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NOTE

As the focal point in the United Nations system for investment and technology, and
building on 30 years of experience in these areas, UNCTAD, through DIAE, promotes
understanding of key issues, particularly matters related to foreign direct investment (FDI)
and transfer of technology. DIAE also assists developing countries in attracting and benefiting
from FDI, and in building their productive capacities and international competitiveness. The
emphasis is on an integrated policy approach to investment, technical capacity building and
enterprise development.

The terms country/economy as used in this Report also refer, as appropriate, to territories or
areas; the designations employed and the presentation of the material do not imply the expression
of any opinion whatsoever on the part of the Secretariat of the United Nations concerning
the legal status of any country, territory, city or area or of its authorities, or concerning the
delimitation of its frontiers or boundaries. In addition, the designations of country groups
are intended solely for statistical or analytical convenience and do not necessarily express
a judgement about the stage of development reached by a particular country or area in the
development process. The major country groupings used in this Report follow the classification
of the United Nations Statistical Office unless otherwise indicated. These are:

Developed countries: the member countries of the OECD (other than Chile, Mexico,
the Republic of Korea and Turkey), plus the new European Union member countries which
are not OECD members (Bulgaria, Cyprus, Latvia, Lithuania, Malta and Romania), plus
Andorra, Israel, Liechtenstein, Monaco and San Marino.

Transition economies: South-East Europe and the Commonwealth of Independent
States.

Developing economies: in general all economies not specified above. For statistical
purposes, the data for China do not include those for Hong Kong Special Administrative
Region (Hong Kong SAR), Macao Special Administrative Region (Macao SAR) and Taiwan
Province of China.

Reference to companies and their activities should not be construed as an endorsement
by UNCTAD of those companies or their activities.

The boundaries and names shown and designations used on the maps presented in this
publication do not imply official endorsement or acceptance by the United Nations.

The following symbols have been used in the tables:

Two dots (..) indicate that data are not available or are not separately reported. Rows
in tables have been omitted in those cases where no data are available for any of the
elements in the row;

A dash (—) indicates that the item is equal to zero or its value is negligible;
A blank in a table indicates that the item is not applicable, unless otherwise indicated;
A slash (/) between dates representing years, e.g., 1994/95, indicates a financial year;

Use of an en dash (—) between dates representing years, e.g., 1994-1995, signifies the
full period involved, including the beginning and end years;

Reference to “dollars” ($) means United States dollars, unless otherwise indicated;
Annual rates of growth or change, unless otherwise stated, refer to annual compound
rates;

Details and percentages in tables do not necessarily add to totals because of rounding.

The material contained in this study may be freely quoted with appropriate
acknowledgement.



PREFACE

The global financial and economic recovery remains fragile,
threatened by emerging risks, constraints in public investment and other
factors. For the recovery to remain on track, private investment is crucial
for stimulating growth and employment. Foreign direct investment (FDI)
has a major role to play.

The World Investment Report 2010 highlights a promising outlook:
after a significant global FDI downturn in 2009, flows worldwide are
expected to recover slightly this year, with a stronger recovery in 2011
and 2012. Overall, countries continue to liberalize and promote foreign
investment, although there has also been an increase in new policy measures
regulating foreign investment. Countries remain receptive towards FDI,
seeing it as an important external source of development finance.

This year’s Report focuses on climate change, and in particular the
role of transnational corporations. As enterprises with formidable knowledge,
cutting-edge technology, and global reach, TNCs are necessarily among
the primary actors in the global effort to reduce greenhouse gas emissions
and shift towards a low-carbon economy. The Report stresses that with the
right policy initiatives, incentives and regulatory framework, TNCs can
and must contribute significantly to both mitigation and adaptation. It
also proposes a global partnership to galvanize low-carbon investment and
advocates concrete initiatives such as a new technical assistance centre to
support policy formulation and implementation in developing countries.

This twentieth anniversary edition of the World Investment
Report continues the series’ tradition of serving as a leading reference
for policymakers, investment promotion agencies, business, academia,
civil society and others. The series has been contributing to investment
policy-making at the national and international levels. I commend it to
all involved in our common quest to build a better world for all.

BAN Ki-moon
New York, June 2010 Secretary-General of the United Nations
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KEY MESSAGES

FDI Trends and Prospects

Global foreign direct investment (FDI) witnessed a modest,
but uneven recovery in the first half of 2010. This sparks some
cautious optimism for FDI prospects in the short run and for a full
recovery further on. UNCTAD expects global inflows to reach
more than $1.2 trillion in 2010, rise further to $1.3—1.5 trillion in
2011, and head towards $1.6-2 trillion in 2012. However, these
FDI prospects are fraught with risks and uncertainties, including
the fragility of the global economic recovery.

Developing and transition economies attracted half of global
FDI inflows, and invested one quarter of global FDI outflows.
They are leading the FDI recovery and will remain favourable
destinations for FDI.

Most regions are expected to see a rebound in FDI flows in
2010. The evolving nature and role of FDI varies among regions.
Africa is witnessing the rise of new sources of FDI. Industrial
upgrading through FDI in Asia is spreading to more industries and
more countries. Latin American transnational corporations (TNCs)
are going global. Foreign banks play a stabilizing role in South-
East Europe, but their large scale presence also raises potential
concerns. High levels of unemployment in developed countries
triggered concerns about the impact of outward investment on
employment at home.

Overcoming barriers for attracting FDI remains a key
challenge for small, vulnerable and weak economies. Official
development assistance (ODA) can act as a catalyst for boosting



OVERVIEW ix

the role of FDI in least developed countries (LDCs). For landlocked
developing countries (LLDCs) to succeed in attracting FDI
they need to shift their strategy to focus on distance to markets
rather than distance to ports. Focusing on key niche sectors is
crucial if small island developing States (SIDS) are to succeed
in attracting FDI.

Investment Policy Developments

A dichotomy in investment policy trends is emerging. It
is characterized by simultaneous moves to further investment
liberalization and promotion on the one hand, and to increase
investment regulation in pursuit of public policy objectives on
the other.

Economic stimulus packages and state aid have impacted on
foreign investment, with no significant investment protectionism
observed so far.

The international invesment agreement (ITA) universe
is expanding rapidly, with over 5,900 treaties at present (on
average four treaties signed per week in 2009). The IIA system
is rapidly evolving as well, with countries actively reviewing
and updating their IIA regimes, driven by the underlying need
to ensure coherence and interaction with other policy domains
(e.g. economic, social and environmental).

Global initiatives, such as investment in agriculture, global
financial systems reform, and climate change are increasingly
having a direct impact on investment policies.

Investing in a Low-Carbon Economy

TNCs are both major carbon emitters and low-carbon
investors. They are therefore part of both the problem and the
solution to climate change.
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TNCs can contribute to global efforts for combating climate
change by improving production processes in their operations at
home and abroad, by supplying cleaner goods and services and by
providing much-needed capital and cutting-edge technology.

UNCTAD estimates that in 2009 low-carbon FDI flows into
three key low-carbon business areas (renewables, recycling and
low-carbon technology manufacturing) alone amounted to $90
billion. In its totality such investment is much larger, taking into
account embedded low-carbon investments in other industries and
TNC participation through non-equity forms. Already large, the
potential for cross-border low-carbon investment is enormous as
the world transitions to a low-carbon economy.

For developing countries, low-carbon foreign investment
by TNCs can facilitate the expansion and upgrading of their
productive capacities and export competitiveness, while helping
their transition to a low-carbon economy. However, this investment
also carries economic and social risks.

“Carbon leakage” has implications for both global emission
reduction efforts and economic development. However, the
extent of this phenomenon and its implications are hard to assess.
Instead of addressing the issue at the border (as discussed in
the current debate), it could be addressed at its source, working
through corporate governance mechanisms, such as improved
environmental reporting and monitoring.

Policy needs to maximize benefits and minimize risks related
to low-carbon investment, based on individual countries’ social,
economic and regulatory conditions.

To support global efforts to combat climate change,
UNCTAD suggests a global partnership to synergize investment
promotion and climate change mitigation and to galvanize low-
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carbon investment for sustainable growth and development.
Elements of this partnership would be:

e Establishing clean-investment promotion strategies. This
encompasses developing conducive host-country policy
frameworks (including market-creation mechanisms) and
implementing effective promotion programmes (with key
functions being investor targeting, fostering linkages and
investment aftercare). International financial institutions
and home countries need to support low-carbon investment
promotion strategies, in particular through outward
investment promotion, investment guarantees and credit
risk guarantees.

