South-North Development Monitor (SUNS) #7406 Monday 9 July 2012

FDI flows at $1.5 trillion in 2011, slow growth ahead

 

Geneva, 6 Jul (Kanaga Raja) -- Global foreign direct investment (FDI) inflows increased by 16 per cent to reach $1.5 trillion in 2011, exceeding the 2005-2007 pre-crisis average for the first time, but a resurgence in economic uncertainty and the possibility of lower growth rates in major emerging markets risk undercutting this favourable trend this year.

 

This is the assessment of the United Nations Conference on Trade and Development (UNCTAD) in its latest World Investment Report 2012.

 

UNCTAD has predicted slower FDI growth in 2012, with flows levelling off at about $1.6 trillion. It noted that leading indicators - the value of cross-border mergers and acquisitions (M&As) and greenfield investments - retreated in the first five months of 2012 but fundamentals, high earnings and cash holdings support moderate growth.

 

Longer-term projections show a moderate but steady rise, with global FDI reaching $1.8 trillion in 2013 and $1.9 trillion in 2014, barring any macroeconomic shocks, it said.

 

According to the UNCTAD report, FDI inflows rose in 2011 by 16 per cent compared with 2010, reflecting the higher profits of TNCs and the relatively high economic growth in developing countries during the year. Global inward FDI stock rose by 3 per cent, reaching $20.4 trillion.

 

The rise was widespread, covering all three major groups of economies - developed, developing and transition - though the reasons for the increase differed across the globe.

 

FDI flows to developing and transition economies saw a rise of 12 per cent, reaching a record level of $777 billion, mainly through a continuing increase in greenfield projects. FDI flows to developed countries also rose - by 21 per cent - but the growth was due largely to cross-border M&As by foreign TNCs.

 

Among the components and modes of entry, the rise of FDI flows displayed an uneven pattern. Cross-border M&As rebounded strongly, but greenfield projects - which still account for the majority of FDI - remained steady. Despite the strong rebound in cross-border M&As, equity investments - one of the three components of FDI flows - remained at their lowest level in recent years, particularly so in developed countries.

 

At the same time, said UNCTAD, difficulties with raising funds from third parties, such as commercial banks, obliged foreign affiliates to rely on intra-company loans from their parents to maintain their current operations.

 

On the basis of current prospects for underlying factors such as growth in gross domestic product (GDP), UNCTAD estimates that world FDI flows will rise moderately in 2012, to about $1.6 trillion.

 

"However, the fragility of the world economy, with growth tempered by the debt crisis and further financial market volatility, will have an impact on flows."

 

Both cross-border M&As and greenfield investments slipped in the last quarter of

2011 and the first five months of 2012. The number of M&A announcements, although marginally up in the last quarter, continues to be weak, providing little support for growth in overall FDI flows in 2012, especially in developed countries.

 

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

 

FDI flows to developed countries grew strongly in 2011, reaching $748 billion, up 21 per cent from 2010. FDI flows to Europe increased by 19 per cent, mainly owing to large cross-border M&A purchases by foreign TNCs.

 

The report said corporate restructuring, stabilization and rationalization of companies' operations, improvements in capital usage and reductions in costs are the main factors driving such M&As. Ongoing and post-crisis corporate and industrial restructuring, and gradual exits by States from some nationalized financial and non-financial firms created new opportunities for FDI in developed countries.

 

In addition, the growth of FDI was due to increased amounts of reinvested earnings, part of which was retained in foreign affiliates as cash reserves. They reached one of the highest levels in recent years, in contrast to equity investment.

 

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

 

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

 

FDI inflows to developing Asia continued to grow, while South-East Asia and South Asia experienced faster FDI growth than East Asia. The two large emerging economies, China and India, saw inflows rise by nearly 8 per cent and by 31 per cent, respectively. Major recipient economies in the Association of South-East Asian Nations (ASEAN) subregion, including Indonesia, Malaysia and Singapore, also experienced a rise in inflows.

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

 

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

 

Global FDI outflows rose by 17 per cent in 2011, compared with 2010. The rise was driven mainly by growth of outward FDI from developed countries. Outward FDI from developing economies fell slightly by 4 per cent, while FDI from the transition economies rose by 19 per cent. As a result, the share of developing and transition economies in global FDI outflows declined from 32 per cent in 2010 to 27 per cent in 2011.

