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Executive summary

Summary US$1.6trn by 2011.

Global foreign direct investment (FDI) flows over the There are a number of reasons to be optimistic
next five years will be pushed upwards by buoyant about the medium-term prospects for FDI. These
growth, competitive pressures and improvements include the ongoing global trend towards better

in business environments in most countries. But business environments, technological change and
macroeconomic, regulatory and geopolitical risks the search for competitively priced skills; and sharper
will constrain flows. Global FDI recovered strongly global competition pushing companies to seek

in 2004-06 after a deep three-year slump. Following lower-cost destinations. On balance, most host and
afurtherincrease in FDIinflowsin 2007, albeitata home governments will continue to encourage FDI.
slower rate than annual average growth in 2004-06, However, downside risks loom large. These range from

amodest and temporary declinein global FDIinflows  the risks emanating from global financial turbulence
is expected in 2008. Global FDI inflows are projected to a host of political risks.
to return to steady growth in 2009-11 and to reach

Table 1
Foreign direct investment projections
(US$ bn unless otherwise indicated)

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011

World FDI inflows 618.1 563.4 730.2 971.7 1,335.1  1,474.7 1,406.4 1,470.3 1,536.8 1,604.0
% change, year on year -27.4 -8.8 29.6 33.1 37.4 10.5 -4.6 4.5 4.5 4.4
% of GDP 1.9 1.5 1.8 2.2 2.8 2.8 2.5 2.5 2.4 2.4
FDI inflows to developed countries 421.1 354.6 379.5 546.8 824.4 940.2 879.0 925.5 972.6 1017.3
% change, year on year -25.2 -15.8 7.0 44.1 50.7 14.0 -6.5 5.3 5.1 4.6
% of GDP 1.7 1.3 1.2 1.7 2.4 2.6 2.3 2.3 2.3 2.4
% of world total 68.1 62.9 52.0 56.3 61.7 63.8 62.5 62.9 63.3 63.4
FDI inflows to emerging markets 197.0 208.9 350.7 424.9 510.7 534.6 527.4 544.8 564.2 586.7
% change, year on year -31.5 6.0 67.9 21.1 20.2 4.7 -1.3 3.3 3.6 4.0
% of GDP 2.5 2.4 3.4 3.5 3.6 3.3 2.9 2.7 2.6 2.4
% of world total 31.9 37.1 48.0 43.7 38.3 36.2 37.5 37.1 36.7 36.6
World stock of inward FDI 7,185 8,615 9,981 10,455 12,216 13,622 14,955 16,347 17,796 19,307
% change, year on year 11.4 19.9 15.9 4.7 16.9 135 9.8 9.3 8.9 8.5
% of GDP 22.1 23.6 24.3 23.6 25.6 25.9 26.5 27.4 28.3 29.0
Developed country stock of inward FDI 5,151 6,246 7,189 7,265 8,510 9,441 10,306 11,216 12,171 13,169
% change, year on year 20.7 21.2 15.1 1ol 71 10.9 9.2 8.8 8.5 8.2
% of GDP 20.6 22.2 23.0 22.3 24.9 25.6 26.4 27.8 29.2 30.4
% of world total 71.7 72.5 72.0 69.5 69.7 69.3 68.9 68.6 68.4 68.2
Emerging markets stock of inward FDI 2,034 2,369 2,792 3,189 3,706 4,181 4,649 5,130 5,626 6,139
% change, year on year -6.8 16.5 17.9 14.2 16.2 12.8 11.2 10.4 9.7 9.1
% of GDP 26.2 27.1 27.2 26.3 26.3 25.7 25.6 25.7 25.6 25.3
% of world total 28.3 27.5 28.0 30.5 30.3 30.7 31.1 31.4 31.6 31.8

Sources: National statistics; IMF; OECD; UNCTAD; all forecasts are from the Economist Intelligence Unit.
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Key trends

Key expected medium-term trends for FDIinclude the

following.

@ Aftera brief retrenchment, crossborder mergers
and acquisitions (M&As) will continue to drive
global FDI. The US and the EU15 (inclusive of
intra-EU inflows) will continue to dominate as
recipients of world FDI.

@ Despite growing protectionist sentiment, the USis
expected easily to retain its position as the world’s
leading FDI recipientin 2007-11.

@® Among emerging markets, China will remain by far
the main recipient, with almost 6% of the global
total and 16% of projected inflows into emerging
markets.

@ Thereis likely to be some acceleration of the
relocation of labour-intensive manufacturing to
emerging markets, although this is unlikely to be
as dramatic as many observers hope or fear.

@ The offshoring of services will accelerate—which
willalso feed protectionist sentiment, although
this form of internationalisation is accompanied
by relatively modest capital flows.

@ Investment by companies from leading emerging
markets is likely to continue to gainin importance.

Benign economic outlook versus heightened
political risk

Foreign directinvestors are generally a resilient
breed and security and related risks should not be
exaggerated. However, the risk of protectionism

is now appreciable, the global geopolitical climate
appears more threatening and the outlook for
securing a stable and co-operative international
trading and investment environment is worse than in
the recent past.

Multinational corporations (MNCs) are generally
bullish about the medium-term globalinvestment
outlook, and appear to be sanguine about
macroeconomic and financial risks, according to a
global survey of 602 executives conducted for this
report. However, these same executives also foresee
a marked heightening of political risks that could
undermine the success of their overseas investment
strategies.