* FEnabling the dissemination of clean technology. This
involves putting in place an enabling framework to facilitate
cross-border technology flows, fostering linkages between
TNCs and local firms to maximize spillover effects,
enhancing local firms’ capacities to be part of global value
chains, strengthening developing countries’ absorptive
capacity for clean technology, and encouraging partnership
programmes for technology generation and dissemination
between countries.

o Securing I1As’ contribution to climate change mitigation.
This includes introducing climate-friendly provisions (e.g.
low-carbon investment promotion elements, environmental
exceptions) into future IIAs, and a multilateral understanding
to ensure the coherence of existing [IAs with global and
national policy developments related to climate change.

* Harmonizing corporate GHG emissions disclosure. This
involves creating a single global standard for corporate
greenhouse gas (GHG) emissions disclosure, improving
the disclosure of foreign operations and activities within
value chains, and mainstreaming best practices in emissions
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disclosure via existing corporate governance regulatory
mechanisms (such as stock-listing requirements).

Setting up an international low-carbon technical assistance
centre (L-TAC). L-TAC could support developing countries,
especially LDCs, in formulating and implementing national
climate change mitigation strategies and action plans, as well
as engage in capacity and institution building. The centre
would help beneficiaries meet their development challenges
and aspirations, including by benefiting from low-carbon
foreign investment and associated technologies. Among
others, L-TAC would leverage expertise via existing and
novel channels, including multilateral agencies.

Investment for Development: Challenges Ahead

The evolving TNC universe, along with the emerging

investment policy setting, poses three sets of key challenges for
investment for development:

to strike the right policy balance (liberalization vs. regulation;
rights and obligations of the State and investors);

to enhance the critical interfaces between investment and
development, such as those between foreign investment and
poverty, and national development objectives;

to ensure coherence between national and international
investment policies, and between investment policies and
other public policies.

All this calls for a new investment-development paradigm

and a sound international investment regime that effectively
promotes sustainable development for all.
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FDI TRENDS AND PROSPECTS

Global foreign direct investment (FDI) flows began to
bottom out in the latter half of 2009. This was followed by a
modest recovery in the first half of 2010, sparking some cautious
optimism for FDI prospects in the short term (fig. 1). In the longer
term, the recovery in FDI flows is set to gather momentum (fig.
2). Global inflows are expected to pick up to over $1.2 trillion in
2010, rise further to $1.3—1.5 trillion in 2011, and head towards
$1.6-2 trillion in 2012. However, these FDI prospects are fraught
with risks and uncertainties, including the fragility of the global
economic recovery.

The current FDI recovery is taking place in the wake of a
drastic decline in FDI flows worldwide in 2009. After a 16 per
cent decline in 2008, global FDI inflows fell a further 37 per
cent to $1,114 billion, while outflows fell some 43 per cent to
$1,101 billion.

There are some major changes in global FDI patterns that
preceded the global crisis and that will most likely gain momentum
in the short and medium term. Firstly, the relative weight of
developing and transition economies as both destinations and
sources of global FDI is expected to keep increasing. These
economies, which absorbed almost half of FDI inflows in
2009, are leading the FDI recovery. Secondly, the recent further
decline in manufacturing FDI, relative to that in the services and
primary sectors, is unlikely to be reversed. Thirdly, in spite of
its serious impact on FDI, the crisis has not halted the growing
internationalization of production.
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Figure 1. Global FDI Quarterly Index, 2000 Q1-2010 Q1
(Base 100: quarterly average of 2005)
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Source: UNCTAD, World Investment Report 2010.

Figure 2. Global FDI flows, 2002—2009, and projections for
2010-2012
(Billions of dollars)
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Source: UNCTAD, World Investment Report 2010.

FDI: on the way to recovery

All the components of FDI flows — equity investment,
intra-company loans and reinvested earnings — contracted in 2009.
Depressed levels of cross-border merger and acquisition (M&A)
transactions, as well as the lower profits of foreign affiliates, had
a heavy effect on equity investments and reinvested earnings.
Improved corporate profits have, however, supported a modest
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recovery in reinvested earnings since the second half of 2009.
FDI showed renewed dynamism in the first quarter of 2010.
Cross-border M&As — still low at $250 billion in 2009 — rose
by 36 per cent in the first five months of 2010 compared to the
same period in the previous year.

The slump in cross-border M&As accounts for most of
the FDI decline in 2009. Acquisitions abroad contracted by 34
per cent (65 per cent in value), as compared to a 15 per cent
retrenchment in the number of greenfield FDI projects. M&As
are usually more sensitive to financial conditions than greenfield
projects. This is because turmoil in stock markets obscures the
price signals upon which M&As rely, and because the investment
cycles of M&As are usually shorter than those of greenfield
investments. The global crisis curtailed the funding available for
FDI, reducing the number of acquisitions. While depressed stock
prices reduced the value of transactions, together with global
restructuring they also created opportunities for the TNCs that
were still able to access finance. Although FDI flows through
both entry modes are showing signs of recovery in 2010, M&As
are rebounding faster.

FDI declined across all three sectors — the primary,
manufacturing and services sectors. Cyclical industries such as the
automotive and chemical industries were not the only victims. FDI
in industries that were initially resilient to the crisis — including
pharmaceuticals and food processing — was also hit in 2009.
Only a handful of industries attracted more FDI in 2009 than in
2008, namely electricity, gas and water distribution, as well as
electronic equipment, construction and telecommunications. In all,
FDI in the manufacturing sector was the worst affected, reflected
in a decline of 77 per cent in cross-border M&As compared to
2008. The contraction in such transactions in the primary and
services sectors was less severe — at 47 per cent and 57 per cent
respectively. This continued to push up their relative weights
in global cross-border M&As at the expense of manufacturing.
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Yet some industries in these sectors were severely affected too:
notably, the value of cross-border M&A transactions in financial
services collapsed by 87 per cent.

FDI by private equity funds decreased by 65 per cent in
terms of value, while FDI from sovereign wealth funds (SWFs)
rose by 15 per cent in 2009. These funds together accounted for
over one tenth of global FDI flows, up from less than 7 per cent in
2000 but down from 22 per cent in the peak year of 2007. FDI by
private equity funds was affected both by the drop in their fund-
raising and by the collapse of the leveraged buyout market. The
value of cross-border M&As by private equity funds went down
to $106 billion in 2009, or less than a quarter of its 2007 peak
value. Nevertheless, smaller transactions exhibited resilience, and
the number of acquisitions involving private equity funds actually
increased. Private equity activity is showing signs of recovery in
2010, but proposed regulation in the European Union (EU) may
restrict future transactions. Funding for SWFs also suffered in
2009, due to declines in commodity prices and trade surpluses.
Yet their FDI activity did not decline, reflecting the relatively
high growth of the emerging economies that own these funds.
New investments were redirected towards the primary sector and
industries less vulnerable to financial developments as well as
developing regions.

Further internationalization of firms

Despite its impact on FDI flows, the global crisis has
not halted the growing internationalization of production. The
reduction in sales and in the value-added of foreign affiliates of
transnational corporations (TNCs) in 2008 and 2009 was more
limited than the contraction of the world economy. As a result,
foreign affiliates’ share in global gross domestic product (GDP)
reached an historic high of 11 per cent (table 1). TNCs’ foreign
employment increased slightly in 2009, to 80 million workers.
The rise of developing and transition economies is apparent in
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international production patterns. These economies now host
the majority of foreign affiliates’ labour force. In addition, they
accounted for 28 per cent of the 82,000 TNCs worldwide in 2008,
two percentage points higher than in 2006. This compares to a
share of less than 10 per cent in 1992, and reflects their growing
importance as home countries as well.

Foreign affiliates’ assets grew 7.5 per cent in 2009, thanks
largely to the 15 per cent rise in inward FDI stock to $18 trillion.
The increase in FDI stock was due to a significant rebound of
global stock markets as well as continued investment inflows of
FDI, which remained positive but expanded at a much reduced
pace than before.

