with India that will have an investment chapter. Twenty out of
the 45 signed BITs are the renegotiated ones.

Member States of ASEAN are Brunei Darussalam, Cambodia,
Indonesia, the Lao People’s Democratic Republic, Malaysia,
Myanmar, the Philippines, Singapore, Thailand and Viet Nam.
ASEAN member States also continue concluding BITs and other
IIAs individually. For example, in 2011-2012, Viet Nam concluded
a BIT with Oman, and Malaysia concluded FTAs with India and
with Australia.

Each ASEAN country, except for Brunei Darussalam, has a BIT
with China.

Mexico—Costa Rica FTA (1994), Mexico-Nicaragua FTA (1997)
and Mexico-El Salvador-Guatemala—Honduras FTA (2000).

Over the past years, at least 89 governments have responded to
one or more investment treaty arbitrations. The largest number
of claims were filed against Argentina (51 cases), Venezuela
(25), Ecuador (23), Mexico (19), and the Czech Republic (18).
The number of concluded cases had reached 220 by the end
of 2011. Of these, approximately 40 per cent were decided in
favour of the State and approximately 30 per cent in favour of the
investor. Approximately 30 per cent were settled.

For more statistical data and substantive analysis of the
2011 developments in ISDS, see UNCTAD (2012a), “Latest
Developments in Investor—State Dispute Settlement”, lIA Issues
Note, No. 1.

See box Ill.4 for details.

Philip Morris Asia Limited v. Australia, UNCITRAL, Notice of
Claim, 22 June 2011.

Vattenfall AB and others v. Federal Republic of Germany (ICSID
Case No. ARB/12/12).

See also UNCTAD (2011f). “Sovereign Debt Restructuring and
International Investment Agreements”, /lA Issues Note, No. 2.

See Australian Government, Gillard Government Trade Policy
Statement: “Trading our way to more jobs and prosperity”, April
2011. Available at: http://www.dfat.gov.au/publications/trade/
trading-our-way-to-more-jobs-and-prosperity.pdf.

Venezuela's announcement of 24 January 2012 is available at:
www.mre.gov.ve/index.php?option=com_content&view=artic
le&id=18939:mppred&catid=3:comunicados&ltemid=108. See
also UNCTAD (2010) “Denunciation of the ICSID Convention
and BITs: Impact on Investor-State Claims”, llA Issues Note,
No. 2.

The termination of the treaty took effect on 10 June 2012;
pursuant to the treaty terms, it will continue to apply for another
10 years to investments established by the time of termination.
United States, Federal Register, “Notice of Termination of United
States—Bolivia Bilateral Investment Treaty”, 23 May 2012.

United States, Presidential Proclamation, “To Modify Duty-free
Treatment Under the Generalized System of Preferences and for
Other Purposes”, Federal Register, 26 March 2012.

The provision in question, enshrined in Article 1I(7) of the BIT,
prescribes that Governments provide foreign investors with
“effective means” for asserting claims and enforcing rights.
Arbitrators in Chevron v. Ecuador held that Article 1I(7) prohibited

43

44

45

46

47

48

49

50

51

52

83

54

56

56

57

58

59

60

6

62

63

“undue” delay in local court systems and that the threshold for
finding a violation of this obligation was lower than for denial of
justice under international law. See Chevron Corporation (USA)
and Texaco Petroleum Company (USA) v. The Republic of
Ecuador, UNCITRAL, PCA Case No. 34877, Partial Award on the
Merits, 30 March 2010.

In 2011, at least seven arbitrators were challenged by one of the
disputing parties.

www.state.gov/documents/organization/188371.pdf.

http://trade.ec.europa.eu/doclib/docs/2012/april/
tradoc_149331.pdf.

The principles, adopted by the UN Human Rights Council
in 2011, are aimed at the implementation of the “Protect,
Respect and Remedy” Framework presented by UN Special
Representative John Ruggie in 2008. The UN Guiding Principles
(UN Doc A/HRC/17/31) and the “Protect, Respect and Remedy”
Framework (UN Doc A/HRC/8/5) are available at: www.ohchr.
org/EN/Issues/Business/Pages/Reports.aspx. See also UN
Human Rights Council resolution (UN Doc A/HRC/RES/17/4).
Available at: http:ap.ohchr.org/documents/dpage_e.aspx?si=A/
HRC/RES/17/4.

Principle 9 recommends that, when concluding investment
treaties, “States should maintain adequate domestic policy
space to meet their human rights obligations”.

The Guidelines establish a comprehensive code of responsible
business conduct adhered to by 42 Governments and apply to
companies operating in or from the relevant countries. Available
at: www.oecd.org/dataoecd/43/29/48004323.pdf.

This is set out in a new chapter in line with the UN Guiding
Principles on Business and Human Rights.

Available at:  www.iccwbo.org/Advocacy-Codes-and-Rules/
Document-centre/2012/2012-ICC-Guidelines-for-International-
Investment.

The “Doha Mandate” (TD/L.427) was adopted at the UNCTAD XIlI
Conference, held in Doha, Qatar. Accompanying the Mandate,
UNCTAD member States also adopted the “Doha Manar”, a
political declaration in which member States commend UNCTAD
as the focal point of the United Nations system for the integrated
treatment of trade and development and interrelated issues in
finance, technology, investment and sustainable development
and reiterate their commitment to the organization.

G-20 Leaders Declaration, G2012 Los Cabos, www.
g20.org/images/stories/docs/g20/conclu/G20_Leaders_
Declaration_2012.pdf.

For more information, see UNCTAD website and UNCTAD
(2011e).

See UNCTAD website and UNCTAD (2011d).
Ibid.

Available at: www.uncsd2012.org/content/documents/727The
%20Future%20We%20Want%2019%20June%201230pm.pdf.

See Rio+20 Conference website, available at: www.uncsd2012.
org/rio20/about.html (accessed 30 June 2012).

Stock exchange leaders committed to the following pledge:
“We voluntarily commit, through dialogue with investors,
companies and regulators, to promoting long-term sustainable
investment and improved environmental, social and corporate
governance disclosure, and performance among companies
listed on our exchange.” See also www.unctad.org/diae and
www.SSEinitiative.org.

For a deeper analysis of this subject, see UNCTAD (2012)
“Corporate Social Responsibility in Global Value Chains:
evaluation and monitoring challenges for small and medium-
sized suppliers in developing countries”.

UNCTAD (2011g).

UNCTAD (2011¢)

UNCTAD (2012b).

SEDEX is a not-for-profit organization whose membership com-
prises private companies that use SEDEX’s information sharing
platform. See www.sedexglobal.com (accessed 10 June 2012).




INVESTMENT

POLICY FRAMEWORK
FOR SUSTAINABLE
DEVELOPMENT

CHAPTER IV




A dynamic phase in the

the sustainahble develop-
ment dimension of national
and international invest-

98 World Investment Report 2012: Towards a New Generation of Investment Policies

A. INTRODUCTION

The policy environment for

investment policy environ- cross-border investment
ment provides a window of 1S Subject to  constant
opportunity to strengthen  Change. At the national

level, governments continue
to adopt investment policy
measures (at a rate of
about 150 annually over
the past decade according
to UNCTAD’s monitoring of such measures, see
chapter lll), not to speak of countless measures
taken every year that influence the overall business
environment for investors. At the international level,
new investment agreements have been concluded
at a rate of more than one per week for the past
few years. At the level of “soft law”, the universe of
codes and standards that govern the behaviour of
corporate investors also continues to expand.

ment policies.

Over the last two decades, as more and more
governments have come to realize the crucial
role of private investment, including foreign direct
investment (FDI), in fuelling economic growth and
development, great strides have been made to
improve both national and international investment
policies. Very significant efforts have been made by
governments in developing countries in particular,
often aided by the international development
community through policy frameworks, model
treaties and technical assistance (such as
UNCTAD’s Investment Policy Reviews). A lot of
experience has been gained and documented that
now helps policymakers identify what measures
work well, or less well, under what circumstances
and in what context.

Despite the progress made, and despite the
lessons learned, important questions remain
unanswered for policymakers. Some perceived or
acknowledged shortcomings in investment policy
regimes are addressed only partially, or not at all,
by existing models and frameworks intended to
support policymakers.

This year's WIR takes a fresh look at investment
policymaking — focusing on direct private
investment in productive assets (i.e. excluding
other capital flows which should be addressed

by the financial system and policies) — by taking
a systemic approach that examines the universe
of national and international policies through the
lens of today’s key investment policy challenges. It
also aims explicitly to strengthen the development
dimension of investment policies, and presents a
comprehensive Investment Policy Framework for
Sustainable Development (IPFSD).

Encouragement to pick up this gauntlet comes
from discussions with senior policymakers in
numerous forums, including at UNCTAD’s biennial
World Investment Forum; at its Commission on
Investment, Enterprise and Development; and at its
regular intergovernmental expert group meetings
on investment and enterprise. It also stems from
discussions with academics and business advisors
in UNCTAD’s round tables on investment policy,
and from UNCTAD's technical assistance work with
developing countries. Further encouragement has
emerged from otherimportant policy platforms, most
notably the G-20, which in its Seoul Declaration in
2010 and the accompanying Multi-Year Action Plan
for Development specifically refer to the need to
strengthen the sustainable development dimension
of national and international investment policies.

The IPFSD also comes at a time when many
other investment stakeholders are putting
forward suggestions for the future of investment
policymaking. At UNCTAD’s 2012 World Investment
Forum, the International Chamber of Commerce
(ICC) launched its contribution in the form of
(revised) Guidelines for International Investment.
The OECD has announced its intention to start
work on an update of its policy framework for
investment. The recently adopted European Union-
United States Statement on Shared Principles for
International Investment and the release of the new
United States’ model BIT are also testimony of
policy dynamism. These developments appear to
signal a window of opportunity to strengthen the
sustainable development dimension of investment
policies.

The remainder of this chapter first details the drivers
of change in the investment policy environment —
introducing a “new generation” ofinvestment policies
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—and the challenges that need to be addressed in a
comprehensive IPFSD (section B). It then proposes
a set of Core Principles for investment policymaking,
which serve as “design criteria” for national and
international investment policies (section C). Section
D presents a framework for national investment
policy. Section E focuses on IIAs and translates the

Core Principles into options for the formulation and
negotiation of such instruments, with a particular
focus on development-friendly options. The final
section looks at the way forward, suggesting how
policymakers and the international development
community could make use of the IPFSD, and how
it could be further improved.

