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WIDESPREAD GROWTH OF FDI IN 2006, SAYS UNCTAD

By Kanaga Raja, Geneva, 16 October 2007

Global foreign direct investment (FDI) inflows amounted to $1,306 billion in 2006, rising more than 38% over the previous year and finishing close to the record level of 2000, according to the UN Conference on Trade and Development's yearly review of investment trends.

 

In its World Investment Report 2007, UNCTAD found that growth of FDI in 2006 was the largest since 2000 ($1,411 billion in 2000) and occurred in all three groups of economies: developed countries, developing countries, and the transition economies of South-East Europe and the Commonwealth of Independent States (CIS).

 

The production of goods and services by TNCs outside their home countries grew more rapidly in 2006 than in the previous year. The sales, value added and exports of some 78,000 TNCs and their 780,000 foreign affiliates are estimated to have increased by 18%, 16% and 12% respectively. They accounted for the equivalent of 10% of world GDP and one third of world exports.

 

The report said that the upward trend in FDI is expected to continue in 2007 and beyond - albeit at a somewhat slower rate than in 2006. This would be in line with global economic growth, which should remain above its longer term trend, although it might slow down moderately. This forecast is confirmed by the rise in global cross-border mergers and acquisitions (M&As) to $581 billion in the first half of 2007 - a 54% increase over the corresponding period of 2006 - and by the results of various surveys.

 

However, said the report, despite the generally positive prospects, several challenges and risks face the world economy, which may have implications for FDI flows in 2007 and 2008.

 

Global current-account imbalances have grown dramatically in some developed countries. This could cause exchange-rate shifts, which may affect FDI negatively. High and volatile oil prices have caused inflationary pressures, so that a stronger-than-expected tightening of financial market conditions cannot be excluded.

 

Also, increased risk exposure on financial markets, caused, for example, by the activities of hedge funds and carry trades, as well as spillovers from the United States housing market, pose the risk of stronger corrections of highly valued stock and real estate markets.

 

Asked at a media briefing on Monday as to whether the current high level of FDI inflows is a stable trend or a bubble as in 2000, UNCTAD Secretary-General Dr Supachai Panitchpakdi said that the bubble in 2000 came from the ICT industry.

 

What we are seeing now is that we are going through another difficult cyclical adjustment due to the housing and real estate investments, but the impact with respect to the first half-year of FDI inflows (in 2007) seems to have been very little affected by the cyclical movements at the moment, he said.

 

The financial conditions around the world is still quite liquid, Supachai said, adding that he saw very favourable cooperation between different monetary authorities in dealing with the adjustments.

 

The UNCTAD report also said that higher commodity prices have led to increased foreign direct investment in extractive industries, and especially in low-income countries, transnational corporations (TNCs) dominate the extraction of natural resources (see below).

 

The report said that the rise in global FDI flows and in international production reflected strong economic performance in many parts of the world and was partly driven by increasing corporate profits worldwide and resulting higher stock prices that raised the value of cross-border M&As. M&As continued to account for a high share of FDI flows, but greenfield investments (the new establishment of affiliates in a foreign country) also increased, especially in developing and transition economies.

 

While FDI inflows in developed countries rose by 45% to reach $857 billion, flows to developing countries and the transition economies attained their highest levels ever: $379 billion (a 21% increase over 2005) and $69 billion (a 68% increase), respectively.

 

The United States regained its position as the leading host country for FDI, followed by the United Kingdom and France. Among developing and transition economies, almost all regions and sub-regions enjoyed healthy growth in FDI flows in 2006. The largest inflows to developing countries were to China, Hong Kong (China) and Singapore. Among transition economies, the largest inflows were to the Russian Federation.

 

As many as 172 mega deals (deals worth over $1 billion), close to the record number of 2000, were undertaken in 2006, accounting for about two-thirds of the total value of cross-border M&As, said the report.

 

Another notable trend in global M&A activity has been the growing importance of private equity funds and other collective investment funds. In 2006, such funds were involved in cross-border M&As valued at $158 billion, an 18% increase over 2005. In 2006, private equity funds raised a record amount of $432 billion, compared to $315 billion in 2005.

 

A growing appetite for higher yields and ample liquidity in world financial markets helped fuel these acquisitions. Private equity firms are increasingly acquiring large and publicly listed companies, in contrast to their former strategy of investing in high-yield, high-risk assets or private firms, and they are likely to continue to play a prominent role in M&A transactions.

 

However, said the report, this scale of activity may not be sustainable due to a number of factors: competition is intensifying and the asset prices involved in recent acquisitions have increased substantially; there is also a possibility that the favourable fiscal treatment such firms enjoy in some countries may not last.

 

Investments by private equity firms are often more akin to portfolio investment than to FDI, in that they tend to have relatively short time horizons. This has raised some concerns regarding the impact of such investments, in particular as regards the dismantling of the acquired companies and worker layoffs.