EXECUTIVE SUMMARY

The survey reveals that political risk has jumped
towards the top of corporate agendas. Political risk
is seen as posing a considerably greater threat to
business over the next five years than in the recent
past. This is especially so for emerging markets,
where generic political risk is identified as the main
investment constraint. All four forms of political risk
(risks of political violence, FDI protectionism, and
threats associated with geopolitical tensions and
governmentalinstability having a materialimpact on
business) in emerging markets are seen asincreasing
over the next five years. For developed countries,
this is true only of FDI protectionism, but there is
widespread concern about the threat of political
violencein leading countries such as the US and the
UK, and apparent sensitivity to a range of geopolitical
risks. The respondents in the survey expressed high
rates of agreement with statements pointing to
disruptions from key sources of global risk such as
conflict between the West and Iran, Islamic radicalism
and Russian-Western tensions.

The survey thus reveals an apparent disconnect
between bullish sentiment on the investment
outlook and heightened perceptions of political
risk, especially in emerging markets. Opportunities
appear to predominate over political risk concerns,
even though these are seen as posing a considerably
greater threat to business over the next five years
thanin the recent past.

Strong growth in 2006
Global FDIinflows climbed to US$1.34trnin 2006, a
37%increasein US dollar terms on the 2005 total and
the first time since 2000 that global inflows surpassed
the US$1trn mark. This was the third consecutive year
of strong growth in global FDI inflows—by 30% or
more each yearin nominal US dollar terms—although
the weakening US dollar has boosted the nominal US
dollar-denominated totals. Global FDIinflows had
plummeted by a cumulative 60% in US dollar terms in
2001-03. Despite the recoveryin 2004-06, FDI inflows
as a percentage of the world’s GDP, at 2.8% in 2006,
were still considerably lower than their peak at the
end of the previous decade.

The global environment for FDI has been very

© The Economist Intelligence Unit
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favourablein the past few years, and it improved
furtherin 2006. Economic growth remained strong
inthe US and accelerated in other OECD countries.
Most emerging markets performed well, with China’s
economy continuing to power ahead at exceptionally
high rates. This also helped to drive up commodity
prices, which in turn fuelled growth in many other
emerging markets. Corporate profitability was strong,
interest rates were low, equity markets performed well
and real estate prices have generally been high. Ample
liquidity was available for companies to invest abroad.
World trade growth was robust and risk-aversion on
the part of internationalinvestors low.

The growth in global FDIin 2006, as wellasin
2004-05, wasin large part the result of very strong
M&A activity, including in crossborder deals (which
are the main form of FDI in the developed world). The
increase in FDIinflows in 2006 was thus especially
strong to developed economies—by more than
50%. Growth in FDI flows to emerging markets was
more modest—by 20% in 2006, similar to the rate
of expansion in 2005. Thus the share of emerging
markets in global FDI inflows declined to 38% in 2006
from a peak of 48% in 2004. Nevertheless, FDI inflows
to emerging markets reached a record of more than
US$500bn in 2006.

FDIinflows increased to record levels in most
emerging regions. There were, however, two

Table 2
New FDI projects, top recipient countries
2005 2006

No. Sharein world No. Sharein world % change,
total (%) total (%) year on year
China 1,237 11.84 1,378 11.66 11.4
India 590 5.65 979 8.29 65.9
us 563 5.39 725 6.14 28.8
UK 633 6.06 668 5.65 5.5
France 489 4.68 582 4.93 19.0
Russia 511 4.89 386 3.27 -24.5
Romania 261 2.50 362 3.06 38.7
Germany 271 2.59 333 2.82 22.9
Poland 271 2.59 324 2.74 19.6
Bulgaria 140 1.34 286 2.42 104.3

Source: Locomonitor.
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exceptions—FDI flows in 2006 declined in Sub-
Saharan Africa and in Latin America and the
Caribbean. Developing Asia received a record
US$212bn. China was again far and away the main FDI
recipient among emerging markets, with inflows of
US$78bn (China’s rank dropped from third to fourth
globally, behind the US, the UK and France).

Growth in new projects

The list of leading destination countries for FDI
projects in 2006 differs somewhat from the list of
leading recipients by FDI values. This is unsurprising,
since FDI values are heavily influenced by crossborder
M&As, rather than greenfield investments. China,
with 1,378 projects in 2006, is ranked first by the
number of new FDI projects, whereas it was fourth by
FDIinflows. India jumps to second place—although a
distant second behind China—with 979 new projects,
ahead of the US with 725 projects, the UK (668) and
France (582).

A slowdown and decline before
renewed growth
FDIinflows in 2007 should be sustained by a
strong global economy and the continued boom in
crossborder M&As that occurred in the first half of
2007. However, growth in 2007 in the global FDI
total will be modest. Globalinflows are projected at
US$1.5trn, representing 10% growth on 2006. The
high rates of recovery growth in FDIinflows of recent
years will thus not be repeated this year, as a result
of some slowdown in activity and tighter financing
conditions in the light of volatility in financial
markets. M&A activity will slow from 2005-06 levels.
There will also be fewer privatisation opportunitiesin
emerging markets compared with recent years.
Completed crossborder global M&As surged by
more than 50% year on year in the first half of 2007.
In particular, private equity funds were willing to
inject capitalinto all kinds of deals. However, volatile
financial markets will have a dampening impact on
M&A activity in the second half of 2007 and into 2008.
Even before the recent global financial turmoil, it
was clear that the frenetic activity in global M&As in
2006, which strengthened furtherin the first half of
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Table 3

FDIinflows

(2007-11 average)