B. A “NEW GENERATION” OF INVESTMENT POLICIES

1. The changing investment policy
environment

Trends in investment policy naturally mirror these
developments.

There have been fundamental changes in the

Investment policy is not
made in a vacuum. It is
made in a political and
economic context that,
at the global and regional
levels, has been buffeted
in recent years by a series

Changes in the global inves-
tor landscape, a stronger
role for governments in the
economy, and a greater need
for global coordination are
giving rise to a new genera-
tion of investment policies.

investment and investor landscape.

Developing countries and economies in transition
are now primary FDI destinations, and their
importance as FDI recipients continues to increase.
In 2010, for the first time, developing countries
received more than half of global FDI flows —in part

of crises in the areas of
finance, food security and the environment, and
that faces persistent global imbalances and social
challenges, especially with regard to poverty
alleviation. These crises and challenges are having
profound effects on the way policy is shaped at the
global level. First, the economic and financial crisis
has accentuated a longer-term shift in economic
weight from developed countries to emerging
markets. Global challenges such as food security
and climate change, where developing country
engagement is an indispensable prerequisite for
any viable solution, have further added to a greater
role for those countries in global policymaking.
Second, the financial crisis in particular has boosted
the role of governments in the economy, in both
the developed and the developing world. Third,
the nature of the challenges, which no country can
address in isolation, makes better international
coordination imperative. And fourth, the global
political and economic context and the challenges
that need to be addressed — with social and
environmental concerns taking center stage — are
leading policymakers to reflect on an emerging new
development paradigm that places inclusive and
sustainable development goals on the same footing
as economic growth and development goals.

as a result of the fall in investment in developed
countries. This increases the opportunities, but
also multiplies the stakes, for strategic investment
targeting, promotion and protection policies in
developing countries.

Emerging economies have not only become
important recipients of FDI, they are increasingly
large investors themselves, with their share in
world outflows approaching 30 per cent. Although
these countries might previously have been more
concerned with the pressure they faced to provide
protection for investments made by others, they
now also consider the security and treatment of
their own investors’ interests abroad.

There are also new types of investors on the scene.
State-owned enterprises (SOEs) are becoming
important FDI players; UNCTAD counted some
650 multinational SOEs in 2010, operating about
8,500 foreign affiliates (WIR77). Although SOEs
account for only 1 per cent of the total number of
multinational enterprises, their overseas investments
amount to roughly 11 per cent of global FDI flows.
Sovereign wealth funds (SWFs), similarly, are
gaining importance as FDI players. Their total FDI
stock amounted to some $110 billion in 2011, and
their overseas investments make up less than 1 per
cent of global FDI flows. But with total assets under
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management of $4-5 trillion, the scope for further
direct investment in productive assets is significant.

Clearly the patterns and types of investment of
these new players (in terms of home and host
countries and in terms of investors) are different,
and so are their policy priorities. Furthermore,
it is necessary to be vigilant concerning waning
support for open investment climates in developed
market economies in the face of competition from
increasingly active developing-country investors.

Governments are playing a greater role in the
economy and are giving more direction to
investment policy.

Governments have become decidedly less reticent
in regulating and steering the economy. More
and more governments are moving away from
the hands-off approach to economic growth and
development that prevailed previously.” Industrial
policies and industrial development strategies are
proliferating in developing and developed countries
alike (WIR77). These strategies often contain
elements of targeted investment promotion or
restriction, increasing the importance of integrated
and coherent development and investment policies.

Governments are also becoming more active in their
efforts to integrate domestic companies into global
value chains (GVCs). They promote such integration
through local capacity-building, technological
upgrading and investment promotion activities, such
as matchmaking or the establishment of special
economic zones. Expectations of governments’
promotion efforts have become higher as they
increasingly focus on the quality — and not only on
the quantity — of investment.

Fears and, to some extent, evidence of a job-less
(or job-poor) recovery in many regions are also
adding pressure on governments to look for “the
right types” of investment, and to adopt measures
to maximize the job-creation impact of investment.
In developed countries, such fears have at times
sparked debate on whether and how to discourage
domestic companies from investing abroad or to
promote the repatriation of foreign investment back
home. In developing countries, the same fears
are fuelling the debate on whether investment is
bringing enough jobs for the poor and is sufficiently
inclusive.

A stronger role of the State also manifests itself
with regard to other sustainability issues. New
social and environmental regulations are being
introduced or existing rules reinforced — all of
which has implications for investment. In addition
to regulatory activities, governments are increasing
efforts to promote actively the move towards
sustainable development, for example through the
encouragement of low-carbon FDI. They are also
placing more emphasis on corporate responsibility
by promoting the adoption of private codes of
corporate conduct.

The trend for policymakers to intervene more in the
economy and, to an extent, to steer investment
activity, is visible in the constantly increasing
share of regulatory and restrictive policies in total
investment policy measures over the last five years.
This trend reflects, in part, a renewed realism about
the economic and social costs of unregulated
market forces but it also gives rise to concerns
that an accumulation of regulatory activities may
gradually increase the risk of over-regulation or
investment protectionism that hinders inward and
outward FDI (see box IV.1).

There is a greater need for global coordination on
investment policy.

The need to address common sustainable
development challenges and to respond effectively
to global economic and financial turmoil to avoid
future crises has instigated calls for new models
of global economic governance. In the area of
investment, there are compelling reasons for such
improved international coordination. It could help
keep protectionist tendencies and discriminatory
treatment of foreign investors in check. Further, in a
world in which governments increasingly “compete”
for their preferred types of investment it could help
avoid a “race to the bottom” in regulatory standards
or a “race to the top” in incentives.

A number of specific investment issues accentuate
the need for better global coordination on
investment policy as, by their nature, they can be
addressed effectively only in a cooperative manner.
For one, better international coordination would help
overcome coherence problems posed by the highly
atomized system of IIAs, which consists of more
than 3,100 core treaties (i.e. bilateral investment
treaties (BITs) and other agreements with investment
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Box IV.1. Defining investment protectionism

Despite the fact that international policy forums at the highest level (e.g. the G-20?) frequently make reference to
“investment protectionism”, there is no universally agreed definition of the term. Different schools of thought take
different approaches.

Broadly, protectionist measures related to investment would include: (1) measures directed at foreign investors that
explicitly or “de facto” discriminate against them (i.e. treating them differently from domestic investors) and that are
designed to prevent or discourage them from investing in, or staying in, the country. And (2) measures directed at
domestic companies that require them to repatriate assets or operations to the home country or that discourage
new investments abroad.® In this context, “measures” refer to national regulatory measures, but also include the
application of administrative procedures or, even less tangible, political pressure.

The above reasoning ignores any possible justification of investment protectionism —i.e. measures may be motivated
by legitimate policy concerns such as the protection of national security, public health or environmental objectives,
or a desire to increase the contribution of FDI to economic development. It also does not refer to any assessment
of proportionality of measures relative to such legitimate policy concerns. Nor does it attempt to assess the legality
of relevant measures under any applicable international normative framework (whether investment-specific, i.e.
international investment agreements; trade-related, e.g. WTO rules; or otherwise). Disregarding these considerations
is analogous to the situation in trade, where a tariff may be applied to imports for legitimate policy reasons and may
be legal under WTO rules, but is often still considered a protectionist measure.

From a development perspective this approach is clearly unsatisfactory: measures taken for legitimate public
policy objectives, relevant and proportional to those objectives and taken in compliance with relevant international
instruments, should not be considered protectionist. The challenge lies in defining the boundaries of legitimacy,
relevance and proportionality, in order to distinguish between measures taken in good faith for the public good and
measures with underlying discriminatory objectives.

For many policymakers the term “protectionism” has a negative connotation. The lack of a common language
among policymakers and the investment community — one country’s protectionism is another country’s industrial
policy — is not helpful to efforts to maintain an international investment policy environment that aims to balance
openness and pursuit of the public good while minimizing potentially harmful distortionary effects on investment
flows.

Source: UNCTAD.

provisions). Another issue on which policymakers
are increasingly engaged in international dialogue is
international tax cooperation. Unsustainable levels
of public deficits and sovereign debt have made
governments far more sensitive to tax avoidance,
manipulative transfer pricing, tax havens and similar
options available to multinational firms to unduly
reduce their tax obligations in host and home
countries.

Other, non-financial, global challenges also require
better coordination on investment, as witnessed by
efforts to promote green investment in support of
environmentally friendly growth, and international
collaboration on investment in agriculture to help
improve food security (WIR09, WIR10).

A new generation of investment policies is
emerging.

As a result of the developments described above, a
new generation of investment policies is emerging,

with governments pursuing a broader and more
intricate  development policy agenda within a
framework that seeks to maintain a generally
favourable investment climate. This new generation
of investment policies has been in the making
for some time, and is reflected in the dichotomy
in policy directions over the last few years — with
simultaneous moves to further liberalize investment
regimes and promote foreign investment, on
the one hand, and to regulate investment in
pursuit of public policy objectives on the other. It
reflects the recognition that liberalization, if it is to
generate sustainable development outcomes, has
to be accompanied - if not preceded — by the
establishment of proper regulatory and institutional
frameworks. The key policy challenge is to strike
the right balance between regulation and openness
(Epilogue WIR10).
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“New generation” investment policies place
inclusive growth and sustainable development
at the heart of efforts to attract and benefit
from investment.  Sustainable  development
issues — including environmental, social and
poverty alleviation concerns — as well as investor
responsibility in these areas, are not “new” in and
by themselves. However, to date, the myriad of
solutions and options developed over the years to
address sustainable development concerns have
not been part and parcel of mainstream investment
policymaking, and the international consensus
on sustainable development is not reflected in
it. “New generation” investment policies aim to
systematically integrate sustainable development
and operationalize it in concrete measures and
mechanisms at the national and international levels,
and at the level of policymaking and implementation.

Broadly, “new generation” investment policies are
characterized by (i) a recognition of the role of
investment as a primary driver of economic growth
and development and the consequent realization
that investment policies are a central part of
development strategies; and (i) a desire to pursue
sustainable development through responsible
investment, placing social and environmental goals
on the same footing as economic growth and
development objectives. Furthermore, (i) a shared
recognition of the need to promote responsible
investment as a cornerstone of economic growth
and job creation is giving renewed impetus to

efforts to resolve, in a comprehensive manner, long-
standing issues and shortcomings of investment
policy that may hamper policy effectiveness and
risk causing uncertainty for investors. These three
broad aspects of “new generation” investment
policies translate into specific investment policy
challenges at the national and international levels.