Table 1. Selected indicators of FDI and international production,

1990-2009
Value at current prices Annual growth rate
ltem (Billions of dollars) (Per cent)
1991- 1996- 2001-

1990 2005 2008 2009 1995 2000 2005 2008 2009
FDI inflows 208 986 1771 1114 225 40.0 52 -157 -371
FDI outflows 241 893 1929 1101 16.8 36.1 9.2 -149 -429
FDI inward stock 2082 11525 15491 17743 9.3 18.7 13.3 -13.9 14.5
FDI outward stock 2087 12417 16 207 18 982 11.9 18.4 146 -16.1 171
Income on inward FDI 74 791 1113 941 35.1 13.4 31.9 -7.3 -155
Income on outward FDI 120 902 1182 1008 20.2 103 313 -7.7 -14.8
Cross-border M&As 99 462 707 250 491 64.0 06 -309 -64.7
Sales of foreign affiliates 6026 21721 31069 29298 8.8 8.2 18.1 -4.5 -5.7
Gross product of foreign 1477 4327 6163 5812 68 70 139 43 57
affiliates
Total assets of foreign 5938 49252 71694 77057 137 190 209 49 75
affiliates
Exports of foreign affiliates 1498 4319 6663 5186 8.6 3.6 14.8 154 -22.2
Employment by foreign ~
affiliates (thousands) 24 476 57 799 78 957 79 825 55 9.8 6.7 3.7 1.1
Memorandum
GDP (in current prices) 22121 45273 60766 55005 5.9 1.3 10.0 10.3 - 95
Srossfixed capitalforma- 5099 9833 13822 12404 54 11 110 15 -103
Royalties and licence fee 29 129 177 146 8.1 146 8.6
receipts . ’ ’ ’ ’
Exports of goods and 4414 12954 19986 15716 79 37 148 154 -214
services

Source: UNCTAD, World Investment Report 2010.
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Half of global FDI inflows now go to developing and transition
economies

FDI inflows to developing and transition economies declined
by 27 per cent to $548 billion in 2009 (table 2), following six years
of uninterrupted growth. While their FDI contracted, this grouping
appeared more resilient to the crisis than developed countries, as
their decline was smaller than that for developed countries (44

Table 2. FDI flows, by region, 2007-2009
(Billions of dollars and per cent)

Reqi FDI inflows FDI outflows
egion 2007 2008 2009 2007 2008 2009
World 2100 1771 1114 2268 1929 1101
Developed economies 1444 1018 566 1924 1572 821
Developing economies 565 630 478 292 296 229
Africa 63 72 59 11 10 5
Latin America and the Caribbean 164 183 17 56 82 47
West Asia 78 90 68 47 38 23
South, East and South-East Asia 259 282 233 178 166 153
South-East Europe and the CIS 91 123 70 52 61 51
Structurally w
econom?/es Eak, vulnerable and small 425 621 505 53 58 4.2
LDCs 26 32 28 2 3 1
LLDCs 16 26 22 4 2 3
SIDS 5 8 5 0 1 0
Memorandum: percentage share in
world FDI flows
Developed economies 68.8 575 50.8 848 815 745
Developing economies 269 356 429 129 154 20.8
Africa 3.0 41 5.3 0.5 0.5 0.5
Latin America and the Caribbean 7.8 10.3 10.5 25 4.3 4.3
West Asia 3.7 5.1 6.1 2.1 2.0 2.1
South, East and South-East Asia 12.3 159 20.9 7.9 8.6 13.9
South-East Europe and CIS 4.3 6.9 6.3 2.3 3.1 4.6
Structurally weak, vulnerable and small
ovipgiion Mg 20 35 45 02 03 04
LDCs 1.2 1.8 2.5 0.1 0.2 0.1
LLDCs 0.7 1.5 2.0 0.2 0.1 0.3
SIDS 0.3 0.4 0.4 0.0 0.0 0.0

Source: UNCTAD, World Investment Report 2010.
@ Without double counting as a number of countries belong to two of these three groups.
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per cent) (table 2). Their share in global FDI inflows kept rising:
for the first time ever, developing and transition economies are
now absorbing half of global FDI inflows (fig. 3).

Following a five-year upward trend, FDI outflows from
developing and transition economies contracted by 21 per cent in
2009. However, with the rise of TNCs from those economies, the
FDI contraction was also more muted than in developed countries,
where FDI outflows shrank by 48 per cent (table 2). FDI is also
rebounding faster in the developing world. The share of their
outward investment remains much smaller, but it is accelerating
and reaching a quarter of global outflows (fig. 3).

Among the largest FDI recipients, China rose to second place
after the United States in 2009. Half of the six top destinations for
FDI flows are now developing or transition economies (fig. 4).
Over two thirds of cross-border M&A transactions still involve
developed countries, but the share of developing and transition
economies as hosts to those transactions has risen from 26 per
cent in 2007 to 31 per cent in 2009. In addition, this grouping
attracted more than 50 per cent of greenfield projects in 2009.
On the outward investment side, Hong Kong (China), China

Figure 3. Shares of developing and transition economies in global
FDI inflows and outflows, 2000-2009
(Per cent)

60

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009
—<—FDI inflows
—&—FDI outflows

Source: UNCTAD, World Investment Report 2010.
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and the Russian Federation, in that order, are among the top 20
investors in the world (fig. 4).

Uneven performance in FDI across regions

As highlighted by some of the data presented above, the
global picture of FDI flows belies a more varied regional reality.
Most FDI in developing and transition economies has flowed to
a small number of countries, mainly large emerging markets.

Following almost a decade of uninterrupted growth, FDI
flows to Africa fell to $59 billion — a 19 per cent decline compared
to 2008 (table 2) — mainly due to contraction in global demand
and falling commodity prices. Commodities producers in West
and East Africa were affected. Flows to North Africa also declined
despite its more diversified FDI and sustained privatization
programmes. Contraction of investment in the services sector in
Africa was less pronounced than in other sectors. Sustained by
expanded activity, the telecommunications industry became the
largest recipient of FDI inflows. Recovering commodity prices and
continued interest from emerging Asian economies are expected
to feed a slow upturn in FDI flows to Africa in 2010.

TNCs from developing and transition economies have
increasingly been investing in Africa over the past few years.
They accounted for 22 per cent of flows to the region over
the 2005-2008 period, compared to 18 per cent in 1995-1999.
Investors from China, Malaysia, India and the Gulf Cooperation
Council (GCC) are among the most active — although Africa
still makes up only a fraction of their FDI. Investors from
Southern Africa and North Africa have also raised their profile
in the region. These new sources of investment not only provide
additional development opportunities, but are also expected to be
more resilient than traditional ones, providing a potential buffer
against crises.

Outward investment from Africa as a whole contracted
by half, to $5 billion. Outflows from Southern Africa, however,
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expanded to $1.6 billion in 2009, boosted by South African
investment, mainly in the rest of Africa. Nevertheless, North Africa
remained the largest source of regional outflows, accounting for
over 50 per cent of the total.

FDI flows to South, East and South-East Asia have
experienced their largest decline since 2001, but they are the
first to bottom out from the current downturn. Inflows to the
region dropped by 17 per cent in 2009, to $233 billion (table 2),
mainly reflecting a decline in cross-border M&As, which was
particularly severe in services (-51 per cent). As investment from
developed countries plummeted, intraregional FDI gained ground
and now accounts for as much as half of the region’s inward FDI
stock. Total outflows from the region declined by 8 per cent to
$153 billion, with cross-border M&A purchases dropping by 44
per cent. Against these trends China’s outward investment in the
non-financial sector continued to expand, driven by a continued
search for mineral resources and for the M&A opportunities
created by global industrial restructuring.

FDI in South, East and South-East Asia has already started
rebounding, and is likely to pick up speed as the region plays a
leading role in the global economic recovery. In particular, inflows
to China and India started picking up as early as mid-2009, and
their sustained FDI outflows are expected to drive the region’s
outward investment back to growth in 2010. Recovery of FDI in
and from the four newly industrializing economies (Hong Kong
(China), Republic of Korea, Singapore and Taiwan Province of
China), however, is likely to be slow and modest.

Growing intraregional investment in Asia has served as
a vehicle for technology diffusion, “recycling” of comparative
advantages and competitiveness enhancement. It has been
instrumental in the sequential upgrading of industries across
countries at various stages of development. Regional integration
and China’s take-off are now accelerating this process, creating
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development opportunities for a wider range of countries, including
LDCs such as Cambodia, the Lao People’s Democratic Republic
and Myanmar. In addition, this process of sequential upgrading
has expanded beyond industries such as electronics, and more
high-tech products have been involved.

The tightening of international credit markets and the decline
of international trade impacted FDI flows to West Asia, which
contracted by 24 per cent to $68 billion in 2009 (table 2). Except
in the case of Kuwait, Lebanon and Qatar, inward FDI declined
across the region. The contraction hit Turkey and the United Arab
Emirates the hardest. In Turkey, cross-border M&As plummeted,
and export-oriented industries suffered from the impact of the
global crisis. FDI outflows from the region, 87 per cent of which
are generated from the countries of the GCC, declined by 39
per cent to $23 billion. Rising outward investment from Saudi
Arabia was not enough to compensate for the negative impact
of the Dubai World crisis. Provided that this crisis abates and
international credit markets stabilize, West Asian Governments’
sustained commitment to ambitious infrastructure plans is
expected to support a recovery in FDI inflows in 2010. Outward
investment, on the other hand, will remain subdued in the short
term. State-owned entities — the region’s main investors — have
refocused their attention on their domestic economies, and the
Dubai World crisis will continue to weigh on the outward FDI
of the United Arab Emirates.

