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Global FDI flows dip again after a low-level recovery


Geneva, 15 Oct (Kanaga Raja) -- After four quarters of low-level recovery in the wake of the global financial crisis, global foreign direct investment (FDI) flows declined again in the second quarter of the year.

 

FDI inflows in the second quarter of 2010 were down compared to the previous quarter and compared to the same quarter of last year, said the United Nations Conference on Trade and Development (UNCTAD) in its latest global investment trends covering the second and third quarters of the year.

 

Early estimates for 2010 based on FDI flows for the first and second quarter, combined with data on greenfield investments and Mergers and Acquisitions-related (M&As) flows for the third quarter, now lead to a picture of stagnant FDI activity so far for the year.

 

That would imply that 2010 flows will still be 25 per cent less than the average pre-crisis levels, and 40 per cent less than those in the peak year of 2007, even though FDI may increase modestly towards the end of the year, said UNCTAD.

 

As governments are gradually winding down stimulus packages and in some cases reducing public investment in the face of mounting public and fiscal deficits, FDI "does not appear ready to step up to the plate," said James X. Zhan, Director of UNCTAD's Investment and Enterprise Division in a press briefing on Thursday.

 

Global FDI flows actually declined again during the second quarter of 2010, he added, pointing to a picture of stagnant FDI activity for the year.

 

One of the reasons for the low level of flows in the second quarter of this year is partly due to the marked decline in intra-company loans. Another reason is due to reinvested earnings, which tumbled by 52% (in the second quarter of 2010 compared to the previous quarter), as firms repatriated a larger share of the earnings of their foreign affiliates, he said.

 

These developments were potentially aggravated by new risk factors such as potential "currency wars" and mounting trade protections, he added.

 

This has indicated that a full recovery of FDI may require renewed efforts of governments to improve the functioning of the global credit markets and the investment climate, particularly macroeconomic factors that contribute to foreign investment flows and in turn help to promote stronger economic growth, he said further.

 

"A new FDI boom clearly remains a distant prospect," said Zhan.

 

Elaborating on the risk factor of a currency war, Zhan said that the currency war is affecting FDI flows. The currency or exchange rate depreciation "is a kind of double-bladed sword to foreign investment."

 

Although the depreciation of a currency may attract foreign investment to the country where the currency has depreciated - where assets become cheap and it will also strengthen export competitiveness of foreign affiliates in the country - it also has a negative impact on the foreign affiliates, particularly those which are service foreign affiliates and also market-oriented ones, he pointed out.

 

Again referring to the notion of "currency wars", he said that more importantly, to have drastic fluctuations of the exchange rate and to engage on the larger scale could create "an unstable investment environment [and] create complications for TNC operations in the longer term perspective."

 

Aside from other risk factors such as terrorism whose threat has recently been getting bigger and trade protectionism, "the currency war may hurt the foreign investment," he underscored.

 

According to UNCTAD's Global Investment Trends Monitor (of 14 October 2010), global FDI flows registered a sharp decline during the second quarter of 2010, after a slight recovery in the second half of 2009, indicating that the expected rebound of FDI flows this year is still fraught with uncertainty.

 

The decline in FDI inflows in the second quarter was particularly pronounced in developed countries with declines leading to negative flows in some countries such as the United Kingdom (a decline of $49 billion; from $42 billion in the first quarter to -$7 billion in the second quarter of 2010), Belgium (a decline of $18 billion; from $10 billion) and Ireland (a decline of $7 billion; from $6 billion), as turmoil in the sovereign debt markets of Europe and lower-than-expected economic growth rates in some countries raised questions about the stability of economic recovery.

 

The United States also saw a decline of $20 billion, from $48 billion. Only a handful of developed countries saw their FDI flows increase - the Netherlands (up by $44 billion), Switzerland (up by $6 billion) and Norway (up by $5.5 billion), said UNCTAD.

 

Developing and transition economies continued to outperform developed countries in terms of absolute value of FDI inflows, with small decreases in FDI flows to most of the top host countries in the former group. China was the second-largest host country for FDI flows in the second quarter ($28 billion), only $0.5 billion behind the largest recipient, the United States ($28.5 billion).

 

Among the top five FDI recipients globally, three were developing and transition economies (China: $28 billion in the second quarter; Hong Kong-China: $15.1 billion; and the Russian Federation: $10.8 billion).

 

UNCTAD attributed the decline in FDI inflows to reinvested earnings and intra-company loans, two of the three components of FDI flows.

 

It said that in spite of the rising profits of foreign affiliates, reinvested earnings fell in the second quarter of 2010, as parent companies repatriated a larger share of their profits. Intra-company loans fell sharply too, as parent firms withdrew or were paid back loans from their affiliates, in particular those in developed host countries, in order to strengthen their balance sheets at home or elsewhere.

 

This was especially true of European TNCs which, after facing fears of a sovereign debt crisis spreading throughout the euro-zone during the quarter, significantly reduced loans to their affiliates in the United Kingdom and the United States, causing FDI inflows to those countries to fall. While flows from the EU declined considerably in the second quarter in the United States, those from developing regions rose.

 

"The value of cross-border M&As remained subdued in the second quarter of 2010 at $73 billion, though the number of deals continued to rise. Preliminary data for the third quarter, however, show a 27% increase in the value of activity over the previous quarter. The number of deals in the third quarter fell but remained higher than the overall average for 2009."

 

Generally speaking, said UNCTAD, the trends in cross-border M&As reflect overall improvements in business sentiments.

 

According to UNCTAD, greenfield investments (the other mode of FDI), as opposed to M&As, rose in both number and value terms in the second quarter of 2010, but in the third quarter, their value declined, although the number remained almost the same.

 

It said that a strong growth of projects in developing and transition economies accounted for much of the increase in the second quarter, but this was not enough to compensate for the loss in developed countries in the third quarter.

 

"Overall, compared with the previous year, the number of greenfield projects in 2010 has shown little change so far."

 

The rebound in cross-border M&As registered in the first three quarters gives credence to the expectation that FDI flows may slightly improve during the third and last quarters of 2010. Indeed, said UNCTAD, the second and third quarters already saw a doubling in the number of mega-deals compared to the same period in 2009 with developing and transition economies hosting more than one third of those deals.

 

Thus, overall, predicted UNCTAD, global FDI flows in 2010 will remain stable or rise moderately led by M&As.

 

"However, this assessment is fraught by the vulnerabilities of the global financial system and by new risk factors such as currency wars and related trade protectionism."

It explained that the second quarter's sharp contraction showed the continued fragility of FDI inflows. Re-invested earnings, which are a more stable component of FDI flows, dropped notably in the quarter, even as corporate profits continued to rise.

 

According to UNCTAD, this suggests that as the international financial system is continuing to struggle, TNCs are being forced to strengthen their balance sheets by recalling financial resources from their affiliates abroad.

 

"Renewed efforts may be required to improve the functioning of global credit markets and to promote stronger economic growth in developed countries and a full recovery in FDI may well be hampered until this happens," it concluded. 
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