US$bn  Rank % of world total US$ bn Rank % of world total

us 250.9 1 16.75 Finland 5.7 42 0.38
UK 112.9 2 7.54 Czech Republic 5.4 43 0.36
China 86.8 3 5.79 Hungary 5.1 44 0.34
France 78.2 4 5.22 New Zealand 5.0 45 0.34
Belgium 71.6 5 4.78 Ukraine 4.9 46 0.33
Germany 66.0 6 4.41 Algeria 4.7 47 0.32
Canada 63.2 7 4.22 Austria 4.0 48 0.27
Hong Kong 48.0 8 3.20 South Africa 3.2 49 0.21
Spain 44.9 9 2.99 Qatar 3.1 50 0.21
Italy 41.6 10 2.77 Pakistan 2.9 51 0.19
Netherlands 38.5 11 2.57 Serbia 2.8 52 0.19
Australia 37.8 12 2.52 Bulgaria 2.6 53 0.17
Russia 31.4 13 2.10 Croatia 2.6 54 0.17
Brazil 27.5 14 1.84 Philippines 2.4 55 0.16
Singapore 27.1 15 1.81 Slovakia 2.2 56 0.15
Sweden 26.1 16 1.74 Jordan 2.1 57 0.14
Mexico 22.7 17 1.51 Nigeria 2.1 58 0.14
India 20.4 18 1.36 Peru 2.0 59 0.14
Ireland 20.3 19 1.35 Angola 1.9 60 0.12
Turkey 20.0 20 1.33 Tunisia 1.8 61 0.12
Switzerland 18.2 21 1.22 Libya 1.6 62 0.11
Japan 13.3 22 0.89 Azerbaijan 1.6 63 0.11
UAE 12.8 23 0.85 Dominican Republic 1.6 64 0.10
Poland 12.6 24 0.84 Morocco i3 65 0.10
Chile 10.9 25 0.73 Greece 1.5 66 0.10
Portugal 9.1 26 0.61 Ecuador 1.5 67 0.10
Thailand 8.9 27 0.59 Estonia 1.4 68 0.09
Denmark 8.2 28 0.55 Cyprus 1.3 69 0.08
Saudi Arabia 7.9 29 0.52 Lithuania 1.2 70 0.08
Romania 7.7 30 0.51 Latvia 1.0 71 0.07
South Korea 7.2 31 0.48 Slovenia 1.0 72 0.07
Taiwan 7.1 32 0.47 Venezuela 1.0 73 0.07
Israel 7.0 33 0.47 Costa Rica 1.0 74 0.07
Malaysia 6.8 34 0.45 Bahrain 1.0 75 0.06
Kazakhstan 6.7 35 0.45 Bangladesh 0.7 76 0.05
Indonesia 6.6 36 0.44 El Salvador 0.6 77 0.04
Argentina 6.5 37 0.44 Cuba 0.5 78 0.04
Vietnam 6.5 38 0.44 Kuwait 0.4 79 0.03
Norway 6.4 39 0.43 Iran 0.4 80 0.02
Colombia 6.3 40 0.42 Sri Lanka 0.3 81 0.02
Egypt 6.0 41 0.40 Kenya 0.1 82 0.01

Source: Economist Intelligence Unit.

© The Economist Intelligence Unit 9
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2007, could not be sustained. The fallout from the
US sub-prime loan market will reinforce further the
slowdown in M&As that would have occurred in any
case. Our global economic forecast assumes that
the financial turbulence will be contained, in the
light of the continuing healthy fundamentals of the
world economy. Much of the M&A activity continues
to be undertaken by strategicinvestors with healthy
balance sheets and strong cash flows. The slowdown
in M&As, and FDI, is thus likely to be a soft landing,
rather than a hard crash like the one that occurred in
2001.

Theincreasein global FDIin 2007 is expected to
be slightly stronger in the developed world (14%
growth) than in emerging markets, where FDIinflows
are projected to rise by only 5% in 2007, as strong
growth ininflows into Latin America (by 20%) is offset
by weak growth of flows to Asia and a slight decline of
FDI flows to eastern Europe from their 2006 peak. FDI
into Chinais likely to be only slightly up on the 2006
figure; no growth in inflows to India is expected in
2007, and further brisk growth in inflows to Russia and
the Commonwealth of Independent States (CIS) will
be offset by a decline in flows to other east European
subregions, including the EU’s new member states.

The deceleration of growth in FDIin 2007 is likely
to be followed in 2008 by a modest fall (for the first
time since 2003) in nominal global FDI inflows—by a
projected 5%. Globalinflows are projected to return
to steady growth in 2009-11, and to reach US$1.6trn
by 2011.

Bullish investors

The survey responses on investmentintentions are
broadly consistent with our macroeconomic forecast
for global FDI flows. We forecast annual average
global FDIinflows of US$1.5trnin 2007-11, compared
with an annual average of US$843bn in 2002-06.
Two-fifths of respondents said that their companies
would “substantially increase” investments outside
their home markets over the coming five-year
period compared with the previous five years, and
52% said that they would increase their foreign
investment “moderately”. Thus more than 90%
expect their investments to increase; fewer than 1%

© The Economist Intelligence Unit
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of respondents expect to reduce substantially their
foreign investmentsin 2007-11. These intentions
were shared across all majorindustries we surveyed.

The US will remain the top destination for FDI
The US will remain the main recipient of FDI,
accounting for some 17% of the world totalin 2007-11.
However, FDIinto the EU as a whole (including intra-
EU flows) will be significantly higher than this. The EU
will also continue to outstrip the US as a source region
for directinvestment. FDI will remain geographically
concentrated. The top ten host countries are expected
to account for almost 60% of the world total; the top
20 for three-quarters of the world total. Eight of the
top 20 are emerging-market recipients.