 

Asked at the media briefing on the role of private equity firms, Supachai said that there is a need to understand the role and behaviour of private equity funds, as they are gradually gaining strength and a larger share in M&A activities. Private equity funds are more like portfolio investors - they are less inclined to be engaged in long-term investment. Thus, the short-term movement can sometimes destabilize countries if they are overly dependent on these equity funds.

 

Supachai was of the view that greenfield investment is something that would create more capital inflow on a long-term basis as well as in employment creation. Private fund movements need to be tracked down and analyzed in the future. Host-country governments must have an explicit strategy to deal with this investment - to capture it locally and allocate it in a way to create long-term productive capacity.

 

The report said that increased cross-border M&A activity supports the current rise in global FDI. Such transactions rose significantly in 2006, both in value (by 23%, to reach $880 billion) and in number (by 14% to 6,974), approaching the previous M&A peak in 2000. This growth was driven by higher stock market valuations, rising corporate profits and favourable financing conditions.

 

Developed-country TNCs remained the leading sources of FDI, accounting for 84% of 2006 global outflows. While there was a rebound of FDI from the United States, almost half the world's outflows originated in European Union (EU) countries, notably France, Spain and the United Kingdom in that order.

 

TNCs from developing and transition economies continued their international expansions in 2006, led by Hong Kong (China) among developing economies and the Russian Federation among transition economies. Total FDI outflows from these two groups reached $193 billion, or 16% of world FDI outflows.

 

While the universe of TNCs is dominated by developed-country firms, the picture is changing. The number of firms from developing economies in the list of the world's 100 largest non-financial TNCs increased from five in 2004 to seven in 2005 (the most recent year for which data are available), in line with the rise of TNCs from the South. Asia dominates the list of the 100 largest developing-country TNCs, with 78 firms, followed by 11 each from Africa and Latin America.

 

With respect to regional trends, the report noted that at $36 billion in 2006, FDI inflows in Africa were twice their 2004 level. This was due to increased interest in natural resources, improved prospects for corporate profits and a more favourable business climate. The value of cross-border M&A sales reached a record $18 billion, half of which represented purchases by TNCs from developing Asia. Greenfield projects and investments in expansion also grew significantly.

 

Despite this increase, Africa's share in global FDI fell to 2.7% in 2006, compared with 3.1% in 2005, much lower than that of other developing regions. FDI outflows from Africa also reached a record $8 billion in 2006, up from $2 billion in 2005.

 

FDI inflows to South, East and South-East Asia maintained their upward trend in 2006, rising by about 19% to reach a new high of $200 billion. China and Hong Kong (China) retained their positions as the largest FDI recipients in the region, followed by Singapore and India. Inflows to China fell in 2006 for the first time in seven years. The modest decline (by 4% to $69 billion) was due mainly to reduced investments in financial services. Hong Kong (China) attracted $43 billion in FDI, Singapore $24 billion (a new high), and India $17 billion.

 

FDI outflows from the region as a whole rose by 60% to $103 billion, with higher investments from all sub-regions and major economies. Outflows from Hong Kong (China), the largest source of FDI in the region, rose by 60% to $43 billion. China consolidated its position as a major investor, and India is rapidly catching up.

 

In 2006, FDI inflows to the 14 economies of West Asia rose by 44%, to an unprecedented $60 billion. Privatization of various services progressed in 2006, and there was an improvement in the general business climate. FDI outflows from West Asia rose by 5% to reach a new high of $14 billion in 2006, as a result of the high oil prices and the current-account surpluses of the oil-producing countries.

 

FDI flows to Latin America and the Caribbean increased by 11%, to $84 billion. If the offshore financial centres are excluded, however, they reached $70 billion in 2006, which was the same level as in 2005. This is in sharp contrast to the soaring FDI outflows, which jumped by 125% to $43 billion (or $49 billion, if offshore financial centres are included). Two features characterized the region's FDI inflows: greenfield investments became more important than cross-border M&As, and re-invested earnings became an increasingly important component (the largest component in South America alone).

 

FDI inflows into South-East Europe and the CIS grew by 68%, to $69 billion - a significant leap from the inflows of the two previous years. The top five recipient countries (the Russian Federation, Romania, Kazakhstan, Ukraine and Bulgaria in that order) accounted for 82% of the total inflows. FDI outflows from the region increased for the fifth consecutive year, to reach $18.7 billion.

 

FDI inflows to developed countries surged to $857 billion - 45% higher than in the previous year - reflecting another rise in cross-border M&As. FDI inflows to the United States rebounded strongly to $175 billion in 2006. Inward FDI in the 25 EU countries grew by 9%, to reach $531 billion. FDI outflows from developed countries also grew by 45%, to $1 trillion.

 

The report also said that higher commodity prices have led to increased foreign direct investment in extractive industries, and especially in low-income countries, transnational corporations (TNCs) dominate the extraction of natural resources.