 

Nevertheless, the report stresses, outward FDI from developing and transition economies remained important, reaching the second highest level recorded.

 

Outward FDI from developed countries rose by 25 per cent, reaching $1.24 trillion, with the EU, North America and Japan all contributing to the growth. Outward FDI from the United States reached a record of $397 billion. Japan re-emerged as the second largest investor, helped by the appreciation of the Japanese yen, which increased the purchasing power of the country's TNCs in making foreign acquisitions. The rise of FDI outflows from the EU was driven by cross-border M&As.

 

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

 

Specifically, outward flows from Latin America and the Caribbean have become highly volatile in the aftermath of the global financial crisis. They decreased by 17 per cent in 2011, after a strong 121 per cent increase in 2010, which followed a large decline in 2009 (-44 per cent).

 

According to UNCTAD, this high volatility is due in part to the importance of the region's offshore financial centres such as the British Virgin Islands and Cayman Islands (which accounted for roughly 70 per cent of the outflows from Latin America and the Caribbean in 2011).

 

"Such centres can contribute to volatility in FDI flows, and they can distort patterns of FDI."

 

FDI outflows from developing Asia (excluding West Asia) declined marginally in 2011, after a significant increase in the previous year. Outward FDI from East Asia decreased, while that from South Asia and South-East Asia rose markedly. FDI from Hong Kong, China, the region's largest source of FDI, declined by 14 per cent to $82 billion. FDI outflows from China also fell, to $65 billion, a 5 per cent decline from 2010.

 

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

 

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

 

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

 

"A key policy concern related to the growth in FDI flows in 2011 is that it did not translate to an equivalent expansion of productive capacity. Much of it was due to cross-border acquisitions and the increased amount of cash reserves retained in foreign affiliates (rather than the much-needed direct investment in new productive assets through greenfield investment projects or capital expenditures in existing foreign affiliates)."

 

TNCs from the United States, for example, increased cash holdings in their foreign affiliates in the form of reinvested (retained) earnings.

 

As to FDI by modes of entry, cross-border M&As rose 53 per cent in 2011 to $526 billion, as deals announced in late 2010 came to fruition, reflecting both the growing value of assets on stock markets and the increased financial capacity of buyers to carry out such operations. Rising M&A activity, especially in the form of mega-deals in both developed countries and transition economies, served as the major driver for this increase. The total number of mega-deals (those with a value over $3 billion) increased from 44 in 2010 to 62 in 2011.

 

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

 

The report says that prospects for FDI flows have continued to improve since the depth of the 2008-2009 crisis, but they remain constrained by global macroeconomic and financial conditions.

 

After a marked slowdown in 2011, global economic growth will likely remain tepid in 2012, with most regions, especially developed economies, expanding at a pace below potential and with subdued growth. Sluggish import demand from developed economies is also weighing on trade growth, which is projected to slow further.

 

The global outlook could deteriorate further, the report cautions, adding that the eurozone crisis remains the biggest threat to the world economy, but a continued rise in global energy prices may also stifle growth.

 

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

 

FDI flows are expected to come in between $1.5 trillion and $1.7 trillion, with a midpoint at about $1.6 trillion. In the medium term, FDI flows are expected to increase at a moderate but steady pace, reaching $1.8 trillion in 2013 and $1.9 trillion in 2014.

 

"The baseline scenario, however, does not take into account the potential for negative macroeconomic shocks. It is also possible that the fragility of the world economy, the volatility of the business environment, uncertainties related to the sovereign debt crisis and apparent signs of lower economic growth in major emerging-market economies will negatively impact FDI flows in the medium term, including causing them to decline in absolute terms (scenario based on macroeconomic shocks)."

 

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

 

In developing regions, inflows to Africa are expected to recover as a result of stronger economic growth, ongoing economic reforms and high commodity prices, as well as improving investor perceptions of the continent, mainly from other emerging markets.

 

In contrast, growth of FDI flows is expected to be moderate in Asia (including East and South-East Asia, South Asia and West Asia) and Latin America. FDI flows to transition economies are expected to grow further in 2012 and exceed the 2007 peak in 2014, in part because of the accession of the Russian Federation to the World Trade Organization and a new round of privatization in the region.

 

"These regional forecasts are based mainly on economic fundamentals and do not necessarily take into account region-specific risk factors such as intensifying financial tensions in the eurozone or policy measures such as expropriations and capital controls that may significantly affect investor sentiment," the report concludes. 
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