The impact of the global economic and financial turmoil
drove FDI to Latin America and the Caribbean down to $117
billion — a 36 per cent decline from the 2008 level (table 2).
Although Brazil, with a 42 per cent contraction in inward
investment, was more affected than the region as a whole, it
remained the largest FDI recipient. Cross-border M&As in the
region collapsed, turning negative in 2009 due to sales of foreign
affiliates to domestic companies, particularly in Brazil. FDI inflows
are expected to recover in 2010 and to continue growing in the
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medium term, as Brazil and Mexico remain popular investment
destinations, according to investor surveys.

Brazil’s outward FDI swung to a negative $10 billion, due
to a surge in intra-company loans from Brazilian affiliates abroad
to their parent companies. This resulted in a 42 per cent decline
in the region’s outward investment. Nevertheless, cross-border
M&A purchases by TNCs from the region, directed mainly at
developed countries, rose by 52 per cent to $3.7 billion. The
continued emergence of the region’s TNCs, which began in 2003,
will drive outward FDI in the medium term. FDI outflows from
Latin America and the Caribbean leaped from an average of $15
billion a year in 1991-2000 to $48 billion annually in 2003-2009.
An increasing number of Latin American companies — mostly
Brazilian and Mexican — have been expanding outside the region,
primarily into developed economies.

Besides favourable economic conditions in the region since
2003, government policies also contributed to the consolidation
of domestic firms at home and their further outward expansion.
The region’s main foreign investors today are often the largest
and oldest business groups that prospered during the import
substitution era. Moreover, privatization policies in countries such
as Brazil and Mexico have resulted in the creation of national
champions. More recently, government incentives in Brazil,
including targeted credit lines, have supported companies’ outward
expansion. Limited access to domestic financing, coupled with
the current tight international financial markets, could hinder
further expansion, however. These TNCs will continue to benefit
from their low debt-to-earnings ratio, limited exposure to the
industries most affected by the crisis, and the relative resilience
of the region’s economy.

After an eight-year upward trend, FDI inflows to South-East
Europe and the Commonwealth of Independent States (CLS)
shrank to $69.9 billion, a 43 per cent decline from 2008 (table
2). FDI inflows to both subregions dropped in 2009, although
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flows to South-East Europe were less affected than those to the
CIS. FDI flows to the Russian Federation almost halved, due to
sluggish local demand, declining expected returns in projects
related to natural resources, and the drying-up of round-tripping
FDI. Nevertheless, the Russian Federation ranked sixth in the
global ranking of top locations in 2009. Cross-border M&As
collapsed due to sluggish acquisitions by firms from the EU,
the largest investors in the region. Investments from developing
countries, China in particular, were on the rise, though. The
contraction of FDI outflows from the region (-16 per cent) was
not as severe as the decline in inflows. In 2009, the Russian
Federation — by far the largest source of outward FDI from the
region — became a net outward investor. Stronger commodity
prices, a new round of privatization, and economic recovery in
large commodity-exporting countries (Kazakhstan, the Russian
Federation and Ukraine) should support a modest recovery in
FDI in the region in 2010.

FDI in South-East Europe’s banking industry has been on
the rise since the early years of the new millennium, fuelled by
substantial restructuring and privatization. As a result, 90 per
cent of banking assets were owned by foreign entities at the end
of 2008. Foreign banks have played a positive role in the region
during the global financial crisis. The recent sovereign debt crisis
in Greece, however, is reviving concerns that the large presence
of foreign banks could channel systemic risks to the region.

FDI flows to developed countries suffered the worst decline
of all regions, contracting by 44 per cent to $566 billion (table
2). However, this setback was not as pronounced as during the
previous economic downturn of 2000-2003, even though the
current economic and financial turmoil is far more severe. North
America was the worst affected, while the 27 member countries
of the EU weathered the blow better with Germany, for example,
recording a 46 per cent increase, mainly due to an upswing in
intra-company loans. On the other hand, FDI flows to the United
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Kingdom, another major host country in the region, shrank by
50 per cent compared to the previous year. Cross-border M&As
dropped by two thirds in developed countries, with transactions
in the manufacturing sector contracting by about 80 per cent.

A modest economic recovery stabilized inward investment
in the first half of 2010 and is expected to push FDI inflows
to developed countries to above their 2009 levels. Ongoing
liberalization in areas such as electricity, further regional
integration, and continued interest from TNCs based in developing
and transition economies should all contribute to better FDI
prospects for the developed countries in the medium term.
Outward FDI, after falling 48 per cent in 2009, is also expected to
recover in 2010 and pick up pace in the medium term, supported
by the improving global economic prospects, in particular in the
developing world. However, the perception of increased risk
of sovereign debt default in certain European countries and its
possible further spread in the eurozone could easily disrupt this
upward trend.

The economic downturn has revived long-standing
concerns in developed countries over the impact of the growing
internationalization of production on home country employment.
Rapid growth of outward FDI over the past decade has resulted
in a growing share of developed-country TNCs’ employment
moving abroad. And yet, FDI can save or expand domestic
employment if it results in exports for the home country or
improved competitiveness for investing firms. Research has
produced mixed evidence on the impact of outward FDI on
domestic job reduction. Indeed, the impact depends on the type
of investment, the location of affiliates and TNCs’ employment
strategies.

Small and vulnerable economies

The decline in FDI to weak, vulnerable and small country
groupings — LDCs, LLDCs and SIDS — is of particular concern



OVERVIEW 15

given its role in these countries’ economies. The level of FDI
compared to their gross fixed capital formation was equivalent
to between 25 per cent and 40 per cent in 2009 across these
groupings, which was much higher than in other parts of the world.
While FDI is concentrated in natural resources in terms of value
in these groups, FDI is diversified in manufacturing and services
sectors as well judging by the number of such projects. Their
share in global FDI inflows was only 4 per cent (table 2).

FDI flows to the 49 least developed countries (LDCs)
declined by 14 per cent to $28 billion. The impact of lower inward
investment is particularly serious for this group of countries, as
the high ratio of FDI to their gross fixed capital formation (24
per cent in 2009) suggests that it is a major contributor to capital
formation. FDI inflows to LDCs still account for only 3 per cent
of global FDI inflows and 6 per cent of flows to the developing
world. FDI remains concentrated in a few countries that are
rich in natural resources. Greenfield investments account for
the bulk of FDI in LDCs, and over 60 per cent of such projects
originated from developing and transition economies in 2009.
Most FDI inflows to the group still originate from developed
countries. FDI prospects over the medium term depend on the
extent to which LDCs’ structural weaknesses are overcome. These
disadvantages could be partly mitigated if official development
assistance (ODA) were to be used more effectively, with a view
to boosting the productive capacity of the host country in order
to leverage FDI for development.

The 31 landlocked developing countries (LLDCs) have not
traditionally been seen as attractive FDI destinations. Inherent
geographical disadvantages compounded by structural weaknesses
have hampered their economic performance. And yet economic
reforms, investment liberalization and favourable global economic
conditions had translated into a steady increase in FDI inflows
during 2000-2008. The 17 per cent decline in FDI to $22 billion
in 2009 was less pronounced than in the rest of the world. Due
to the lack of diversification of productive capacities, FDI to
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LLDCs remained concentrated in the primary sector of a few
resource-rich countries (Kazakhstan alone received 58 per cent
of the total in 2009). FDI to LLDCs, which originates primarily
from developing economies, especially from Asia and Africa,
is expected to pick up only slowly. In order to overcome their
geographical challenges, LLDCs could focus on industries that
have a higher knowledge and information content and that are
less reliant on the use of inputs involving transportation costs.
Regional integration involving non-landlocked countries could also
make these economies more attractive investment destinations,
by expanding the size of local markets.