2. Key investment policy challenges

At the national level,
key investment policy
challenges are (table IV.1):

e o connect the invest-
ment policy framework
to an overall devel-
opment Strategy or
industrial development
policy that works in
the context of national
economies, and to en-

New generation investment
policies aim to integrate
sustainable development
and CSR into mainstream
investment policymaking

at the national and
international levels, and in
design and implementation.
This poses new challenges
for policymakers.

sure coherence with other policy areas, includ-
ing overall private sector or enterprise develop-
ment, and policies in support of technological

advancement,

international

trade and job

creation. “New generation” investment policies
increasingly incorporate targeted objectives to
channel investment to areas key for economic
or industrial development and for the build-up,
maintenance and improvement of productive
capacity and international competitiveness.

Tahle 1U.1. National investment policy challenges

Integrating investment
policy in development

strategy objectives

Incorporating sustainable
development objectives in
investment policy

Ensuring investment
policy relevance and
effectiveness

« Building stronger institutions to implement investment policy
« Measuring the sustainable development impact of investment

« (Channeling investment to areas key for the build-up of productive capacity and
international competitiveness
« Ensuring coherence with the host of policy areas geared towards overall development

« Maximizing positive and minimizing negative impacts of investment
« Fostering responsible investor behaviour
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To ensure that investment supports sustainable
development and inclusiveness objectives.
Investment policymaking will focus increasingly
on qualitative  aspects of investment.
Because the behaviour of firms, including
international investors, with respect to social
and environmental issues is driven in part by
corporate responsibility standards developed
outside the traditional regulatory realm, one
aspect of this challenge is finding the right
balance between regulatory and private sector
initiatives. A focus on sustainable development
objectives also implies that investment policy
puts increasing emphasis on the promotion
of specific types of investment, e.g. “green

investments” and “low-carbon investment”
(WIR10).

To ensure continued investment policy
relevance and effectiveness, by building

stronger institutions to implement investment
policy and to manage investment policy

dynamically, especially by measuring
the sustainable development impact of
policies and responding to changes in

the policy environment.
role that governments are assuming in
steering investment to support sustainable
development objectives, and with the selective
departure from an open and liberal approach
to investment, comes greater responsibility
on the part of policymakers to ensure the

With the greater

effectiveness of their measures, especially
where such measures imply restrictions on
the freedom of economic actors or outlays of
public funds (e.g. in the case of incentives or
the establishment of special economic zones).

Similarly, at the international level, the changing
investment policy environment is giving rise to three
broad challenges (table IV.2):

To strengthen the development dimension of
the international investment policy regime. In
the policy debate this development dimension
principally encompasses two aspects:

— Policymakers in some countries, especially
those seeking to implement industrial
development strategies and targeted
investment measures, have found that IlAs
can unduly constrain national economic
development policymaking.

— Many policymakers have observed that
lIAs are focused almost exclusively on
protecting investors and do not do enough
to promote investment for development.

To adjust the balance between the rights
and obligations of States and investors,
making it more even. llAs currently do not set
out any obligations on the part of investors
in return for the protection rights they are
granted. Negotiators could consider including
obligations for investors to comply with

Tahle IN.2. International investment policy challenges

Strengthening the
development dimension
of lIAs

Balancing rights and
obligations of States and
investors

Managing the systemic
complexity of the 1A
regime

Safeguarding policy space for sustainable development needs
Making investment promotion provisions more concrete and consistent with sustainable
development objectives

Reflecting investor responsibilities in llAs
Learning from and building on corporate social responsibility (CSR) principles

Dealing with gaps, overlaps and inconsistencies in llA coverage and content and resolving
institutional and dispute settlement issues

Ensuring effective interaction and coherence with other public policies (e.g. climate
change, labour) and systems (e.g. trading, financial)
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national laws of the host country. In addition,
and parallel to the debate at the level of
national policies, corporate responsibility
initiatives, standards and guidelines for the
behaviour of international investors increasingly
shape the investment policy landscape. Such
standards could serve as an indirect way to
add the sustainable development dimension to
the international investment policy landscape,
although there are concerns among developing
countries that they may also act as barriers to
investment and trade.

To resolve issues stemming from the increasing
complexity of the international investment
policy regime. The current regime is a system
of thousands of treaties (mostly bilateral
investment treaties, free trade agreements
with investment provisions, and regional
agreements), many ongoing negotiations and
multiple  dispute-settlement  mechanisms,
which nevertheless offers protection to only
two-thirds of global FDI stock, and which
covers only one-fifth of bilateral investment
relationships  (WIR77). Most governments
continue to participate in the process of
adding ever more agreements to the system,
despite the fact that many are not fully satisfied
with its overall design. It has a number of
systemic problems, including gaps, overlaps
and inconsistencies in coverage and content;

ambiguities in treaty interpretation by arbitral
tribunals; onerous arbitration procedures and
unpredictability of arbitration awards. Also,
the “interconnect” between international
investment policies and other policy areas such
as trade, finance, competition or environmental
(e.g. climate change) policies, is absent.

3. Addressing the challenges: UNCTAD’s
Investment Policy Framework for
Sustainable Development

To address the challenges  UNCTAD’s Investment
discussed in the previous Policy Framework for
section, UNCTAD proposes  Sustainahle Develop-
acomprehensive Investment  ment addresses the
Policy  Framework  for  challenges posed by the
Sustainable  Development ey investment policy
(IPFSD), consisting of a agenda.

set of Core Principles for

investment policymaking, guidelines for national
investment policies, and guidance for policymakers
on how to engage in the international investment
policy regime, in the form of options for the design
and use of lIAs (figure IV.1 and box IV.2). These build
on the experience and lessons learned of UNCTAD
and other organizations in designing investment
policies for development. By consolidating good
practices, the IPFSD also attempts to establish a
benchmark for assessing the quality of a country’s

Figure IU1. Structure and components of the IPFSD

Core Principles

“Design criteria” for investment
policies and for the other IPFSD components

National investment
policy guidelines

Concrete guidance for
policymakers on how

to formulate investment
policies and regulations
and on how to ensure their
effectiveness

IIA elements:
policy options

Clause-by-clause

options for negotiators to
strengthen the sustainable
development dimension of
[IAs
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Box IV.2. Scope of the IPFSD

This box addresses a number of key questions relating to the scope, coverage and target audience of the IPFSD:

What policies are covered by the IPFSD?

The IPFSD is meant to provide guidance on investment policies, with a particular focus on FDI. This includes policies
with regard to the establishment, treatment and promotion of investment. In addition, a comprehensive framework
needs to look beyond investment policies per se and include investment-related aspects of other policy areas.

Does the IPFSD deal with national and international investment policies?
Investment policies and related policy areas covered by the IPFSD comprise national and international policies, as
coherence between the two is fundamental.

Does the IPFSD cover domestic and foreign investment?

The IPFSD’s focus on FDI is evident in sections on, for example, the entry and establishment of investment, the
promotion of outward investment and the section on international investment policies. However, many of the
guidelines in the section on national investment policies have relevance for domestic investment as well.

Does the IPFSD consider portfolio investment?
The IPFSD focuses on direct investment in productive assets. Portfolio investment is considered only where explicitly
stated in the context of IlAs, which in many cases extend coverage beyond direct investment.

Is the IPFSD concerned with inward and outward investment?

The IPFSD primarily offers policy advice for countries where the investment — domestic or foreign — is made, as this
is typically the principal concern of investment policies. However, the IPFSD does not ignore the fact that policies
with regard to outward investment may also be part of a country’s development strategy.

Is the IPFSD addressed to policymakers from developing and developed countries?

The addressees of the IPFSD are, in principle, both developing and developed countries. It has been designed
with the particular objective to assist the former in the design of investment policies in support of sustainable
development objectives, but is equally relevant for developed countries.

Does the IPFSD focus on the attraction of investment or on its impact?

The policy guidelines of the IPFSD serve a dual purpose. On the one hand, they intend to assist governments
in improving the attractiveness of their countries as investment locations. To this end, they contain specific
recommendations concerning the institutional set-up, the general business climate and the treatment of investors.
On the other hand, they also provide guidance on how countries can maximize the sustainable development benefits
from investment, in particular foreign investment.

Source: UNCTAD.

policy environment for foreign investment — taking
into account that one single policy framework
cannot address the specific investment policy
challenges of individual countries (see boxes V.4,
V.6 and V.7 on the need for custom-designed
investment policy advice).

Although there are a number of existing international
instruments that provide guidance to investment
policymakers,* UNCTAD's IPFSD distinguishes itself
in several ways. First, itis meant as a comprehensive
instrument dealing with all aspects of national and
international investment policymaking. Second,
it puts a particular emphasis on the relationship

between foreign investment and sustainable
development, advocating a balanced approach
between the pursuit of purely economic growth
objectives by means of investment liberalization
and promotion, on the one hand, and the need
to protect people and the environment, on the
other hand. Third, it underscores the interests of
developing countries in investment policymaking.
Fourth, it is neither a legally binding text nor a
voluntary undertaking between States, but expert
guidance by an international organization, leaving
national policymakers free to “adapt and adopt” as
appropriate.
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C. CORE PRINCIPLES FOR INVESTMENT POLICYMAKING

1. Scope and objectives of the Core

Principles
The Core Principles for The Core Principles for
investment policymaking investment  policymaking

are the “design criteria”
for national and interna-

tional investment policies.

aim to guide the development
of national and international
investment  policies.  To

this end, they translate the
challenges of investment policymaking into a set of
“design criteria” for investment policies. Taking the
challenges discussed in the previous section as the
starting point, they call for integrating investment
policy in overall development strategies, enhancing
sustainable development as part of investment
policies, balancing rights and obligations of States
and investors in the context of investment protection
and promotion, including CSR in investment
policymaking, and encouraging international
cooperation on investment-related challenges.

The Core Principles are not a set of rules per se.
They are an integral part of the IPFSD, as set
out in this chapter, which attempts to convert
them, collectively and individually, into a concrete

set of policy guidelines for national investment
policymakers and for negotiators of llAs (sections
D and E). As such, they do not always follow the
traditional “policy areas” of a national investment
policy framework, nor the usual articles of llAs.

The Core Principles are grouped as follows:

e Principle 1 states the overarching objective of
investment policymaking.

e Principles 2, 3 and 4 relate to the general
process of policy development and the
policymaking environment as relevant for
investment policies.

e Principles 5 through 10 address the specifics
of investment policymaking.

e Principle 11 refers to cooperation in investment-
related matters at the international level.