China will remain the biggest emerging-
market destination—

FDIinto Chinais likely to rise slightly in 2007 to some
US$80bn and to grow steadily thereafter to surpass
US$90bn towards the end of the forecast period.
China s still ranked by most international firms as
their preferred investment destination, including

in the survey conducted for this report. China is
committed to meeting its World Trade Organisation
(WTO) obligations, which should boost FDI. China’s
price competitiveness will be maintained over the
forecast period. However, despite the range of factors
that underpin the expectation of buoyant FDIinto
China, some factors will keep FDI below potential.
Although China will remain open to foreign capital—
andin some aspects will liberalise even further—there
are signs of unease in China about FDI and of the FDI
protectionism thatis occurring elsewhere.

—but India will disappoint

Despite the country’s dynamism and perceived
increasing importance, actual FDI inflows to India
will be relatively modest. India’s potential to attract
FDIisvastand the government has in recent years
been adopting measures to encourage FDI. Increased
acquisitions by foreign companies will lead to higher
FDIinflows. There will be a steady increase in FDI
focused on growing domestic market opportunities,
especially in consumer goods. FDIin manufacturing
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will remain limited, although it should increase
from a low base on the back of improvements in
infrastructure.

FDIinflows are set to increase substantially during
the forecast period, but will still remain well below
potential because of persistent business environment
problems. The government’s FDI target of US$25bn
for fiscal year 2007/08 (April-March) is unlikely to be
met. Political resistance to privatisation, inflexible
labour laws and poor infrastructure will also restrict
FDIinflows.

Medium-term drivers

Global FDI flows over the forecast period will be
influenced by a combination of forces—most of them
positive, pushing FDI flows upwards, but also some
constraining factors that will keep flows below what
they might otherwise be. One of the main factors
underpinning our baseline FDI forecast is that the
solid world economic recovery is set to continue.

We forecast that global growth (at purchasing

power parity—PPP—rates) will remain buoyant; it is
forecast to average 4.6% a year over 2007-11. The
strong global performance reflects in large part the
increasing weight of fast-growing emerging markets,
especially China and India.

Other reasons to expect continued growth in FDI
include the ongoing global trend towards better
business environments; technological change and
the search for competitively priced skills; and sharper
global competition that will push companies to grow
through acquisitions or seek lower-cost destinations.
The degree of firms’ transnationalisation is also clearly
linked to their performance, as also illustrated by the
results of our survey. Firms that had a high degree of
transnationalisation—those with more than 25% of
revenue or employees outside their home markets—
were more likely to have above-average financial
performance than less internationalised firms.

The investment climate

Recent years have brought considerable improvement
in the globalinvestment climate. The liberalisation

of economies and of policies towards foreign
investors has acted as a spur to FDI. Our business
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environment rankings model provides a quantitative
representation of these trends. The business
environment rankings paint a relatively optimistic
picture of the global operating environment over the
next five years. On baseline assumptions, the global
trend for liberalisation and deregulation is expected
to continue.

A model of FDI determinants shows FDI to be very
sensitive to the quality of the business environment.
Thereis scope in almost all countries for still more
improvement than we assume will occur over the
medium term, with striking implications for FDI. For
example, under the assumption that all countries’
business environment scores for 2007-11 were a
mere 5% higher than we actually assume, our model
predicts annual average global FDI flows of US$1.7trn
rather than the actual forecast of US$1.5trn.

The difference of US$200bn per year, or US§1trn
cumulatively over the whole 2007-11 period, is a
measure of the huge opportunity cost, in terms of
forgone FDI and thus development, of suboptimal
policies.

Constraining factors

Several factors will work to dampen FDI flows and

keep them below what they would otherwise be. FDI
protectionismis one of those factors. Appeals to
security threats and fears about the consequences of
globalisation have prompted several governments

to review and in some cases tighten their FDI
regulations. Although instances of protectionism are
expected to remain limited, this will nevertheless have
some negative impact. At least some large crosshorder
deals are likely to be prevented. Some firms may be
reluctant to engagein a crossborder deal if they feel
that opposition from the host government might be
anissue. Instances of outward FDI protectionism

as well as requlatory restrictions in some emerging
markets will also have some adverse impact.

Risks loom large

Our baseline forecast for global FDI flows in 2007-11
assumes that the effects of a host of positive factors
for FDI growth will be tempered to an extent by factors
such as growing opposition to foreign capitalin

© The Economist Intelligence Unit
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Table 4
Business environment ranks and scores

2007-11 2007-11

Total score Rank

Denmark 8.76 1
Finland 8.75 2
Singapore 8.72 3
Switzerland 8.71 4
Canada 8.70 5
Hong Kong 8.68 6
us 8.65 7
Netherlands 8.64 8
Australia 8.60 9
UK 8.60 10
Sweden 8.60 11
Ireland 8.57 12
Germany 8.46 13
New Zealand 8.31 14
Belgium 8.30 15
Austria 8.24 16
Norway 8.14 17
France 8.12 18
Taiwan 8.11 19
Chile 8.04 20

12
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2002-06 2002-06 Changein Change
Total score Rank total score inrank
8.69 2 0.06 1
8.64 3 0.11 1
8.71 1 0.01 -2
8.59 7 0.12 3
8.63 5 0.07 0
8.57 8 0.11 2
8.64 4 0.01 =3
8.53 9 0.11 1
8.16 12 0.44 3
8.62 6 -0.02 -4
8.34 11 0.25 0
8.49 10 0.07 -2
7.97 16 0.48 3
8.15 13 0.16 -1
8.07 14 0.23 -1
7.87 17 0.36 1
7.99 15 0.15 -2
7.87 18 0.25 0
7.66 21 0.45 2
7.77 19 0.27 -1

Note. The model covers 82 of the largest economies in the world and scores each of these countries on a range of indicators affecting the business environment—for a five-year historical

period (currently 2002-06) and a five-year forecast period (2007-11).

some countries and the negative impact of a host of
political risks. However, it is possible that negative
international political and economic developments
could be worse than assumed, with a much more
negative impact on global FDI than in our baseline
assumptions.