The 29 small island developing States (SIDS) have also
struggled to attract FDI. The small size of their domestic markets,
limited natural and human resources, and high transaction costs
such as those for transport, have discouraged FDI. However, in
spite of its 35 per cent decline to $5 billion in 2009, the ratio of
FDI flows to gross fixed capital formation remained above 30 per
cent, as domestic investment contracted even more. Half of the
grouping’s total FDI inflows were concentrated in the top three
SIDS investment destinations (Jamaica, Trinidad and Tobago,
and the Bahamas, in that order). Tax-haven SIDS accounted for
about one quarter of both FDI inflows and stocks in 2009, but
stricter international regulations are gradually eroding inward FDI
to those economies. Given their geographical limitations, SIDS
are expected to continue to rely on their potential in traditional
niche services such as tourism. Knowledge-based industries also
offer promising potential, provided that SIDS develop adequate
information technology and telecommunications infrastructure
and improve their human capital.

FDI prospects: a cautious optimism

UNCTAD estimates that global FDI flows will slightly
recover to reach over $1.2 trillion in 2010, before picking up
further to $1.3—1.5 trillion in 2011. Only in 2012 is FDI expected
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to regain its pre-crisis level, with a range estimated at $1.6-2
trillion. The gradual improvement of macroeconomic conditions,
corporate profits and stock market valuations observed in early
2010 is expected to continue, supporting renewed business
confidence. After a contraction of 2 per cent in 2009, the global
economy is projected to grow by 3 per cent in 2010. Both interest
rates and commodity prices will most likely remain moderate
until the end of the year, helping to keep production costs under
control and supporting domestic investment. Corporate profits
have been recovering since mid-2009 and are expected to pick
up in 2010. Together with better stock market performance, this
will support financing for FDI.

UNCTAD’s World Investment Prospects Survey 2010-2012
indicates renewed business optimism over the medium term. TNCs’
intentions to pursue foreign expansion are stronger for 2011 and
2012. The recovery of FDI is likely to be led by cross-border
M&As. Restructuring in a number of industries, as well as the
privatization of companies rescued during the global turmoil,
will further create cross-border M&A opportunities for TNCs.
The survey also confirms that the share of the manufacturing
sector in FDI will continue to decline relative to the primary
and services sectors.

TNCs from developing economies are more optimistic
than their counterparts from developed countries, and expect
that their foreign investments will recover faster. This suggests
a continued expansion of emerging TNCs as a source of FDI.
In addition, global investors show an ever-growing interest in
developing economies. Brazil, the Russian Federation, India and
China (BRIC), in particular, are bright spots for FDI. Flows to
developing and transition economies will not only be directed at
the most labour-intensive parts of the value chain, but increasingly
at more technology-intensive activities.

The global financial and economic recovery remains fragile,
threatened by emerging risks, constraints in public investment,
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uncertainty about financial regulatory reforms, the limited access
to credit, the volatility of the stock and foreign exchange markets
and other factors. For the recovery to remain on track, private
investment is crucial for stimulating growth and employment.
FDI has a major role to play.

At present, cautious optimism prevails regarding prospects
for global FDI.

RECENT POLICY DEVELOPMENTS

Current investment policy trends can be generally
characterized by further liberalization and facilitation of
foreign investment. At the same time, efforts to regulate foreign
investment to advance public policy objectives (e.g. protection
of the environment, alleviation of poverty, and/or addressing
national security concerns) have intensified. This dichotomy
in policies and the political will to rebalance the respective
rights and obligations of the State and investors are becoming
apparent at both the domestic and international policy levels, with
emphasis swinging towards the role of the State. The network of
international investment agreements (IIAs) has expanded further,
while attempts to ensure balance and coherence within the I1A
regime are under way. Furthermore, investment policymaking is
attempting to reflect the closer interaction between investment
policies and other policies, including those relating to broader
economic, social and environmental issues.

National policies: regulation gaining ground, as liberalization
continues

National investment regimes continued to become more
favourable towards foreign investment, while governments have
increasingly re-emphasized regulation.
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Out of the 102 new national policy measures affecting foreign
investment that were identified in 2009, the majority (71) were
in the direction of further liberalization and promotion of foreign
investment (fig. 5). This confirms that the global economic and
financial turmoil has so far not resulted in heightened investment
protectionism. Policies included, inter alia, the opening of
previously closed sectors, the liberalization of land acquisition, the
dismantling of monopolies, and the privatization of state-owned
enterprises. Measures to promote and facilitate investments focused
on fiscal and financial incentives to encourage FDI in particular
industries or regions, including special economic zones; easing
screening requirements; streamlining approval procedures; or
accelerating project licensing. To improve the business climate,
corporate tax rates were also lowered in a number of countries,
particularly in developed countries and developing economies in
Africa and Asia. Growing fiscal strains may eventually result in
a reversal in the trend observed over the past decade, however.

Figure 5. National policy changes, 1992-2009
(Per cent)
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Source: UNCTAD, World Investment Report 2010.

In spite of the general trend toward liberalization, 31 of the
new national policy measures were towards tighter regulations
for FDI. Accounting for over 30 per cent of the total, this is
the highest share of such measures observed since 1992, when
UNCTAD started reporting these measures. These measures are
driven in part by increased concern over the protection of strategic
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industries, national resources and national security. Recent crises,
such as the turmoil in the financial markets and the impact of rising
food prices, have also translated into a will to regulate specific
industries. Lastly, emerging economies are giving more weight
to environmental and social protection, while LDCs are filling
gaps in their regulatory frameworks. As a result, new limitations
on foreign participation were introduced in some industries, or
procedures for the screening and approval of investments were
tightened, sometimes on national security grounds. Greater state
intervention in the economy was most obvious in expropriations
— which occurred in a few Latin American countries — and an
increase, in state participation in companies as part of financial
bailout measures.

The expected reversal of temporary nationalizations in
sectors often considered as strategic could result in governments
pushing to have privatized companies remain in domestic hands,
or pressuring investors to keep production and jobs at home.
As a result, the phasing out of rescue packages will need to be
closely monitored, as risks of investment protectionism have not
disappeared.

Thirteen G20 countries continue to carry outstanding assets
and liabilities left as a legacy of emergency schemes. The total
amount of public commitments — equity, loans and guarantees — on
20 May 2010 exceeded $1 trillion. In the financial sector, several
hundred firms continue to benefit from such public support, and
in non-financial sectors, at least 20,000 individual firms continue
to benefit from emergency support programmes.

The international investment regime: towards a more
balanced approach

The international investment regime expanded in scale and
scope, and a systemic evolution towards a regime that is more
balanced in terms of the rights and obligations of States and
investors is taking shape.
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The international investment regime is evolving rapidly
through both the conclusion of new treaties and an increasing
number of arbitral awards. In 2009, 211 new IIAs were concluded
(82 bilateral investment treaties (BITs), 109 double taxation treaties
(DTTs) and 20 other ITAs) — on average about four new agreements
per week. In all, the total number of agreements rose to 5,939 at
the end of the year (fig. 6). The trend towards rapid treaty-making
continued in 2010, with the first five months seeing the conclusion
of 46 more IIAs (6 BITs, 33 DTTs and 7 other IIAs). A major
recent development occurred in Europe, where the Lisbon Treaty
transferred FDI competencies from member States to the EU. As
for investor-state dispute settlements, at least 32 new cases were
initiated in 2009 and 44 decisions rendered, bringing the total
of known cases ever filed to 357, and those concluded to 164
by the end of the year. The overwhelming majority of these 357
cases were initiated by investors from developed countries, with
developing and transition countries most often on the receiving
end. Some arbitral awards resulted in inconsistencies and lack
of coherence between arbitral decisions.

Regional integration — as well as the need to promote
coherence and reflect broader policy considerations in IIAs

Figure 6. Trends of BITs, DTTs and other llAs, 2000-2009
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— is driving systemic changes in the international investment
regime, creating the opportunity for a more coherent, balanced,
development-friendly and effective international investment
regime. The IIA landscape appears to be consolidating through
(a) an increase in broader plurilateral economic agreements that
include investment provisions; (b) efforts to create regional (mainly
South-South) investment areas; (c) the competence shift concerning
foreign investment within the EU; (d) the abrogation of BITs to
streamline the treaty landscape and eliminate contradictions with
other legal instruments; and (e) efforts by numerous countries to
reassess their international investment policies to better align them
with development considerations by revising their model BITs,
reviewing their respective treaty networks and their development
implications, or denouncing their BITs.

In addition, many recent treaties, whether new, renegotiated
or revised, suggest that governments, developed and developing
countries alike, are increasingly seeking to formulate agreements
more precisely, by clarifying the scope of treaties or the meaning
of specific obligations, in order to preserve States’ right to regulate.
Environmental clauses, as well as clauses seeking to ensure
appropriate corporate behaviour in areas such as social practices,
are becoming increasingly common, too. Making ITAs work
effectively for development remains a challenge, however.