 

TNC involvement provides both opportunities and challenges for developing countries, said the report, pointing out that maximizing development gains from such industries requires coherent and well-designed policies that reflect a commitment to the public good by all involved.

 

Developed countries still attract the bulk of FDI in extractive industries, partly explained by significant cross-border M&A activity. However, their share in global inward FDI in these industries fell from about 90% in 1990 to 70% in 2005. The share of developing and transition economies as destinations for TNC investments in extractive industries has increased over the past two decades. Between 1990 and 2000, their estimated combined stock of inward FDI in those industries more than doubled, and between 2000 and 2005, it increased again by half.

 

The report found that the relative importance of TNCs varies between different extractive industries. In metal mining, 23 of the top 25 producers in 2005 were privately owned TNCs, whereas only 2 were majority State-owned.

 

In oil and gas, the majority of the top 50 producers were majority State-owned. Most such production was controlled by State-owned companies from developing and transition economies. In 2005, the world's three largest oil and gas producers were all State-owned enterprises based in developing or transition economies: Saudi Aramco (Saudi Arabia), Gazprom (Russian Federation) and the National Iranian Oil Company.

 

A number of developing-country firms, especially in the oil and gas industry, are rapidly becoming global players, said the report. The combined overseas production of the seven most important State-owned companies - CNOOC, CNPC, Sinopec (all China), Lukoil (Russia), ONGC (India), Petrobras (Brazil) and Petronas (Malaysia) - exceeded 528 million barrels of oil equivalent in 2005, up from only 22 million 10 years earlier. Both CNPC and Petronas are involved in oil and gas production in more than 10 foreign countries.

 

Although State-owned companies based in developing and transition economies control most of the global production of oil and gas, their degree of internationalization is still modest compared with that of the top privately owned oil TNCs.

 

The report noted that in a number of low-income countries, investment in extractive industries makes up the bulk of inward FDI. In metal mining, foreign affiliates account for virtually all of the (non-artisanal) production in least developed countries (LDCs) such as Guinea, Mali, Tanzania, and Zambia, as well as in Argentina, Botswana, Gabon, Ghana, Mongolia, Namibia, and Papua New Guinea. In oil and gas, foreign affiliates in 2005 accounted for 57% on average of the output of sub-Saharan Africa. For example, foreign companies accounted for more than half of production in Angola, Equatorial Guinea and Sudan.

 

The report argued that the commodities boom should provide opportunities for development and poverty alleviation in mineral-exporting countries. But considerable efforts to address the economic, environmental, social, and political issues relating to mineral extraction are necessary for harnessing the earnings from extractive industries to boost development.

 

TNCs may contribute capital, technology, and management skills - and when domestic capabilities are lacking, such an approach is often the most viable option for exploiting natural resource wealth. At the same time, UNCTAD noted, TNC involvement can raise concerns about unequal bargaining power, ownership and control over non-renewable resources, rent-sharing, transfer pricing, and various environmental and social costs.

 

Ultimately, said the report, the overall impact of revenue generated will be determined by the way it is shared between the foreign companies and the host country, and on how the government's portion of the revenue is managed, distributed and used. Funds should be used to support development objectives and the needs of current and future generations.

 

The extraction of natural resources can have far-reaching environmental, social and political consequences. TNC participation may add to environmental degradation and social conflicts simply by making resource extraction possible in a country. On the other hand, TNCs may reduce adverse environmental consequences by using more advanced technologies and by applying and diffusing higher standards of environmental management than domestic companies employ.

 

The quality of government policies and institutions is a determining factor for ensuring sustainable development gains from resource extraction, with or without TNC involvement. The management of a mineral-based economy is complex, and requires a well-developed governance system and well-considered national development objectives.

 

In order to derive maximum economic gains from TNC involvement while keeping potential environmental and social costs to a minimum, concerted action by all relevant stakeholders is required, based on a consensus around coherent policies, said the report.

 

Host-country governments bear the main responsibility for ensuring that the exploitation of their extractive industries yields benefits that support development objectives. Each government should formulate a clear vision as to how the country's oil and mineral resources can contribute to sustainable development. Policymakers should also promote backward and forward linkages within the extractive industries and with related industries.

 

The report also recommends that countries seek to develop frameworks that are robust over the different phases of the business cycle, for example, by introducing progressive taxation systems for the revenues from extractive industries. Home-country governments should promote responsible behaviour by TNCs investing in extractive industries abroad. This is equally important for State-owned TNCs.

 

The international community can help promote greater development gains from resource extraction through technical assistance, the development of relevant standards and guidelines, and the monitoring of their implementation.

 

The challenge is to develop frameworks that create the proper incentives for local and foreign firms to produce efficiently while at the same time respecting environmental and social requirements that reflect the interests of local communities and society at large, the report concluded. 
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