The design of the Core Principles has been inspired
by various sources of international law and politics.
Some of these instruments have importance for
the entire set of the Core Principles as they relate
— to various degrees — to sustainable development.
Several other international instruments relate to
individual Core Principles (see box IV.3).

Box IV.3. The origins of the Core Principles in international law

The Core Principles can be traced back to a wide range of existing bodies of international law, treaties and
declarations.

The UN Charter (Article 55) promotes, inter alia, the goal of economic and social progress and development. The
UN Millennium Development Goals call for a Global Partnership for Development. In particular, Goal 8 (Target 12)
encourages the further development of an open, rule-based, predictable, non-discriminatory trading and financial
system, which includes a commitment to good governance, development, and poverty reduction, both nationally
and internationally — concepts that apply equally to the investment system. The “Monterrey Consensus” of the UN
Conference on Financing for Development of 2002 acknowledges that countries need to continue their efforts to
achieve a transparent, stable and predictable investment climate, with proper contract enforcement and respect
for property rights, embedded in sound macroeconomic policies and institutions that allow businesses, both
domestic and international, to operate efficiently and profitably and with maximum development impact. The UN
Johannesburg Plan of Implementation of September 2002, following up on the “Rio Declaration”, calls for the
formulation and elaboration of national strategies for sustainable development, which integrate economic, social
and environmental aspects. The 4th UN Conference on LDCs in May 2011 adopted the Istanbul Programme of
Action for the LDCs 2011-2020 with a strong focus on productive capacity-building and structural transformation
as core elements to achieve more robust, balanced, equitable, and inclusive growth and sustainable development.
Finally, the 2012 UNCTAD Xlll Conference — as well as previous UNCTAD Conferences — recognized the role of FDI
in the development process and called on countries to design policies aimed at enhancing the impact of foreign
investment on sustainable development and inclusive growth, while underlining the importance of stable, predictable
and enabling investment climates.
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Box IV.3. The origins of the Core Principles in international law (concluded)

Several other international instruments relate to individual Core Principles. They comprise, in particular, the Universal
Declaration of Human Rights and the UN Guiding Principles on Business and Human Rights, the Convention on
the Establishment of the Multilateral Investment Guarantee Agency, the World Bank Guidelines on the Treatment of
Foreign Direct Investment, the UN Global Compact, the OECD Guidelines for Multinational Enterprises and the ILO
Tripartite Declaration of Principles concerning Multinational Enterprises and Social Policy, and several WTO-related
agreements, including the GATS, the TRIMs Agreement and the Agreement on Government Procurement.

Source: UNCTAD.

2. Core Principles for investment policymaking for sustainable development

Area

Core Principles

1 Investment for
sustainable development

2 Policy coherence

3 Public governance and
institutions

4 Dynamic policymaking
5 Balanced rights and

obligations

6 Right to regulate

7 Openness to investment
8 Investment protection
and treatment
9 Investment promotion
and facilitation
10 Corporate governance

and responsibility

11 International
cooperation

The overarching objective of investment policymaking is to promote investment for
inclusive growth and sustainable development.

Investment policies should be grounded in a country’s overall development strategy. All
policies that impact on investment should be coherent and synergetic at both the national
and international levels.

Investment policies should be developed involving all stakeholders, and embedded in an
institutional framework based on the rule of law that adheres to high standards of public
governance and ensures predictable, efficient and transparent procedures for investors.

Investment policies should be regularly reviewed for effectiveness and relevance and
adapted to changing development dynamics.

Investment policies should be balanced in setting out rights and obligations of States and
investors in the interest of development for all.

Each country has the sovereign right to establish entry and operational conditions for
foreign investment, subject to international commitments, in the interest of the public good
and to minimize potential negative effects.

In line with each country’s development strategy, investment policy should establish open,
stable and predictable entry conditions for investment.

Investment policies should provide adequate protection to established investors. The
treatment of established investors should be non-discriminatory.

Policies for investment promotion and facilitation should be aligned with sustainable
development goals and designed to minimize the risk of harmful competition for
investment.

Investment policies should promote and facilitate the adoption of and compliance with best
international practices of corporate social responsibility and good corporate governance.

The international community should cooperate to address shared investment-for-
development policy challenges, particularly in least developed countries. Collective efforts
should also be made to avoid investment protectionism.
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Principle  1: Investment for  sustainable

development

This overarching principle defines the overall
objective of the Investment Policy Framework for
Sustainable Development. It recognizes the need to
promote investment not only for economic growth
as such, but for growth that benefits all, including
the poorest. It also calls for the mainstreaming of
sustainable development issues — i.e. development
that meets the needs of the present without
compromising the ability of future generations to
meet theirs — in investment policymaking, at both
the national and international levels.

Principle 2: Policy coherence

This principle recognizes that investment is a means
to an end, and that investment policy should thus be
integrated in an overarching development strategy.
[t also acknowledges that success in attracting
and benefiting from investment depends not only
on investment policy “stricto sensu” (i.e. entry
and establishment rules, treatment and protection)
but on a host of investment-related policy areas
ranging from tax to trade to environmental and
labour market policies. It recognizes that these
policy areas interact with each other and that
there is consequently a need for a coherent overall
approach to make them conducive to sustainable
development and to achieve synergies. The same
considerations apply with respect to the interaction
between national investment policies and
international investment rulemaking. Successful
experiences with investment for development often
involved the establishment of special agencies
with a specific mandate to coordinate the work of
different ministries, government units and policy
areas, including the negotiation of lIAs.

Principle 3: Public governance and institutions

The concept of good public governance refers
to the efficiency and effectiveness of government
services, including such aspects as accountability,
predictability,  clarity,  transparency, fairness,
rule of law, and the absence of corruption. This
principle recognizes the importance of good
public governance as a key factor in creating an
environment conducive to attracting investment.
It also stresses the significance of a participatory
approach to policy development as a basic

ingredient of investment policies aimed at
inclusive growth and fairness for all. The element
of transparency is especially important, as
in and by itself it tends to facilitate dialogue
between public and private sector stakeholders,
including companies, organized labour and non-
governmental organizations (NGOs).

Principle 4: Dynamic policymaking

This principle recognizes that national and
international investment policies need flexibility to
adapt to changing circumstances, while recognizing
that a favourable investment climate requires
stability and predictability. For one, different policies
are needed at different development stages. New
factors may emerge on the domestic policy scene,
including government changes, social pressures or
environmental degradation. International dynamics
can have an impact on national investment policies
as well, including through regional integration or
through international competition for the attraction
of specific types of foreign investment. The
increasing role of emerging economies as outward
investors and their corresponding desire better to
protect their companies abroad drives change in
investment policies as well.

The dynamics of investment policies also imply
a need for countries continuously to assess the
effectiveness of existing instruments. If these do not
achieve the desired results in terms of economic
and social development, or do so at too high a
cost, they may need to be revised.

Principle 5: Balanced rights and obligations

Investment policies need to serve two potentially
conflicting purposes. On the one hand, they have
to create attractive conditions for foreign investors.
To this end, investment policies include features of
investment liberalization, protection, promotion and
facilitation. On the other hand, the overall regulatory
framework of the host country has to ensure that
any negative social or environmental effects are
minimized. More regulation may also be warranted
to find appropriate responses to crises (e.g. financial
crisis, food crisis, climate change).

Against this background, this core principle
suggests that the investment climate and policies
of a country should be “balanced” as regards the
overall treatment of foreign investors. Where and
how to strike this balance is basically an issue for
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the domestic law of host countries and therefore
requires adequate local capacities. International
policies vis-a-vis foreign investors likewise play a
role and — if not carefully designed — might tilt the
balance in favour of those investors. The principle
does not mean that each individual investment-
related regulation of a host country would have to
be balanced.

Principle 6: Right to regulate

The right to regulate is an expression of a country’s
sovereignty. Regulation includes both the general
legal and administrative framework of host countries
as well as sector- or industry-specific rules. It also
entails effective implementation of rules, including
the enforcement of rights. Regulation is not only
a State right, but also a necessity. Without an
adequate regulatory framework, a country will not
be attractive for foreign investors, because such
investors seek clarity, stability and predictability of
investment conditions in the host country.

The authority to regulate can, under certain
circumstances, be ceded to an international body
to make rules for groups of states. It can be subject
tointernational obligations that countries undertake;
with regard to the treatment of foreign investors this
often takes place at the bilateral or regional level.
International commitments thus reduce “policy
space”. This principle advocates that countries
maintain sufficient policy space to regulate for the
public good.

Principle 7: Openness to investment

This principle considers a welcoming investment
climate, with transparent and predictable entry
conditions and procedures, a precondition for
attracting foreign investment conducive for
sustainable development. The term “openness” is
not limited to formal openness as expressed in a
country’s investment framework and, possibly, in
entry rights granted in llAs. Equally important is
the absence of informal investment barriers, such
as burdensome, unclear and non-transparent
administrative procedures. At the same time, the
principle recognizes that countries have legitimate
reasons to limit openness to foreign investment, for
instance in the context of their national development
strategies or for national security reasons.

In addition, the issue of “openness” reaches
beyond the establishment of an investment. Trade

openness can be of crucial importance, too;
in particular, when the investment significantly
depends on imports or exports.

Principle 8: Investment protection

This principle acknowledges that investment
protection, although only one among many
determinants of foreign investment, can be an
important policy tool for the attraction of investment.
It therefore closely interacts with the principle on
investment promotion and facilitation (Principle 9).
[t has a national and an international component.
Core elements of protection at the national level
include, inter alia, the rule of law, freedom of
contract and access to courts. Key components
of investment protection frequently found in IlIAs
comprise the principles of non-discrimination
(national treatment and most-favoured-nation
treatment), fair and equitable treatment, protection
in case of expropriation, provisions on movement of
capital and effective dispute settlement.

Principle 9: Investment promotion and facilitation

Most countries have set up promotion schemes
to attract and facilitate foreign investment.
Promotion and facilitation measures often include
the granting of fiscal or financial incentives, and
the establishment of special economic zones or
“one-stop shops”. Many countries have also set
up special investment promotion agencies (IPAs) to
target foreign investors, offer matchmaking services
and provide aftercare.

The principle contains two key components.
First, it stipulates that in their efforts to improve
the investment climate, countries should not
compromise sustainable development goals, for
instance by lowering regulatory standards on social
or environmental issues, or by offering incentives
that annul a large part of the economic benefit of
the investment for the host country. Second, the
principle acknowledges that, as more and more
countries seek to boost investment and target
specific types of investment, the risk of harmful
competition for investment increases; i.e. a race
to the regulatory bottom or a race to the top of
incentives (with negative social and environmental
consequences or escalating commitments of public
funds). Investment policies should be designed to
minimize this risk. This underlines the importance of
international coordination (see Principle 11 below).