Although international investment arbitration remains the
main avenue for resolving investment disputes, systemic challenges
are increasingly becoming apparent in the dispute settlement
system. As a result, a number of countries have been refining
the investor-state dispute settlement provisions in their I1IAs,
seeking to reduce their exposure to investor claims or increase
the efficiency and legitimacy of the dispute settlement process. In
addition, several sets of international arbitration rules — including
those of the International Centre for Settlement of Investment
Disputes (ICSID), the International Chamber of Commerce (ICC)
and the United Nations Commission on International Trade Law
(UNCITRAL) — have been or are being revised. At the same time,
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a few developing countries are turning away from international
arbitration processes, denouncing the ICSID Convention or looking
into alternative dispute resolution and prevention mechanisms.

Other investment-related initiatives

Besides investment treaties, recent policy initiatives to deal
with global challenges also have implications for international
investment.

Several efforts have been launched to establish international
principles for responsible investment in agriculture. These
include a joint initiative on promoting responsible agricultural
investment, jointly spearheaded by UNCTAD, the Food and
Agriculture Organization of the United Nations, the International
Fund for Agricultural Development and the World Bank Group.
Such principles, if embraced and implemented, could enhance
the benefits of FDI in agriculture while mitigating its potential
downsides, thereby contributing to strengthening food security
and local development.

The members of the G20 committed themselves to refraining
from protectionism in the area of trade and investment, and
asked intergovernmental organizations, including UNCTAD, to
monitor and publicly report on developments related to trade and
investment protectionism.

Efforts are also under way, both at the national and the
multilateral level, to reform the financial system and address the
weaknesses that underpinned the global financial crisis. These
will have significant implications for FDI flows. Attention needs
to be given to coherence between the emerging international
financial system and the international investment system, the
interaction of which has been largely neglected. While the two
systems have developed in parallel, both govern short- and long-
term cross-border capital flows.
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LEVERAGING FOREIGN INVESTMENT
FOR ALOW-CARBON ECONOMY

TNCs are a part of both the problem and the solution

The global policy debate on tackling climate change is no
longer about whether to take action. It is now about how much
action to take and which actions need to be taken — and by
whom. The global scale of the challenge in reducing greenhouse
gas (GHG) emissions requires an equivalent and enormous
financial and technological response. TNCs have an indispensable
contribution to make in the shift towards a low-carbon economy,
because they are significant emitters across their vast international
operations, but also because they are in a prime position to
generate and disseminate technology and to finance investments
to mitigate GHG emissions. Inevitably, TNCs are a part of both
the problem and the solution.

For 2010-2015, one estimate indicates that $440 billion
of recurring additional global investments per year are required
to limit GHG emissions to the level needed for a 2 °C target to
be met (as referred to in the Copenhagen Accord). By 2030,
the estimates range even higher, up to $1.2 trillion per year. All
studies emphasize that the financial contribution of the private
sector is essential for achieving progress in making economies
worldwide more climate-friendly, particularly in view of the huge
public fiscal deficits worldwide. To combat climate change, low-
carbon policies aimed at TNCs and foreign investment therefore
need to be incorporated into national economic and development
strategies.

The need for effective mechanisms to mobilize the private sector

The current international climate change regime has not
encouraged low-carbon foreign investment and related technology



OVERVIEW 25

flows (particularly into poor developing economies) as much as
was hoped for, despite recent increases. Following the Copenhagen
meeting in December 2009, future emission targets, the nature
of the institutions, concrete policy mechanisms and sources of
funding continue to be unclear. The main international policy
effort so far remains the Kyoto Protocol, the prospects for which
are unclear. The current climate change regime is thus failing to
generate what the private sector most needs in order to reorient
its business strategies: a clear, stable and predictable policy
framework.

The Kyoto Protocol has been praised for creating mechanisms
to reduce emissions, including the Clean Development Mechanism,
which is also seen as a way to help developing countries
achieve sustainable economic development. However, because
the Protocol’s mechanisms were designed for compliance with
emission reduction targets at the national level, this left individual
governments to decide how best to involve the private sector in
the process, thereby leading to fragmented markets.

Today, it has become clear that “grand bargaining” is not
enough, and that there is a dire need for rigorous mechanisms
both at national and international levels to effectively mobilize
the private sector’s contributions in terms of cross-border capital
flows and technology diffusions, especially to poor countries.

Low-carbon foreign investment: types and demand

Low-carbon foreign investment can be defined as the transfer
of technologies, practices or products by TNCs to host countries,
through equity (FDI) and non-equity TNC participation, such that
their own and related operations and the use of their products
and services generate significantly lower GHG emissions than
would otherwise be the case. Low-carbon foreign investment
also includes FDI undertaken to acquire or access low-carbon
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technologies, processes and products. There are two types of
low-carbon foreign investment:

e Introduction of low-carbon processes that reduce GHG
emissions related to how products are made. This includes
upgrading of TNC operations, and those of related firms
along their global value chains.

e Creation of low-carbon products and services that lower
GHG emissions in how they are used. Low-carbon products
include, for instance, electric cars, “power-saving” electronics
and integrated mass transport systems. Low-carbon services
include rendering technology solutions by reengineering
GHG-emitting processes in local companies.

Channelling low-carbon foreign investment into key sectors
(i.e. “areas of emissions™) with high mitigation potential is the
most effective way of leveraging the contribution of TNCs to lower
GHG emissions. Power, industry (including manufacturing as well
as oil and gas), transport, buildings, waste management, forestry
and agriculture are all major GHG emitters. An assessment of
projected future emissions in these sectors, combined with their
mitigation potential and cost, provides policymakers with a first
indication of where their efforts should be concentrated.

The power and industry sectors are the cornerstones of any
global effort to reduce emissions. In both sectors, TNCs have a
strong presence and are in a prime position to diffuse cleaner
technologies and processes. Industry also provides equipment
and services to help reduce emissions in other sectors. The
transport, building and waste management sectors will each
emit less than power and industry in 2030. For all three sectors,
GHG emissions are to a large extent related to consumers and
public use. In the transport sector, for instance, GHG emission
reductions require more efficient vehicles and a change in
consumer and corporate habits. In a similar vein, in the building
sector, the use of improved appliances, lighting and insulation, as
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well as alternative power sources for heating and cooling, go a
long way in reducing emissions. The waste management sector’s
emissions result largely from waste landfills and wastewater,
with potential mitigation largely about landfill methane recovery.
The two land-related sectors, agriculture and forestry have high
abatement potential; in the case of forestry one greater than its
emission — due to potential afforestation and reforestation. To all
these sectors, TNCs can make important contributions.

Low-carbon foreign investment is significant and its potential
is huge

Low-carbon FDI is estimated to have already reached a
significant level, with flows of roughly $90 billion in 2009 in
three key industries alone: (a) alternative/renewable electricity
generation; (b) recycling; and (c) manufacturing of environmental
technology products (such as wind turbines, solar panels and
biofuels). These industries form the core of initial new low-carbon
business opportunities. Over time, low-carbon investment will
permeate all industries, for example as TNCs introduce processes
to reduce GHG emissions. Looking beyond FDI, low-carbon
foreign investment is — and will be — more significant, as it also
covers non-equity forms of TNC participation such as build-
operate-transfer (BOT) arrangements.

An analysis of the three industries mentioned above reveals
the following trends:

* There has been a rapid increase in low-carbon FDI in recent
years, though it declined in 2009 as a result of the financial
crisis (fig. 7).

* Around 40 per cent of identifiable low-carbon FDI projects
by value during 2003-2009 were in developing countries,
including in Algeria, Argentina, Brazil, China, India,
Indonesia, Morocco, Mozambique, Peru, the Philippines,
South Africa, Turkey, the United Republic of Tanzania and
Viet Nam.
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* Established TNCs are major investors, but new players
are emerging, including from the South. TNCs from other
industries are also expanding into the field.

* About 10 per cent of identifiable low-carbon FDI projects
in 2003-2009 were generated by TNCs from developing
and transition economies. The majority of these investments
were in other developing countries.

Drivers and determinants of low-carbon foreign investment

Drivers (push factors) such as home-country policies, public
opinion and shareholders’ muscle are increasingly weighing
on TNCs’ decisions to invest in low-carbon activities abroad.
Many of these drivers affect foreign investment in general,
but a number are specific to climate change, for instance: (a)
outward investment promotion measures in renewable energy for
rural electrification; (b) policies that trigger the establishment
of relevant technological capabilities, which are subsequently
spread internationally; or (c) consumer pressure and shareholders’

Figure 7. FDI in three low-carbon business areas, by group of
economies, 2003—-2009
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demands leading to increased disclosure of climate change risks
and opportunities.