The host of economic risks to our baseline
range from overleveraged financialinstitutions to
the impact of commodity price volatility. Turmoil
in financial markets could be sharper and more
prolonged than is assumed; the slowdown in the US
could be steeper than expected; there could be the
need for a more aggressive monetary policy stance
by central banks in response to higherinflationary
pressures. A sharp, sustained downward turn in global
equity markets would, for example, put paid to the
growth in M&As that underpins much FDI.

© The Economist Intelligence Unit

Arisein FDI protectionism—

Following decades of liberalisation and openness

to FDI, protectionism is on the rise and there is

a danger thatit willintensify. To the extent that
thereis a backlash against globalisation and the
economic uncertainty it entails, FDI (like free trade)
becomes suspect, especially when political and social
concerns supplement economic motives. There are
also FDI-specificissues that are fuelling protectionist
sentiment.

Alongside the continuing dominant trend of
liberalisation towards FDI, there has also been a
noticeable trend in recent years—in a number of
countries and sectors—towards various forms of
FDI protectionism. These include moves in several
countries to tighten existing investment rules or to
enact new rules to regulate foreign investments and
protect “strategic sectors” from foreign investors.
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Crossborder M&A deals have become a bone of
contention in some countries. M&A deals have been
blocked in both the developing and the developed
world. In many countries, more rigorous screening
procedures have been adopted. The growing
involvement of private equity funds in crossborder
M&As has generated considerable public criticism

in some developed countries. The rise of sovereign
investment agencies has reinforced calls for restrictive
measures.

Several Latin American countries (Bolivia, Ecuador,
Argentina, and Venezuela) have been renegotiating
contracts with MNCs. Although China’s foreign
investment regime remains open, acquisitions of
Chinese firms by foreign investors are increasingly
being questioned. In Russia several oil sector
contracts with MNCs have been renegotiated, or
MNCs have been forced to sell parts of their stakes,
and limits on foreign investment in strategic sectors
are beingintroduced. There has been an increase
in disputes between MNCs and host governments in
recent years. More than 200 international arbitration
cases concerning investment projects have been
initiated in the past few years.

A large proportion of our survey respondents
reported that they had experienced blocked M&A
deals. Thereis concern that FDI protectionism will
increase significantly in most emerging-market
regions. Thereis also concern about FDI protectionism
inthe US, although investors appear more sanguine
about the threatin other developed countries.

—especially in the energy sector

The biggest investment risks are in the energy sector.
The political risks of energy investments wax and wane
with the tightness of global oil supplies. When markets
aretightand oil prices are high, as they are now,
existing contracts are renegotiated to the benefit of
host countries, and some of the hydrocarbon reserves
are re-nationalised. The absence of internationally
agreed norms for foreign investment in energy hinders
economic developmentin the host countries, foments
aggressive geopolitical competition that threatens
global security, and will block the scale of investment
and co-operation necessary to overhaul a strained

EXECUTIVE SUMMARY

How high is the risk of increased FDI protectionismin
the following markets during the next five years, in
your view?

(% of respondents)

D High D Medium . Low . Don't know

us

Asia

Latin America and
the Caribbean

UK

Other western
Europe

Eastern Europe

Russia and
Central Asia

Middle East

North Africa

Sub-Saharan
Africa

0 20 40 60 80 100
Source: Economist Intelligence Unit survey, June 2007.

global energy system.

Political risks facing FDIin energy are likely to
continue to risein the coming years. The tensions
will reflect the large gaps inincome between rich
and poor countries, which easily inspire a backlash
against foreign investment within poor host countries
(such as Bolivia); the growing scramble for natural
resources in a fast-growing world economy, especially
in view of the rising resource demands of China, and
the possible peaking of conventional oil supplies in
the coming decade; and the rising environmental
threats, which will put many natural-resource-based
FDI projects underincreased scrutiny.

Outward FDI from emerging markets
Considerable attention is being devoted to increasing
outward investment by companies from emerging
markets. Outward FDI flows from emerging markets
amounted to some US$160bn in 2005. This increased
to an estimated US$210bn in 2006—at 17% of the
global total, a slight decline from the share in 2005.
Rapid economic growth, especially in Asia and oil-

© The Economist Intelligence Unit
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exporting countries, high prices for raw materials
and continuing investment liberalisation in some
countries have underpinned strong growth in
outflows.

Until relatively recently most FDI flows from
emerging markets took the form mainly of so-called
South-South investments. But MNCs based in
emerging economies have also in more recent years
undertaken some large, high-profile acquisitionsin
developed countries that have attracted considerable
attention. The rise of multinationals from the South
is animportant phenomenon. Itis also feeding rising
protectionist sentimentin parts of the developed
world, which makes it all the more important to keep
the development of emerging-market outward FDIin
perspective. There are still relatively few companies
from the South on the list of the worlds” major MNCs.
Despite the increase in FDI outflows from emerging
markets in recent years, these are still dwarfed by
investments originating in the developed world.
Althoughitis set to increase in the future, the present
degree of penetration of developed countries by
Southern capitalis minuscule.