World Investment Report

Towards a New Generation of Investment Policies

Principle  10: Corporate governance and
responsibility
This  principle  recognizes  that  corporate

governance and CSR standards are increasingly
shaping investment policy at the national and
international levels. This development is reflected
in the proliferation of standards, including several
intergovernmental organization standards of the
United Nations, the ILO, the IFC and the OECD,
providing guidance on fundamental CSR issues;®
dozens of multi-stakeholder initiatives; hundreds
of industry association codes; and thousands of
individual company codes (WIR77). Most recently,
the UN Human Rights Council adopted a resolution
endorsing the Report of the Special Representative
of the Secretary-General on the issue of human
rights and transnational corporations and other
business enterprises.

CSR standards are voluntary in nature and so exist
as a unique dimension of “soft law”. The principle
calls on governments to actively promote CSR
standards and to monitor compliance with them.
Promotion also includes the option to adopt existing
CSR standards as part of regulatory initiatives,
turning voluntary standards into mandatory
requirements.

Principle 11: International cooperation

This principle considers that investment policies
touch upon a number of issues that would benefit
from more international cooperation. The principle
also advocates that particular efforts should be
made to encourage foreign investment in LDCs.

Home countries can support outward investment
conducive to sustainable development. For a
long time, developed countries have provided
investment guarantees against certain political risks
in host countries or offered loans to companies
investing abroad. The Multilateral Investment
Guarantee Agency (MIGA) provides investment
insurance at the international level. The principle
builds upon examples of countries that have started
to condition the granting of investment guarantees
on an assessment of social and environmental
impacts.

The importance of international cooperation also
grows as more and more countries make use of
targeted investment promotion policies. Better
international coordination is called for to avoid a

global race to the bottom in regulatory standards,
or a race to the top in incentives, and to avoid a
return of protectionist tendencies.

More international coordination, in particular at the
regional level, can also help to create synergies
SO as to realize investment projects that would be
too complex and expensive for one country alone.
Another policy area that would benefit from more
international cooperation is investment in sensitive
sectors. For example, recent concerns about
possible land grabs and the crowding out of local
farmers by foreign investors have resulted in the
development by the FAO, UNCTAD, the World Bank
and IFAD of Principles for Responsible Investment
in Agriculture (PRAI).

Some Core Principles relate to a specific investment
policy area (e.g. openness to investment, investment
protection and promotion, corporate governance
and social responsibility) and can therefore relatively
easily be traced to specific guidelines and options in
the national and international parts of the framework.
Other Core Principles (e.g. on public governance
and institutions, balanced rights and obligations,
the right to regulate) are important for investment
policymaking as a whole. As a consequence, they
are reflected in guidelines dispersed across the
entire range of relevant policy issues covered by
the framework.

The Core Principles interact with each other. The
individual principles and corresponding guidelines
therefore must not be applied and interpreted
in isolation. In particular, Principle 1 — as the
overarching rule within the policy framework — has
relevance for all subsequent principles. Integrating
investment policies into sustainable development
strategies requires a coherent policy framework.
Good public governance is needed in its design
and implementation. Sustainable development is an
ongoing challenge, which underlines the importance
of policymaking dynamics. And an IPFSD needs
to comprise elements of investment regulation
and corporate governance, on the one hand,
and openness, protection and promotion, on the
other hand, thereby contributing to an investment
climate with balanced rights and obligations for
investors.
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D. NATIONAL INVESTMENT POLICY GUIDELINES

This section translates the Core Principles for
investment policymaking into concrete guidelines
at the national level, with a view to addressing
the policy challenges discussed in section B. To
address these policy challenges — ensuring that
investment policy is coherent with other policy
areas supporting a country’s overall development
strategy; enhancing the sustainable development
impact of investment and promoting responsible
investment; and improving policy effectiveness,
while maintaining an attractive investment climate —
this section, including the detailed policy guidelines
it contains, argues for policy action at three levels:

1. At the strategic level, policymakers should
ground investment policy in a broad road
map for economic growth and sustainable
development — such as those set out in
formal economic or industrial development
strategies in many countries.

2. At the normative level, through the setting of
rules and regulations, on investment and in
a range of other policy areas, policymakers
can promote and regulate investment that
is geared towards sustainable development
goals.

3. At the administrative level, through
appropriate implementation and institutional
mechanisms, policymakers can ensure
continued relevance and effectiveness of
investment policies.

The following sections will look at each of these
levels in turn.

1. Grounding investment policy in
development strategy

stage of development, their domestic endowments
and individual preferences, and depending on
the degree to which the political and economic
system allows or requires the participation of the
State in economic planning. Because investment
is a key driver of economic growth, a prerequisite
for the build-up of productive capacity and an
enabler of industrial development and upgrading,
investment policy must be an integrated part of
such development strategies (see box V.4).

Defining the role of public, private, domestic and
foreign direct investment

Mobilizing investment for sustainable development
remains a major challenge for developing countries,
particularly for LDCs. Given the often huge
development financing gaps in these countries,
foreign investment can provide a necessary
complement to domestic investment, and it can
be particularly beneficial when it interacts in a
synergetic way with domestic public and private
investment. Agriculture, infrastructure and climate
change-related investments, among others,
hold significant potential for mutually beneficial
interaction between foreign and domestic, and
public and private investment. For example,
public-private partnerships (PPPs) have become
important avenues for infrastructure development
in developing countries, although experience has
shown that high-quality regulatory and institutional
settings are critical to ensure the development
benefits of such infrastructure PPPs (WIR0S).

Given the specific development contributions that
can be expected from investment — private and
public, domestic and foreign — policymakers should
consider carefully what role each type can play in the

context of their development strategies. In particular
the opportunities and needs for foreign investment
— intended as direct investment in productive
assets (i.e. excluding portfolio investment) — differ
from country to country, as does the willingness to
open sectors and industries to foreign investors.
Examples include the improvement of infrastructure,
investment in skills and education, investments to
secure food supply, or investments in other specific

Development strategy
should define a clear role
for private and foreign
investment in building
productive capacity

and ensure coherence
across all policy areas
geared towards overall
development ohjectives.

Many countries have
elaborated explicit develop-
ment strategies that set out
an action plan to achieve
economic and social
objectives and to strengthen
international competitiveness.
These strategies will vary by
country, depending on their
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Box IV.4. Integrating investment policy in development Strategy:

UNCTAD’s Investment Policy Reviews

UNCTAD’s Investment Policy Review (IPR) program was launched in 1999 in response to growing demand from
member States for advice on FDI policy. The IPRs aim to provide an independent and objective evaluation of the
policy, regulatory and institutional environment for FDI and to propose customized recommendations to governments
to attract and benefit from increased flows of FDI. To date IPRs have been undertaken for 34 countries, including 17
developing countries, 4 transition economies and 13 LDCs, of which 5 in post-conflict situations (box table IV.4.1).

Box table IV.4.1. Beneficiaries of the UNCTAD IPR program, 1999-2011

Categories Countries

Developing countries Algeria, Botswana, Colombia, Dominican Republic, Ecuador, Egypt, El Salvador, Ghana,
Guatemala, Kenya, Mauritius, Morocco, Mongolia, Nigeria, Peru, Sri Lanka, Viet Nam

Transition economies Belarus, the former Yugoslav Republic of Macedonia, Republic of Moldova, Uzbekistan

Least developed Benin, Burkina Faso, Burundi, Ethiopia, Lesotho, Mauritania, Mozambique, Nepal, Rwanda,
countries Sierra Leone, United Republic of Tanzania, Uganda, Zambia

UNCTAD coordinates its IPR activities with the work of other development partners (including other UN agencies
such as the UNDP and UNIDO, the OECD, the World Bank, national and regional development banks, local
development institutions and NGOs) in order to create synergies.

IPRs are carried out through a structured process, starting with (i) a formal request from the national government to
UNCTAD expressing commitment to policy reforms; (i) preparation of the IPR advisory report and its presentation at
a national workshop where government and national stakeholders review findings; (iii) intergovernmental peer review
and sharing of best practices in investment policy in Geneva; (iv) implementation and follow-up technical assistance
and capacity-building; and (v) preparation of an implementation assessment and additional follow-up actions.

Substantively, key areas of recommendations common to nearly all IPRs conducted to date include (i) Defining the
strategic role of investment (and in particular FDI) in countries’ development strategies; (i) Reforming investment
laws and regulations; (i) Designing policies and measures for attracting and benefitting from FDI; and (iv) Addressing
institutional issues related to FDI promotion and facilitation.

A number of case-specific areas for recommendations or themes have included privatizations, the promotion of
investment in target industries, promotion and facilitation of infrastructure investment, private sector development
initiatives and business linkages, skill building and technology transfer, and regional cooperation initiatives.

Recently, the IPR approach has been strengthened further with the inclusion of sections on specific priority
industries, containing a quantitative assessment of the potential for investment in those industries and the potential
development impact of investment through such indicators as value added, employment generation, and export
generation, with a view to helping governments attract and negotiate higher value added types of investment.

Source: UNCTAD; www.unctad.org/diae/ipr.

industries that are of crucial importance for a  markets (or survival in case of troubled acquisition
country. targets), but may also have negative effects (e.g.
on employment in case of restructurings). Similarly,

Even looking at the role of foreign investment per
efficiency-seeking investments will have different

se, policymakers should be aware of different
types, each with distinct development impacts. ~ development impacts  than — market-seeking
Greenfield investment has different impacts than ~ investments, both with potential positive and
investment driven by mergers and acquisitions negative contributions. And foreign investment
(M&ASs). The former will generally imply a greater ~ also comes in different financial guises: FDI does
immediate contribution to productive capacity and  not always imply an influx of physical capital (e.g.
job creation; the latter may bring benefits such as  reinvested earnings), nor does it always translate
technology upgrading or access to international  into actual capital expenditures for the build-up of
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productive assets (e.g. retained earnings) and can
sometimes behave in a manner not dissimilar to
portfolio investment.

Furthermore, the role of foreign investors and
multinational firms in an economy is not limited
to FDI. They can also contribute to economic
development through non-equity modes of
international production (NEMs), such as contract
manufacturing, services outsourcing, licensing,
franchising or contract farming. Because this form
of involvement is based on a contractual relation
between the foreign company and domestic
business partners, it requires that the host country
has sufficiently qualified local entrepreneurs, which
calls for coordinated policies on investment,
enterprise development and human resource
development (WIR77).