Locational determinants are host country-specific factors
that influence TNCs’ decisions on where to set up operations (pull
factors). Tailored policy frameworks and business facilitation are
essential to attract low-carbon foreign investment. In addition to
general determinants of foreign investment (e.g. market size and
growth, access to raw materials, different comparative advantages
or access to skilled labour), there are certain variations specific to
climate change: market-creating or -defining policies can foster
demand for new low-carbon products and services, particularly in
the power, transport, building and industry sectors — and thereby
draw in market-seeking foreign investment. Similarly, low-carbon
technologies in particular countries can attract the attention of
strategic asset-seeking foreign investors. As with any dynamic
technologies, consolidation by M&A activity may occur in the
low-carbon area; investors may also seek to participate in industry
or technology clusters to gain knowledge from agglomeration
and related effects.

Strategies for low-carbon foreign investment: pros, cons and
policy options

Developing countries are confronted with two major
challenges in responding to climate change and moving towards a
low-carbon economy: first, mobilization of the necessary finance
and investment; and second, generation and dissemination of the
relevant technology. Both are areas in which foreign investment
can make valuable contributions.

Nevertheless, developing countries need to examine the pros
and cons of low-carbon foreign investment when determining
whether or to what extent they should be facilitating it. When
adopted, such a strategy should help improve production processes
and the emergence of new technologies and industries. This can
offer advantages over and above the benefits usually associated
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with the FDI package, such as leapfrogging to new technologies,
particularly for the efficient use of energy and other inputs, as
well as first-mover advantages and attendant export opportunities
in key industries.

A number of possible disadvantages need to be weighed
against these benefits. Among them are the crowding out of
domestic companies, technological dependency, higher costs for
essential goods and services, and related social consequences.
These are challenges that LDCs and other structurally vulnerable
countries, in particular, are ill-equipped to meet alone.

When promoting low-carbon foreign investment, policymakers
need to consider the advantages and disadvantages, both in terms
of economic growth on the one hand, and environmental, human
health and sustainable development on the other, with a view to
minimizing potential negative effects and maximizing the positive
impacts. There is no “one size fits all” solution. Therefore, a
policy mix in response to country-specific conditions is desirable.
The following discussion is about policy options regarding
investment promotion, technology dissemination, international
investment agreements, corporate climate disclosure, international
support and other relevant areas. Based on these considerations
UNCTAD advocates a global partnership to synergize investment
promotion and climate change mitigation and to galvanize low-
carbon investment for sustainable growth and development. This
partnership should include, pursuing clean-investment promotion
strategies; enabling the dissemination of clean technology; securing
ITAs’ contribution to climate change mitigation; harmonizing
corporate GHG emissions disclosure; and establishing an
international low-carbon technical assistance centre to leverage
expertise, including from multilateral agencies.

Strategizing national clean investment promotion

Most countries have not factored in low-carbon investment
attraction into their current investment policy framework and
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promotion strategies, as shown by a recent UNCTAD survey of
national investment promotion agencies (IPAs). One important
step forward would therefore be to integrate the potential role
of low-carbon foreign investment into developing countries’
Nationally Appropriate Mitigation Actions (NAMA) programmes.
In particular, it would mean putting in place policies to attract
foreign investment which can contribute to the reduction of
carbon intensity in traditional industries. It would also imply
building upon emerging business opportunities for new types of
low-carbon foreign investment, such as investment in renewables,
and implementing proactive efforts to promote low-carbon
investment.

Creating an enabling policy framework. This includes
the provision of adequate investment promotion, protection and
legal security. Other supporting policies include the provision
of incentives and regional integration agreements to overcome
constraints of market size for low-carbon foreign investment.
The emergence of new areas of low-carbon foreign investment —
e.g. the production of renewable energy and associated products
and technologies, fuel-efficient or alternative-fuel modes of
transport and new building materials — is likely to require specific
policies to complement the “traditional” elements of the policy
framework.

Foreign investment into new low-carbon industries may
not be competitive in the start-up phase and may therefore
need government support, such as feed-in tariffs for renewable
energy or public procurement. In addition, such market-creation
mechanisms are likely to require revisions to the regulatory
framework, including the establishment of emission standards or
reporting requirements. There is a need for capacity development
in developing countries to enable them to deal with these complex
tasks.



32 World Investment Report 2010

Promoting low-carbon foreign investment. The promotion of
low-carbon foreign investment also has an important institutional
component. Governments need to identify opportunities for such
investment in their countries and formulate strategies to promote it.
Investor targeting, image-building, aftercare and policy advocacy
are all key functions that national IPAs could use to this end. The
latter should focus on specific economic activities when they spot
a promising opportunity for developing domestic low-carbon
growth poles and/or export potentials, and design a promotion
package in those areas. The establishment of clean technology
parks can facilitate the entry of foreign investors. IPAs can offer
matchmaking services by helping low-carbon foreign investors
to build networks and connect with local entrepreneurs. IPAs
can also advocate national policies to strengthen a country’s
attractiveness for low-carbon foreign investment.

Building an effective interface for low-carbon technology
dissemination

As a vast pool of technology and know-how, TNCs can play
a major role in diffusing low-carbon technologies to developing
countries. Nevertheless, technology dissemination is a complex
process and many developing countries face difficulties in
establishing effective policies. Among the key issues to be
considered are the following:

Technology targeting. A number of factors might affect host
governments’ prioritization and targeting of foreign investment
to boost prospects for technology dissemination. For instance, a
government may identify targets for promotion efforts through
an assessment of a country’s natural resources and created assets.
In specific segments of industries and value chains, where the
absorptive capacities of domestic companies are high but low-
carbon technology and know-how are lacking, governments can
target specific foreign investors in order to acquire the necessary
know-how. Such approaches have been taken by countries such
as Malaysia, Morocco and the Republic of Korea.
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Creating a conducive framework for cross-border flows of
technology. The key elements of a favourable environment for
cross-border flows of low-carbon technology include availability of
the requisite skills, appropriate infrastructure (e.g. some countries
are setting up low-carbon special economic zones), measures
to define and create markets in low-carbon products, targeted
incentives (e.g. to invest in the necessary R&D or technology
adaption) and a strengthened legal system. How these issues play
out varies between economies; for instance, some developing
countries have the resources to bolster education and training in the
necessary skills. Another issue for cross-border technology flows
into host countries is intellectual property (IP) rights protection.
Foreign investors in some sectors consider strong protection and
enforcement a precondition for technology dissemination, but the
actual effects differ from country to country. Concerns have been
expressed by developing countries that an IP regime should not
only support IP protection and enforcement, but also guarantee
greater access to appropriate technologies.

Promoting transmission of technology through linkages.
Domestic companies’ acquisition of technology from TNCs
depends on the type, scale and quality of the interface (for instance,
joint ventures or affiliate-supplier linkages) between the two.
One option to foster linkages is to promote the establishment of
local technological and industrial clusters. With the participation
of both domestic firms and foreign affiliates, these clusters can
help enhance the exchange of knowledge and manpower and the
establishment of joint ventures between local and international
companies.

Boosting the absorptive capacities of domestic enterprises.
Host developing countries should put in place strategies to develop
domestic capacities to absorb and adapt technology and know-how.
In this, government-driven research and development in “cutting-
edge green” technologies can play an important role. There is
scope for the establishment of regional technology synergy centres
focusing on low-carbon technologies for developing countries
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as well as the industrial and other capacities needed to put this
knowledge to work. Promoting technology dissemination may
also require strengthening of the financial and entrepreneurial
capacities of local firms. In this context, consideration should be
given to the establishment of “green development banks™.

Minimizing the negative effects of low-carbon foreign
investment

Effective industrial and competition policies are key to
tackling the negative effects of low-carbon foreign investment, such
as crowding out and attendant dependency on foreign low-carbon
technology suppliers. Industrial policies can help affected domestic
companies to improve and upgrade; an effective competition
policy framework can control the emergence of monopolies and
prevent the abuse of dominant market positions.

Social policies can also help to cushion employment impacts
and other social consequences. For instance, re-skilling measures
can help workers to adjust to new professional requirements or
can facilitate their transition to emerging industries. For all this,
poor countries will require assistance from development partners
in the framework of a renewed global partnership for sustainable
development.