The US will set the tone

Developmentsin the US will be of critical importance
to overall global trends. Thus, for example, following
the September 11th 2001 terrorist attacks, the
movement of people and goods in and out of the US
is not as free as it was previously. The USis no longer
as hospitable to foreign students and migrants. Nor
will the US operate an open-door policy with respect
to foreign capital: occasionally it will block foreign
takeovers of key US companies, which has become
more likely following recent legislative changes. All
this will make for a constrained globalisation and for
less FDI than might otherwise be the case. There s,
furthermore, a risk of more intensive protectionism
than we assume in our baseline forecast, which would
then also spill over to other parts of the world.

© The Economist Intelligence Unit
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The management of political risk

The survey revealed that many firms are not
addressing adequately their expectations of
increased political risk. Firms that outperformed

their competitors paid significantly more attention

to assessing and taking measures to manage

political risk. Better-performing companies, with
better political risk assessment capabilities, also
experienced fewer cases of expropriation, government
payment default, import/export licence cancellation,
or currency transfer restriction than other firmsin our
survey sample.

The virtuous circle of globalisation
Our survey also demonstrated that firms that
exhibited a high degree of transnationalisation—
those with more than 25% of revenue or employees
outside their home markets—were significantly
more bullish in their investment outlook than firms
that are comparatively more focused on domestic
operations. Of firms with more than one-quarter
of their employees working overseas, 45% expect
foreign investment to increase substantially in
2007-11, compared with 34% of those with a greater
home-market focus. Crucially, there also appears to
be a link between the degree of transnationalisation
and companies’ performance: those firmsin our
survey with a relatively greater presence in foreign
markets were more likely to report better than average
financial performance over the past two years (62%
compared with 53% for the less internationalised
firms).

On most survey questions, the degree of
transnationalisation did not appear to be related
to significant differences in perceptions of political
risk. But there were a few exceptions, suggesting
that the experience, and confidence, gained from
operating intensively in foreign destinations led
to a more sanguine view of some types of political
risk. Thus, perhaps ironically, more intensive
internationalisation appeared to be associated with
less fear of some of the consequences of greater
exposure to globalisation.
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1.The 2006 increase
followed 33% growth in
globalinflows in 2005
to US$972bn, and 30%
growthin 2004.

2.The 2005 FDIinflows
total was pushed in

an upward direction

by US$115bn for the

UK (owing to the
reorganisation of the
Shell Transport and
Trading Company and the
Royal Dutch Petroleum
Companyinto Royal Dutch
Shell, an essentially
accounting operation
that was recorded in the
UK’s balance of payments
asan FDIinflow),
andina downward
direction for Australia

(a net disinvestment of
US$37bn resulting from
areorganisation by News
Corporation).

3. 0rbyas muchas 76%
if the 2005 base total

is adjusted by netting
out the accounting
transactions in Australia
and the UK.

4. The estimates are based
on deflating nominal US
dollar totals by US dollar-

based import price indices,

with base year 2000, for
more than 80 countries.
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Global foreign direct investment to 2011

By Laza Kekic, Director for Country Forecasting Services,
Economist Intelligence Unit

Introduction

Global foreign direct investment (FDI) flows

will be pushed upwards by buoyant growth,
competitive pressures and improvements in business
environments in most countries. But factors such as
macroeconomic, regulatory and geopolitical risks
will constrain flows. Global FDI recovered strongly

in 2004-06 after a deep three-year slump. Following
afurtherincreasein FDIinflows in 2007, albeit ata
slower rate than annual average growth in 2004-06,
a modest and temporary decline in global FDI inflows
is expected in 2008. Global FDI inflows are projected
to return to steady growth in 2009-11, at annual rates
that are approximately equal to the rate of growth in
world GDP, and to reach US$1.6trn by 2011.

There are a number of reasons to be optimistic
about the medium-term prospects for FDI. These
include the ongoing global trend towards better
business environments, technological change and
the search for competitively priced skills; and sharper
global competition pushing companies to seek
lower-cost destinations. However, downside risks
loom large. These range from global macroeconomic
imbalances to a range of political risks.

FDI'inflows in 2006

Global FDIinflows climbed to US$1.34trnin 2006, a
37%increasein US dollar terms on the 2005 total and
the first time since 2000 that global inflows surpassed
the US$1trn mark. This was the third consecutive year
of strong growth in global FDI inflows—by 30% or
more each yearin nominal US dollar terms—although
it should also be keptin mind that the weakening

US dollar has boosted the nominal US dollar-
denominated totals.1 The growth in global FDIin
2006 would have even been even stronger were it not
for two large accounting transactions that distorted,
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and on a net basis inflated, the 2005 total. Taking out
these two accounting transactions, global FDI inflows
would have amounted to US$892bn in 2005 and the

growth in FDI inflows in 2006 would have been 50%.2

The 2004-06 recovery in global FDI flows followed a
deep slump. World FDI flows had experienced a sharp
decline after 2000, in line with the global economic
slowdown and the end of the previous merger and
acquisition (M&A) boom, reaching a nadirin 2003.
Global FDIinflows plummeted by a cumulative 60% in
US dollar termsin 2001-03 (no previous FDI downturn
in recent decades had been as severe or had exceeded
two years). Despite the recovery in 2004-06, FDI
inflows as a percentage of the world’s GDP, at 2.8%
in 2006, were still considerably lower than their level
at the end of the previous decade. The 2006 inflows
were also still slightly below the peak of US$1.4trn
recorded in 2000.