A key aspect in defining the role of investment in
economic growth and development strategies
is the need for calibrated policies to stimulate
job creation and to maximize the job content of
investment, both quantitatively and qualitatively.
This has become especially urgent in light of the
cumulative employment losses during the global
financial crisis, and the relatively low job content
of economic growth since, leading to a global
employment deficit estimated at over 200 million
workers.°

Harnessing investment for productive
capacity-building and enhancing international
competitiveness

The potential contribution of foreign investment to
building or reinforcing local productive capacities
should guide investment policy and targeting
efforts. This is particularly important where
investment is intended to play a central role in
industrial upgrading and structural transformation
in developing economies. The most crucial aspects
of productive capacity-building include human
resources and skills development, technology
and know-how, infrastructure development, and
enterprise development.

Human resources and skills. Human resources
development is a crucial determinant of a country’s
long-term economic prospects. In addition, the
availability of skilled, trainable and productive labour
at competitive costs is a major magnet for efficiency-

seeking foreign investors. As such, education and
human resource development policy should be
considered a key complement to investment policy.
Particular care should be given to matching skills
needs and skills development, including in terms of
vocational and technical training. Vocational training
that prepares trainees for jobs involving manual
or practical activities related to a specific trade or
occupation is a key policy tool, for instance, to
enhance the capacity of local suppliers.

As economies develop, skills needs and job
opportunities evolve, making constant adaptation
and upgrading of education and human
development policies a necessity. The latter are
essential not just to provide the necessary skills
to investors, but more crucially to ensure that
the population can gain access to decent work
opportunities.

FDI — as well as NEMs — is particularly sensitive to
the availability of local skills, which can frequently
be a “make or break” factor in investment location
decisions. Where local skills are partially lacking,
foreign and national investors may wish to rely
on expatriate workers to fill the gaps. Although
particular care should be paid to promoting
employment by nationals and to protecting national
security, countries have a lot to gain from enabling
investors to tap foreign skills readily and easily
where needed. Well-crafted immigration and labour
policies have had demonstrated benefits in countries
that have allowed foreign skills to complement and
fertilize those created locally. Knowledge spillovers
also occur through international employees. An
adequate degree of openness in granting work
permits to skilled foreign workers is therefore
important not only to facilitate investments that may
otherwise not materialize for lack of skills, but also
to support and complement the national human
resource development policy through education.

Technology and know-how. Animportant policy task
is to encourage the dissemination of technology. For
example, governments can promote technology
clusters that promote R&D in a particular industry
and that can help upgrade industrial activities by
bringing together technology firms, suppliers and
research institutes. Disseminating and facilitating
the acquisition of technology can also improve the
involvement of domestic producers in GVCs (e.qg.
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call centers, business processing operations or
contract farming).

Appropriate protection of intellectual property rights
is an important policy tool because it is often a
precondition for international investors to disclose
technology to licensees in developing countries,
especially in areas involving easily imitable
technologies (e.g. software, pharmaceuticals),
and hence can affect chances of attracting
equity investments (e.g. joint ventures) or non-
equity modes of involvement (e.g. licensing).
At the same time the level of protection should
be commensurate with the level of a country’s
development and conducive to the development
of its technological capacities. It can be a means
of encouraging independent research activities by
local companies, because businesses are more
likely to invest resources in R&D and technological
upgrading if their innovations are protected.

Infrastructure. The development of domestic
infrastructure may necessitate investments of
such magnitude that it is impossible for domestic
companies to undertake them alone. Infrastructure
development may also require certain technological
skills and know-how, which domestic firms do not
have (e.g. telecommunication, energy, exploration
of natural resources in remote areas). Likewise,
the move to a low-carbon economy will often
necessitate bringing in the technological capacities
of foreign investors.

Most developing countries, especially LDCs,
continue to suffer from vast deficiencies
in infrastructure, in  particular  electricity,
water and transport, and to a lesser extent
telecommunications.  Following  technological
progress and changes in regulatory attitudes, many
countries have succeeded in introducing private
(foreign) investment and competition in  what
used to be public sector monopolies, e.g. mobile
telecommunications or power generation.

Given the potential contribution of FDI to building
high-quality  infrastructure,  countries  should
consider the extent to which certain sectors or
sub-sectors could be opened to (foreign) private
investment, and under what conditions — balancing
considerations  of public service provision,
affordability and accessibility. National security-

related concerns with regard to the liberalization
of critical infrastructure can be taken care of by
screening procedures. A clear vision of what is
doable and desirable socially, technically and
from a business perspective is essential given the
dependence of economic growth on infrastructure
development.

All too many developing countries have attempted
to privatize infrastructure or public services only
to fail or achieve less than optimal outcomes.”
Governments need to develop not only a clear
assessment of what can be achieved and at what
costs, but also a comprehensive understanding of
the complex technicalities involved in infrastructure
investments and their long-term implications in
terms of cost, quality, availability and affordability
of services. A sound legal framework to guide
concessions, management contracts and all forms
of public-private partnerships is a key piece in
the infrastructure development and investment
strategies (WIR08).

Enterprise  development. Domestic  enterprise
development is a key transfer mechanism for
the development benefits of investment to
materialize. At the same time, especially for foreign
investors, the presence of viable local enterprise
is a crucial determinant for further investment
and for partnerships in NEMs. A comprehensive
discussion of policy options to foster domestic
entrepreneurial development — including in areas
such as the regulatory environment, access to
finance, education and training, and technological
development — can be found in UNCTAD’s
Entrepreneurship Policy Framework (box IV.5).

Enterprise  development policies aimed at
enhancing the benefits from investment focus on
building capacity to absorb and adapt technology
and know-how, to cooperate with multinational
firms, and to compete internationally.

Another important policy task is the promotion
of linkages and spillover effects between foreign
investment and domestic enterprises (WIR07).
Policy coordination is needed to ensure that
investment promotion is targeted to those
industries that could have the biggest impact in
terms of creating backward and forward linkages
and contribute not just to direct, but also to
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Box IV.5. UNCTAD’s Entrepreneurship Policy Framework

Entrepreneurship is vital for economic growth and development. The creation of new business entities generates
value added, fiscal revenues, employment and innovation, and is an essential ingredient for the development of a
vibrant small and medium-sized business sector. It has the potential to contribute to specific sustainable development
objectives, such as the employment of women, young people or disadvantaged groups. Entrepreneurship
development can also contribute to structural transformation and building new industries, including the development
of eco-friendly economic activities.

UNCTAD’s Entrepreneurship Policy Framework (EPF) aims to support developing-country policymakers in the
design of initiatives, measures and institutions to promote entrepreneurship. It sets out a structured framework of
relevant policy areas, embedded in an overall entrepreneurship strategy, which helps guide policymakers through
the process of creating an environment that facilitates the emergence of start-ups, as well as the growth and
expansion of new enterprises.

The EPF recognizes that in designing entrepreneurship policy “one size does not fit all”. Although the national
economic and social context and the specific development challenges faced by a country will largely determine
the overall approach to entrepreneurship development, UNCTAD has identified six priority areas that have a direct
impact on entrepreneurial activity (box figure IV.5.1). In each area the EPF suggests policy options and recommended
actions.

Box figure IV.5.1. Key components of UNCTAD’s Entrepreneurship Policy Framework

1

Formulating national entrepreneurship strategy

4 N [ N N N N
2 3 4 5 6
Optimizing the Enhancing Facilitating Improving Promoting
regulatory entrepreneurship technology access to awareness and
environment education and exchange and finance networking
skills innovation
\ \, \, \, \

The EPF further proposes checklists and numerous references in the form of good practices and case studies. The
case studies are intended to equip policymakers with implementable options to create the most conducive and
supportive environment for entrepreneurs. The EPF includes a user guide, a step-by-step approach to developing
entrepreneurship policy, and contains a set of indicators that can measure progress. An on-line inventory of good
practices in entrepreneurship development, available on UNCTAD’s web-site, completes the EPF. This online
inventory will provide an opportunity for all stakeholders to contribute cases, examples, comments and suggestions,
as a basis for the inclusive development of future entrepreneurship policies.

Source: UNCTAD; www.unctad.org/diae/epf.

indirect employment creation. At the same time,
policymakers in developing countries need to
address the risk of foreign investment impeding
domestic enterprise development by crowding out
local firms, especially SMEs. Industrial policies may
play a role in protecting infant industries or other
sensitive industries with respect to which host
countries see a need to limit foreign access.

In the long run, enterprise development is essential
if host countries are to improve international

competitiveness. Promotion efforts should therefore
not be limited to low value added activities within
international value chains, but gradually seek to
move to higher value added segments. This is
crucial for remaining competitive once developing
countries lose their low labour cost advantage.
However, switching from labour-intensive low-value
activities to more capital-intensive, higher-value
production methods may raise unemployment
in the transition phase and thus calls for vigilant
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labour market and social policies. This confirms the
important dynamic dimension of investment and
enterprise development strategies, calling for regular
reviews and adaptation of policy instruments.

Ensuring coherence between investment policies
and other policy areas geared towards overall
development objectives

The interaction between investment policy and
other elements of a country’s overall economic
development and growth strategy — including
human resource development, infrastructure,
technology, enterprise development, and others —
is complex. It is critical that government authorities
work coherently towards the common national
objective of sustainable development and inclusive
growth, and seek to create synergies. This requires
coordination at the earliest stages of policy design,
as well as the involvement of relevant stakeholders,
including the investor community and civil society.

2. Designing policies for responsible
investment and sustainable
development

From a development perspective,
FDI is more than a flow of capital
that can stimulate economic
growth. It comprises a package
of assets that includes long-
term capital, technology,
market access, skills and
know-how (WIR99). As such,

framework. it can contribute to sustainable
development by  providing
financial resources where such resources are

often scarce; generating employment (WIR94);
strengthening export  capacities  (WIR02);
transferring skills and disseminating technology;
adding to GDP through investment and value
added, both directly and indirectly; and generating
fiscal revenues. In addition, FDI can support
industrial diversification and upgrading, or the
upgrading of agricultural productivity (WIR09)
and the build up of productive capacity, including
infrastructure (WIROS8). Importantly, it can contribute
to local enterprise development through linkages
with suppliers (WIRO7) and by providing access to
GVCs (WIR717). The growing importance of GVCs

can have an important pro-poor dynamic to the
extent that marginalized communities and small
suppliers can integrate into global or regional value
chains as producers, suppliers or providers of
goods and services.