Synergizing international investment agreements and climate
change policies

Attention needs to be given to the dual-edged nature of
ITAs. On the one hand, by committing internationally to a stable
and predictable investment policy environment and providing
investment protection, IIAs can contribute to increasing a country’s
attractiveness for low-carbon foreign investment. On the other
hand, IIAs can possibly constrain the host country’s regulatory
powers with respect to measures aiming to facilitate a transition
to a low-carbon economy. Relevant awards by international
arbitration tribunals suggest that IIA provisions pertaining to fair
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and equitable treatment and minimum standards of treatment,
expropriation, and umbrella clauses aimed at stabilizing the legal
framework for foreign investors merit particular attention.

Numerous policy options exist to synergize the interaction
between countries’ climate change and international investment
policies, with a view to fostering a climate-friendly interpretation
of ITAs and harnessing the potential of IIAs to ensure climate
change-friendly effects. This includes novel approaches in future
IIAs, such as strengthening IIAs’ promotion provisions with respect
to low-carbon foreign investment, and redrafting and clarifying
those ITA provisions that might lead to conflict with climate
change-related policy measures. Policymakers may also wish
to consider complementary, broader approaches. A multilateral
declaration, clarifying that IIA parties are not prevented from
adopting climate change-related measures enacted in good faith,
could help enhance coherence between the ITA and the climate
change regimes.

Dealing with carbon leakage

The potential relocation of carbon-intensive production
from highly regulated places to countries with less stringent
or no regulation on emissions has raised concerns. There are
fears that this “carbon leakage” — due to free riding — impedes
global emission reduction efforts, and that such relocations of
production may result in a loss of investment-related benefits
(e.g. tax revenues and employment) in the home country.

A debate has begun on whether to introduce border
adjustment measures (e.g. tariffs) to deal with the issue of carbon
leakage. There are technical difficulties when it comes to assessing
the carbon intensity of individual imported goods, and there are
doubts as to whether different types of border adjustment policies
would be consistent with World Trade Organization (WTO) rules.
In addition, caution is warranted for countries to guard against
possible protectionism affecting efficiency-seeking and export-
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oriented outward investment under the pretext of such carbon-
related policy measures.

The extent of carbon leakage is difficult to quantify. Further-
more, due to different business-as-usual scenarios between
countries, a new investment facility that is considered carbon-
intensive in one country could be regarded as low-carbon in
another. For poor countries in dire need of expanding their
productive capacities, such foreign investment could potentially
generate large development gains due to the tangible and intangible
assets associated with foreign investment. In the long run, however,
it is in the interest of a/l/ countries to move towards an energy-
and input-efficient low-carbon economy.

Instead of addressing the issue of carbon leakage at the
border, it could also be addressed at its source. This would involve
working through corporate governance mechanisms, such as
encouraging improved environmental reporting and monitoring.
Most notably, applying consistent emission policies across borders
— including in host countries with laxer regulation — might generate
economic and reputational benefits for TNCs. Regarding the
economic benefits, consistency throughout a company’s integrated
production system is not only in line with the logic of the value
chain (thereby facilitating the implementation of corporate carbon
policies), it can also help reduce production, monitoring and other
costs. With respect to reputational benefits, such consistency in
TNC action across jurisdictions would help brand the company
as a “good corporate citizen”. In this context, improved climate
reporting, particularly when undertaken in a harmonized and
verifiable manner, can help ensure that a company’s reputation
is based on solid ground. Further improving transparency in the
marketplace facilitates consumers’ choices.

Harmonizing corporate GHG emissions disclosure

A reliable internationally harmonized approach to measuring
and reporting corporate climate change-related emissions is vital
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for the effective implementation and assessment of climate change
policies (such as “cap and trade” schemes and carbon taxes),
the internalization of climate risk into capital markets, and the
monitoring of GHG emissions and clean technology diffusion
throughout TNCs’ value chains. Climate-related management and
reporting are common among large TNCs, but the information
being reported lacks comparability and usefulness, and information
on emissions by foreign affiliates and by value chains is often
missing. Meeting the long-standing need for a single global GHG
reporting standard requires a coordinated global response.

Unifying the work of regulatory bodies, standard-setters and
multi-stakeholder initiatives can strengthen and expedite efforts to
create a single high-quality global standard for climate disclosure.
The United Nations can facilitate this process by offering an
established international forum: the Intergovernmental Working
Group of Experts on International Standards of Accounting and
Reporting (ISAR). Policymakers can demonstrate leadership on
this issue by contributing to international efforts to harmonize
climate disclosure, and by mainstreaming best practices in
climate disclosure via existing corporate governance regulatory
mechanisms (such as stock-listing requirements) and analyst
tools (such as indexes).

Supporting developing countries

In their efforts to promote low-carbon foreign investment
and harness TNCs’ technological potential, developing countries
need assistance. Home-country measures can support outward
low-carbon foreign investment. For example, national investment
guarantee agencies could “reward” low-carbon investors by
granting them more favourable terms, for instance in the form
of a reduced fee. Another means might be credit risk guarantees
for investments into developing countries. It would also be
helpful if developed countries would increase their financial
and technological support for low-carbon growth programmes
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in developing countries. The example of China and the EU,
which have established a proactive and pragmatic climate change
partnership with a strong focus on technology cooperation and the
engagement of the business community, should be replicated.

International financial institutions (such as the World Bank
Group and various regional development banks) are actively
engaged in supporting the move towards a low-carbon economy
in developing countries. Their engagement should be geared
towards furthering partnership approaches between the public
and private sectors to help developing countries combat climate
change, including by leveraging private engagement in high-risk
areas without directly subsidizing TNC activities.

Efforts should be made to further enhance international
technical assistance for low-carbon growth in developing
countries through cross-border investment and technology
flows. An international low-carbon technical assistance centre
(L-TAC) could be established to support developing countries,
especially LDCs, in formulating and implementing national
climate change mitigation strategies and action plans, including
NAMA programmes. The centre would do so by leveraging the
requisite expertise via existing and novel channels, including
multilateral agencies. Such a centre could also provide capacity-
and institution-building in the promotion of low-carbon investment
and technology dissemination.

INVESTMENT FOR DEVELOPMENT:
CHALLENGES AHEAD

Over the last twenty years, TNCs and their international
operations have evolved in scale and form, resulting in changes
to their strategies and structure which are today shaping existing
and emerging markets and industries. Among other things, the
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integrated international production system of TNCs of the past
has been evolving towards an integrated international network
in which TNCs increasingly coordinate activities between
independent or loosely dependent entities, for instance through
outsourcing and the use of original equipment manufacturers. At
the same time, TNCs are much more involved in non-equity forms
of activity, such as build-own-operate-transfer arrangements in
infrastructure projects, than in the past. In addition, along with
TNCs’ exponential expansion worldwide has come the rise of
new players and investors, including developing-country TNCs,
state-owned TNCs, SWFs and private equity funds. This new
TNC universe has profound implications for the policies of both
home and host countries and at both national and international
levels.

Partly for this reason, the pendulum has recently been
swinging towards a more balanced approach to the rights and
obligations between investors and the State, with distinctive
changes in the nature of investment policymaking. Particularly
in light of the current financial and economic crisis, there have
been simultaneous moves to both liberalize investment regimes
and promote foreign investment in response to intensified
competition for FDI on the one hand, and to regulate FDI in
pursuit of public policy objectives on the other. This has resulted
in a dichotomy in policy directions, which contrasts with the
clearer trends of the 1950s—1970s (which focused on state-led
growth) and the 1980s—early 2000s (which focused on market-
led growth). With thinking about the rights and obligations of
the State and the investor in flux, striking the proper balance
between liberalization and regulation becomes a challenging
task. Ensuring coherence between international and domestic
investment policies and investment and other policies (economic,
social and environmental) is essential. A good example is the
interaction between investment and industrial policies which
require a joined-up approach to foster linkages and spillovers
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(including the dissemination of technology) arising from TNC
operations in host countries.

The challenge for policymakers is to fully comprehend the
depth and complexity of the TNC universe and its new interface
with the state and other development stakeholders. Meeting this
challenge requires that the tripartite investment relationship in
terms of rights and obligations between home and host countries
and foreign investors be reconfigured, to better harness the
contribution of TNCs for development. In particular, the policy
framework has to enhance critical interfaces between investment
and development, such as those between foreign investment and
poverty, and national development objectives. Indeed, TNCs have
a role to play; and, above all, the world needs a sound international
investment regime that promotes sustainable development for
all.

The new TNC universe, along with the emerging investment
policy setting, calls for a new investment-development

paradigm.

Geneva, June 2010 Supachai Panf{tchpakdi
Secretary-General of the UNCTAD
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