Theincreasein FDIinflowsin 2006 was especially
strong to developed economies—by more than 50%,3
which followed almost equally strong growth, of 44%,
in 2005. Growth in FDI flows to emerging markets was
more modest—by 20% in 2006, similar to the rate
of expansion in 2005. Thus the share of emerging
marketsin global FDIinflows declined to 38% in 2006
from a peak of 48% in 2004. Nevertheless, FDI inflows
to emerging markets reached a record of more than
US$500bn in 2006. It should also be keptin mind
that the 2005-06 FDI trend in emerging markets was
preceded by exceptionally strong growth of 68% in
2004 and that the FDI slump at the beginning of this
decade was less severe for emerging markets than for
developed countries.

Constant price estimates

The picture looks significantly differentin some
respects if we express FDI inflows in terms of constant
prices, using US dollar-based import price indices,
rather than in terms of current US dollars.4 The rate
of decline in world FDIinflows in 2001-03 looks



WORLD INVESTMENT PROSPECTS

somewhat deeper when measured at constant prices
and the recovery weaker in 2004-06 than at current
prices (global FDIinflows in constant prices grew at
an annual average rate of 26% in 2004-06, compared
with annual average growth of 33% in nominal US
dollar terms). At current prices, global FDIinflowsin
2006 were only 5% below the peak level reached in
2000; in constant prices in 2006 they were still some
26% below the 2000 level.

The global environment for FDI has been very
favourable in the past few years, and it improved
furtherin 2006. Economic growth remained strong
in the US and accelerated in other OECD countries.
Most emerging markets performed well, with China’s
economy continuing to power ahead at exceptionally
high rates. This also helped to drive up commodity
prices, which in turn fuelled growth in many other
emerging markets. Corporate profitability was strong,
interest rates were low, equity markets performed well
and real estate prices have generally been high. Ample
liquidity was available for companies to invest abroad.
World trade growth was robust and risk-aversion on

Table1
FDI'inflows
(US$ bn unless otherwise indicated)
1997 1998 1999
World total 491.8 7129 1,113.8
% change, year on year 23.8 45.0 56.2
Developed countries 279.0 493.8 853.0
% change, year on year 21.4 77.0 72.7
% of world total 56.7 69.3 76.6
Emerging markets 212.8 219.1 260.9
% change, year on year 27.2 2.9 19.1
% of world total 43.3 30.7 23.4
North America 114.9 197.2 308.1
Western Europe A5l 285.3 527.6
EU15 138.2 269.8 505.9
Eastern Europe 24.1 26.7 29.1
Asia-Pacific 111.0 100.8 124.2
Developing Asia 98.1 89.4 107.3
Latin America & the Caribbean 73.6 85.5 108.8
Middle East 7.1 8.2 4.9
North Africa 113 2.5 2.2
Sub-Saharan Africa 8.4 6.7 9.0

Sources: National statistics; Economist Intelligence Unit; IMF; UNCTAD.
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Sources: National statistics; Economist Intelligence Unit; IMF; OECD; UNCTAD.
the part of international investors low.
Boom in crossborder deals
The growth in global FDIin 2006, as well as in 2004-05,
was in large part the result of very strong M&A
activity, including in crossborder deals (which are the
main form of FDIin the developed world). Many
companies had accumulated large amounts of cash on
their balance sheets, and many have engaged in more
2000 2001 2002 2003 2004 2005 2006
1,408.3 851.1 618.1 563.4 730.2 971.7 1,335.1
26.4 -39.6 -27.4 -8.8 29.6 33.1 37.4
1,125.0 563.4 421.1 354.6 379.5 546.8 824.4
31.9 -49.9 -25.2 -15.8 7.0 44.1 50.7
79.9 66.2 68.1 62.9 52.0 56.3 61.7
283.3 287.8 197.0 208.9 350.7 424.9 510.7
8.6 1.6 -31.5 6.0 67.9 21.1 20.2
20.1 33.8 31.9 37.1 48.0 43.7 38.3
380.8 171.6 96.6 60.6 122.0  128.4  252.7
718.3 373.6 296.7 277.0 212.6  455.5  554.8
688.8 357.3 287.4 252.0 202.5  433.6  496.5
29.5 30.0 36.0 35.1 66.9 77.1  105.9
165.9 121.8 116.1 110.9 186.0  144.1  238.6
142.6 102.6 88.2 93.9 138.6 1741  212.4
98.3 131.2 54.7 46.9 105.0  106.3  102.5
6.6 6.5 5.5 14.2 18.7 30.4 46.2
3.2 2.7 3.4 5.2 7.8 14.8 22.3
5.7 13.6 9.0 13.4 11.3 15.2 12.2
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Table 2

FDIinflows in current and constant prices
(US$ bn unless otherwise indicated)

1999 2000
In current US$ terms
World total 1,113.8 1,408.3
% change, year on year 56.2 26.4
Developed countries 853.0 1,125.0
% change, year on year 72.7 31.9
Emerging markets 260.9 283.3
% change, year on year 19.1 8.6
In constant 2000 US$ terms
World total 1,123.7 1,408.3
% change, year on year 61.1 25.3
Developed countries 855.4 1,125.0
% change, year on year 77.0 31.5
Emerging markets 268.4 283.3
% change, year on year 24.8 5.5

WORLD INVESTMENT PROSPECTS

2001 2002 2003 2004 2005 2006
851.1 618.1 563.4 730.2 971.7 335,11
-39.6 -27.4 -8.8 29.6 33.1 37.4
563.4 421.1 354.6 379.5 546.8 824.4
-49.9 -25.2 -15.8 7.0 44.1 50.7
287.8 197.0 208.9 350.7 424.9 510.7

1.6 =315 6.0 67.9 21.1 20.2
877.4 631.7 520.2 642.1 794.5 1,039.8
=371/ -28.0 =177 23.4 23.7 30.9
585.7 431.7 319.4 326.3 439.9 633.7
-47.9 -26.3 -26.0 2.2 34.8 44.1
291.6 200.0 200.8 315.8 354.7 406.1

2.9 -31.4 0.4 57.3 12.3 14.5

Sources: National statistics; Economist Intelligence Unit; IMF; OECD; UNCTAD; Economist Intelligence Unit estimates for constant price totals.