These positive development impacts of FDI do
not always materialize automatically. And the
effect of FDI can also be negative in each of the
impact areas listed above. For example, it can lead
to outflows of financial resources in the form of
repatriated earnings or fees; it can, under certain
circumstances, crowd out domestic investment
and domestic enterprise (WIR97); it can at times
reduce employment by introducing more efficient
work practices or through restructurings (WIR94,
WIROO), or jobs created may be unstable due to
the footloose nature of some investment types; it
can increase imports more than exports (or yield
limited net export gains), e.g. in case of investment
operations requiring intermediate inputs or for
market-seeking investments (WIR02, WIR11);
technology dissemination might not take place,
or only at high cost (e.g. through licensing fees)
(WIR11), and local technological development may
be slowed down; skills transfers may be limited
by the nature of jobs created; fiscal gains may
be limited by tax avoidance schemes available to
international investors, including transfer pricing;
and so forth.

The balance of potential positive and negative
development contributions of FDI is proof that
investment policy matters in order to maximize
the positive and minimize the negative impacts.
Reaping the development benefits from investment
requires not only an enabling policy framework
that combines elements of investment promotion
and regulation and that provides clear, unequivocal
and transparent rules for the entry and operation
of foreign investors (see box IV.6), it also requires
adequate regulation to minimize any risks
associated with investment.

The host of different impact types listed above
indicates that such regulations need to cover a
broad range of policy areas beyond investment
policies per se, such as trade, taxation, intellectual
property, competition, labour market regulation,
environmental policies and access to land. The
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coverage of such a multitude of different policy
areas confirms the need for consistency and
coherence in policymaking across government.

Fostering sustainable development and inclusive

for a nascent renewable energy sector, which may
also require government assistance in the start-up
phase, be it through tax incentives or measures
aimed at creating a market (WIR70). Encouraging

investment in sectors that are crucial for the poor
may imply building sound regulatory frameworks
and facilitating responsible investment in agriculture
(including contract farming), as agriculture

growth through investment requires a balance of
promotion and regulation. On the promotion side,
attracting low-carbon investment, for example, may
imply the need to set up new policy frameworks

Box IV.6. Designing sound investment rules and procedures:

UNCTAD’s Investment Facilitation Compact

UNCTAD’s Investment Facilitation Compact combines a number of programmes aimed at assisting developing
countries in strengthening their policy and institutional framework for attracting and retaining foreign investment, and
in developing a regulatory climate in which investors can thrive.

The UNCTAD-ICC Investment Guides aim to provide accurate and up-to-date information on regulatory conditions
in participating countries (as well as on the investment climate and emerging investment opportunities). They are
prepared in collaboration with governments, national chambers of commerce and investors and are distributed by
investment promotion agencies, foreign missions and other government departments, as well as by the International
Chamber of Commerce.

The guides aim to provide a reliable source of third-party information for investors looking to invest in countries that
are rarely covered by commercial publishers. They highlight often under-reported economic and investment policy
reform efforts, including fiscal incentives, regional integration, easier access to land, establishment of alternative
dispute settlement mechanisms, simplified border procedures, facilitation of permits and licenses and laws enabling
private investment in power generation and infrastructure. Because the guides are produced through a collaborative
process they also build capacities of governments to promote investment opportunities and understand investors’
needs.

UNCTAD’s Business Facilitation program aims to help developing countries build a regulatory and institutional
environment that facilitates investment and business start-ups. It works through a methodology that first provides
full transparency on existing rules and procedures for investors; it does so by offering online detailed, practical
and up-to-date descriptions of the steps investors have to follow for procedures such as business or investment
registration, license and permit issuance, payment of taxes, or obtaining work permits. Once full transparency has
been created, the program helps governments simplify procedures by identifying unnecessary steps or developing
alternatives.

The programme promotes good governance by increasing the awareness of administrative rules and procedures,
establishing the conditions for a balanced dialogue between the users of the public services, including investors,
and civil servants. It also sets a basis for regional or international harmonization of rules by facilitating the exchange
of good practices among countries.

Individual programmes within the Investment Facilitation Compact have to date been undertaken in more than 35
countries and regions, with a strong focus on LDCs (box table IV.6.1).

Box table IV.6.1. Beneficiaries of selected programs of UNCTAD’s Investment Facilitation Compact

Categories Countries/regions

Investment Guides Bangladesh, Benin, Bhutan, Burkina Faso, Cambodia, Comoros, East African
Community, Ethiopia, Kenya, Lao People’s Democratic Republic, Mali, Morocco, Oriental
Region of Morocco, Mauritania, Mozambique, Nepal, Rwanda, United Republic of

Tanzania, Silk Road Region, Uganda, Uzbekistan, Zambia

Business Facilitation  Benin, Burkina Faso, Cape Verde, Cameroon, Colombia, Comoros, Costa Rica, El
Salvador, Guatemala, Mali, Nicaragua, Togo, Russian Federation (City of Moscow),

Rwanda, Viet Nam

Source: UNCTAD; www.unctad.org; www.theiguides.org; www.eregulations.org.
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continues to be the main source of income in many 3.
developing countries (WIR09).

Implementation and institutional
mechanisms for policy effectiveness

At the same time, on the regulatory side,
sustainability considerations should be a key
consideration when deciding on the granting of
investment incentives. The short-term advantages
of an investment need to be weighed against the
potential long-term environmental effects. And the
sensitive issue of access to land requires careful
balancing of the rights and obligation of agricultural

Investment policy and regulations
must be adequately enforced
by impartial, competent and
efficient public institutions,
which is as important for policy
effectiveness as policy design
itself.  Policies to address

Ensuring policy
effectiveness implies
huilding institutional
capability, monitoring
implementation, and
measuring results

issues should against objectives.

investors. For many developing countries, it is a key
challenge to strengthen such environmental and
social protection while maintaining an attractive
investment climate.

Sustainability issues should also be a main
consideration in investment contracts between
the host country and individual investors. Such
contracts can be a means to commit investors to
environmental or social standards beyond the level
established by the host country’s general legislation,
taking into account international standards and
best practices.

While laws and regulations are the basis of
investor responsibility, voluntary CSR initiatives and
standards have proliferated in recent years, and they
are increasingly influencing corporate practices,
behaviour and investment decisions. Governments
can build on them to complement the regulatory
framework and maximize the development benefits
of investment (WIR717).

Because CSR initiatives and voluntary standards
are a relatively new area that is developing quickly
and in many directions, the management of
their policy implications is a challenge for many
developing countries. In particular, the potential
interactions between soft law and hard law can
be complex, and the value of standards difficult
to extract for lack of monitoring capacity and
limited comparability. A number of areas can
benefit from the encouragement of CSR initiatives
and the voluntary dissemination of standards; for
example, they can be used to promote responsible
investment and business behaviour (including the
avoidance of corrupt business practices), and they
can play an important role in promoting low-carbon
and environmentally sound investment. Care needs
to be taken to avoid these standards becoming
undue barriers to trade and investment flows.

implementation
be an integral part of the investment strategy
and should strive to achieve both integrity across
government and regulatory institutions and a
service orientation where warranted. As a widely
accepted best practice, regulatory agencies
should be free of political pressure and have
significant independence, subject to clear reporting
guidelines and accountability to elected officials or
representatives. These principles are particularly
relevant for investors in institutions including courts
and judiciary systems; sectoral regulators (e.g.
electricity, transport, telecommunications, banking);
customs; tax administration or revenue authorities;
investment promotion agencies; and licensing
bodies.

As stated in the fourth Core Principle, managing
investment policy dynamically is of fundamental
importance to ensure the continued relevance
and effectiveness of policy measures. Revisions
in investment policy may be driven by changes
in strategy — itself caused by adaptations in the
overall development strategy — or by external
factors and changing circumstances. Countries
require different investment policies at different
stages of development, policies may need to take
into account those in neighbouring countries, and
be cognizant of trade patterns or evolving relative
shares of sectors and industry in the economy.
Policy design and implementation is a continuous
process of fine-tuning and adaptation to changing
needs and circumstances.

Beyond such adaptations, investment policy may
also need adjustment where individual measures,
entire policy areas, or the overall investment policy
regime is deemed not to achieve the intended
objectives, or to do so at a cost higher than
intended. Understanding when this is the case,
understanding it in time for corrective action to
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be taken, and understanding the reasons for the
failure of measures to have the desired effect, is the
essence of measuring policy effectiveness.

A significant body of academic literature exists on
methodologies for evaluating policy effectiveness.
Specifically in the area of investment policy, there
are three objective difficulties associated with the
measurement of policy effectiveness:

e |t is often difficult to assess the effectiveness
of discrete investment policy measures, such
as the provision of incentives, let alone the
effectiveness of the overall investment policy
framework. Many exogenous factors and
investment determinants beyond policy drive
the investment attraction performance of a
country — e.g. market size and growth, the
presence of natural resources, the quality
of basic infrastructure, labour productivity,
and many others (see UNCTAD’s Investment
Potential Index).

e Investment policy effectiveness measures
should also provide an indication of the extent
to which policies help realize the benefits from
investment and maximize its development
impact. However, it is often difficult to find
solid evidence for the discrete impact on
various dimensions of investment, let alone
for the impact of the policies that led to that
investment or that guide the behaviour of
investors.

e Much of the impact of investment policies
and thus their effectiveness depends on the
way such policies are applied, and on the
capabilities of institutions charged with the
implementation and enforcement of policies
and measures, rules and regulations.

Given these objective difficulties in measuring
the effectiveness of investment policies, and to
ensure that potentially important policy changes
are not delayed by complex analyses of the impact
of individual measures, policymakers may be
guided by a few simplifying rules in evaluating the
effectiveness of their policies:

e Investment policy should be based on a set of
explicitly formulated policy objectives with clear
priorities, a time frame for achieving them, and
the principal measures intended to support

the objectives. These objectives should be
the principal yardstick for measuring policy
effectiveness.

e The detailled quantitative (and therefore
complex) measurement of the effectiveness
of individual policy measures should focus
principally on those measures that are most
costly to implement, such as investment
incentives.

e Assessment of progress in policy
implementation and verification of the
application of rules and regulations at all
administrative levels is at least as important
as the measurement of policy effectiveness.
A review process should be put in place to
ensure that policies are correctly implemented
as a part of the assessment of policy
effectiveness.

Goals and objectives for investment policy, as
set out in a formal investment strategy in many
countries, should be SMART:®

e Specific: they should break down objectives
for investment attraction and impact for priority
industries or activities as identified in the
development strategy.

* Measurable: investment goals and objectives
should identify a focused set of quantifiable
indicators.

e Attainable: as part of investment policy
development, policymakers should compare
investment attraction and investment impact
with peer countries to inform realistic target
setting.

e Relevant: objectives (and relevant indicators)
should relate to impacts that can be ascribed
to investment (and by implication investment
policy), to the greatest extent possible filtered
for “general development strategy” impacts.

e Time-bound: objectives should fall within a
variety of time frames. Even though broad
development and investment-related objectives
are of a long-term nature (e.g. 10-20 years),
intermediate and specific objectives should
refer to managerially and politically relevant
time frames, e.g. 3-4 years. In addition, short-
term benchmarks should be set within shorter
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time periods (a few quarters or a year) to
ensure effective progress and implementation.

Objectives of investment policy should ideally
include a number of quantifiable goals for both
the attraction of investment and the impact of
investment. To measure policy effectiveness for
the attraction of investment, UNCTAD’s Investment
Potential and Attraction Matrix can be a useful tool.
This matrix compares countries with their peers,
plotting investment inflows against potential based
on a standardized set of economic determinants,
thereby providing a proxy for the effect of policy
determinants. Similarly, for the measurement of
policy effectiveness in terms of impact, UNCTAD’s
Investment Contribution Index may be a starting
point.

Also important is the choice of impact indicators.
Policymakers should use a focused set of key
indicators that are the most direct expression of
the core development contributions of private
investments, including direct contributions to GDP
growth through additional value added, capital
formation and export generation; entrepreneurial
development and development of the formal sector
and tax base; and job creation. The indicators
could also address labour, social, environmental
and development sustainability aspects.

The impact indicator methodology developed
for the G-20 Development Working Group by
UNCTAD, in collaboration with other agencies, may
provide guidance to policymakers on the choice of
indicators of investment impact and, by extension,
of investment policy effectiveness (see table IV.3).
The indicator framework, which has been tested
in a number of developing countries, is meant
to serve as a tool that countries can adapt and
adopt in accordance with their national economic
development priorities and strategies. At early
stages of development, pure GDP contribution
and job creation impacts may be more relevant; at

more advanced stages, quality of employment and
technology contributions may gain relevance.

4. The IPFSD’s national policy guidelines

The national investment policy
guidelines are organized in
four sections, starting from the
strategic level, which aims to
ensure integration of investment
policy in overall development
strategy, moving to investment
policy “stricto sensu”, to
investment-related policy areas
such as trade, taxation, labour
and environmental regulations, and improve policy
and intellectual  property effectiveness.
policies, to conclude with a section on investment
policy effectiveness (table IV.4).

lopment strategy,
design investment-
specific policies,

other policy areas,

While the national guidelines in the IPFSD are
meant to establish a generally applicable setting
for  investment-related  policymaking,  they
cannot provide a “one-size-fits-all” solution for all
economies. Countries have different development
strategies and any policy guide must acknowledge
these divergences. Governments may have
different perceptions about which industries to
promote and in what manner, and what role
foreign investors should play in this context. Social,
cultural, geographical and historical differences play
a role as well. Furthermore, the investment climate
of each country has its individual strengths and
weaknesses; therefore, policies aimed at building
upon existing strengths and reducing perceived
deficiencies will differ. Thus investment policies
need to be fine-tuned on the basis of specific
economic contexts, sectoral investment priorities
and development issues faced by individual
countries. The IPFSD’s national investment policy
guidelines establish a basic framework. Other tools
are available to complement the basic framework
with customized best practice advice (box IV.7).

The national investment
policy guidelines help
policymakers integrate
investment and deve-

ensure coherence with
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Tahle 1U.3. Possible indicators for the definition of investment impact objectives and

the measurement of policy effectiveness

Areas Indicators Details and examples
Economic 1. Total value added o Gross output (GDP contribution) of the new/additional economic activity resulting from the
value added investment (direct and induced)

2. Value of capital formation e Contribution to gross fixed capital formation

3. Total and net export generation o Total export generation; to some extent, net export generation (net of imports) is also captured

by the local value added indicator
4. Number of formal business entities e Number of businesses in the value chain supported by the investment; this is a proxy for
entrepreneurial development and expansion of the formal (tax-paying) economy

5. Total fiscal revenues o Total fiscal take from the economic activity resulting from the investment, through all forms of
taxation
Job creation 6. Employment (number) o Total number of jobs generated by the investment, both direct and induced (value chain view),
dependent and self-employed
7. Wages o Total household income generated, direct and induced

8. Typologies of employee skill levels o Number of jobs generated, by ILO job type, as a proxy for job quality and technology levels
(including technology dissemination)
Sustainable 9. Labour impact indicators o Employment of women (and comparable pay) and of disadvantaged groups
development o Skills upgrading, training provided
o Health and safety effects, occupational injuries
10. Social impact indicators o Number of families lifted out of poverty, wages above subsistence level
o Expansion of goods and services offered, access to and affordability of basic goods and
services
11. Environmental impact indicators e Greenhouse gas emissions, carbon offset/credits, carbon credit revenues
o Energy and water consumption/efficiency hazardous materials
e Enterprise development in eco-sectors
12. Development impact indicators o Development of local resources
Technology dissemination

Source: “Indicators for measuring and maximizing economic value added and job creation arising from private sector investment in value
chains”, Report to the G-20 Cannes Summit, November 2011; produced by an inter-agency working group coordinated by UNCTAD.
UNCTAD has included this methodology in its technical assistance work on investment policy, see box IV.4.

Tahle 1.4. Structure of the National Investment Policy Guidelines

Investment and « Integrating investment policy in sustainable development strategy
sustainable « Maximizing the contribution of investment to productive capacity-building and international
development strategy competitiveness

« Designing investment-specific policies regarding:
Establishment and operations

Treatment and protection of investments
Investor responsibilities

Investment promotion and facilitation

Investment regulation
and promotion

« Ensuring coherence with other policy areas, including trade, taxation, intellectual property,
competition, labour market regulation, access to land, corporate responsibility and
governance, environmental protection, and infrastructure and public-private partnerships

Investment-related
policy areas

« Building effective public institutions to implement investment policy
« Measuring investment policy effectiveness and feeding back lessons learned into new rounds
of policymaking

Investment policy
effectiveness
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Box IV.7. Investment policy advice to “adapt and adopt”: UNCTAD’s Series on

Best Practices in Investment for Development

As with UNCTAD’s IPR approach (see box IV.4), in which each IPR is custom-designed for relevance in the specific
context of individual countries, the UNCTAD work program on Best Practices in Investment for Development
acknowledges that one size does not fit all.
The program consists of a series of studies on investment policies tailored to:

— specific sectors of the economy (e.g. infrastructure, natural resources);

— specific development situations (e.g. small economies, post-conflict economies);

— specific development issues (e.g. capacity-building, linkages).
The program aims to build an inventory of best policy practices in order to provide a reference framework for
policymakers in developing countries through concrete examples that can be adapted to their national context.

Each study therefore looks at one or two specific country case studies from which lessons can be drawn on good
investment policy practices related to the theme of the study. The following studies are currently available:

— How to Utilize FDI to Improve Transport Infrastructure: Roads — Lessons from Australia and Peru;

— How to Utilize FDI to Improve Transport Infrastructure: Ports — Lessons from Nigeria;

— How to Utilize FDI to Improve Infrastructure: Electricity — Lessons from Chile and New Zealand;

— How to Attract and Benefit from FDI in Mining — Lessons from Canada and Chile;

— How to Attract and Benefit from FDI in Small Countries — Lessons from Estonia and Jamaica;

— How Post-Conflict Countries Can Attract and Benefit from FDI — Lessons from Croatia and Mozambique;
— How to Integrate FDI and Skill Development — Lessons from Canada and Singapore;

— How to Create and Benefit from FDI-SME Linkages — Lessons from Malaysia and Singapore;

— How to Prevent and Manage Investor-State Disputes — Lessons from Peru.

Source: UNCTAD; www.unctad.org.
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E. ELEMENTS OF INTERNATIONAL INVESTMENT AGREEMENTS:
POLICY OPTIONS

In the detailed design of provisions in
investment agreements between countries,
policymakers need to incorporate sustainable

The guidance on international 2.
investment policies  set
out in this section aims to

Countries can address
international investment
policy challenges in their

strategic approach to lIAs translate the Core Principles development  considerations,  addressing
’ .

in the negotiation of 11As into concrete options  for concerns related to policy space (e.g.,

policymakers, with a view through  reservations and  exceptions),

and the design of specific

clauses, and through multi-
lateral consensus huilding.

to addressing today’s
investment policy challenges.
While national investment
policymakers address these challenges through
rules, regulations, institutions and initiatives, at
the international level policy is translated through
a complex web of treaties (including, principally,
bilateral investment treaties, free trade agreements
with investment provisions, economic partnership
agreements and regional agreements).® As
discussed in section B, the complexity of that web,
which leads to gaps, overlaps and inconsistencies
in the system of llAs, is itself one of the challenges to
be addressed. The other is the need to strengthen
the development dimension of llAs, balancing the
rights and obligations of States and investors,
ensuring sufficient policy space for sustainable
development policies and making investment
promotion provisions more concrete and aligned
with sustainable development objectives.

International investment policy challenges must be
addressed at three levels:

1. When formulating their strategic approach
to international engagement on investment,
policymakers need to embed international
investment policymaking into their countries’
development  strategies.  This  involves
managing the interaction between lIAs and
national policies (e.g. ensuring that IlAs
support industrial policies (WIR77)) and that
between lIAs and other international policies
or agreements (e.g. ensuring that llAs do
not contradict international environmental
agreements  (WIR70) or human rights
obligations). The overall objective is to ensure
coherence between IlAs and sustainable
development needs.

balanced rights and obligations of States
and investors (e.g., through encouraging
compliance with  CSR standards), and
effective investment promotion (e.g., through
home-country measures).

3. Multilateral consensus building on investment
policy, in turn, can help address some of
the systemic challenges stemming from the
multi-layered and multi-faceted nature of the
IIA regime, including the gaps, overlaps and
inconsistencies in the system, its multiple
dispute resolution mechanisms, and its
piecemeal and erratic expansion.

This section, therefore, first discusses how
policymakers can strategically engage in the
international investment regime at different levels
and in different ways in the interest of sustainable
development. It then provides a set of options
for the detailed design of IIAs. The final secti