Table 3
Completed crossborder M&A deals
(US$ bn unless otherwise indicated)

Developed

countries

2000 1,088
2001 548
2002 378
2003 324
2004 422
2005 589
2006 768

Emerging World % change, Developed countries,
markets year on year % of world total
88 1,176 49.0 92.5

98 646 -45.1 84.8

62 440 -31.9 85.9

57 381 -13.4 85.0

68 490 28.6 86.1

137 726 48.2 81.1

165 933 28.5 82.3

Source: Economist Intelligence Unit based on data from the following sources: Dealogic, as reported by OECD; Thomson Financial as reported by UNCTAD; Bloomberg.
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restructuring, a trend that has also supported
crossborder M&As. Another element is the increasein
transactions being undertaken by private equity
groups, which raised large funds and concluded a
series of multi-billion-dollar deals.>

According to the company Dealogic, global M&As—
both domestic and crossborder—were worth a record
US$3.9trn in 2006. This was a 30% increase over the
US$3trn recorded in 2005, which itself represented a
40% increase over 2004. The Economist Intelligence
Unit estimates that one-quarter of M&A deals in 2006
were crossborder transactions.6

The UKiin particular was the target country for
some of the largest crossborder M&As in 2005-06. The
largest of these was the takeover of the telephone
operator 02 by Telefonica of Spain for US$31bn
(announced in 2005 and completed in 2006). In
all, in the list of top crossborder deals completed in
2006 (see Table 4), seven out of the top 20 involved
purchases of UK companies.

Deal-making was spread fairly evenly
across the major sectors—mining and metals,
telecommunications, the financial sector, and energy
and utilities. There was also a sprinkling of major
dealsin some other sectors such as pharmaceuticals,
technology and media (see Table 4).

Itis noticeable that no companies based in
emerging markets were among the targets for the top
M&A dealsin 2006. The share of emerging markets
in global crossborder M&A sales has been gradually
increasingin the past few years—to reach almost 20%
of the totalin 2005-06, which is still considerably less
than their sharein global FDI inflows. A higher share
thanin the past of FDIinflows into emerging markets
is now made up of M&As as opposed to greenfield
investment. However, the trend of increasing M&A
sales in emerging markets does not appear to be
accelerating. Indeed, the growth in crossborder M&As
in 2006 was somewhat strongerin the developed
world than in emerging markets. Even if the emerging
markets’ share in total M&A activity creeps up in the
coming years, crossborder M&A activity will continue
to be heavily dominated by the developed countries
for some time to come.

This view also appeared to be supported by the

GLOBAL FOREIGN DIRECTINVESTMENTTO 2011 PART 1

survey of multinational corporations (MNCs) that was
conducted for this report. Respondents in the survey
said that greenfield investments would continue to
be their primary route for investment into emerging
markets in the coming five years. M&As lagged
behind, and the share of those who cited M&As as the
preferred vehicle for investing into emerging markets
rose only slightly for 2007-11 plans compared with
the situation in the previous five-year period (see
the article on the Economist Intelligence Unit survey
elsewherein this volume).

FDI flows to the developed world

FDIinflows to developed countries increased by more
than 50%in 2006, to US$824bn, although, after three
years of recovery from the deep slump at the beginning
of the decade, inflows in 2006 were still well below the
peak total of US$1.1trn recorded in 2000.

The growth in global FDIin 2006 was in particular
boosted by a recovery in FDI to the US, after it had
dropped to an exceptionally low levelin 2005.

The US was again the world’s top recipient, with
US$183.6bn ininflows, having been displaced from
the top spotin 2005 by the UK. Many west European
firms with improved earnings were drawn to the US,
where buoyant economic growth and a weaker US
dollar made US companies attractive acquisition
propositions. The UK was in second placein 2006,
with US$137.7bn ininflows. This was a considerable
decline on the US$196bn total recorded in 2005.
However, if the Royal Dutch Shell restructuring that
has been mentioned is netted out of the 2005 figure,
FDIinflows into the UKin 2006 were higher thanin
the previous year. The UK has been a major beneficiary
of the global recoveryin crossborder M&As. The value
of overseas companies’ acquisitions in the UK hitan
all-time high of US$112bnin 2006, up by almost one-
third from the 2005 total, which was already strong.

Strong growth of inflows into the euro zone

FDI flows into the euro zone surged by 51%in 2006, to
US$325bn, almost one-quarter of the world total. This
followed even stronger growth, by 76%, in 2005. The
2005-06 recovery followed a four-year steep decline
of FDI flows to the euro zone—to a low of US§122bn
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5. The relationship

between the movement

in global FDI flows and
crossborder M&As has
been extremely close,
at least since the early
1990s, as illustrated by
the graph on the previol
page.

6. Economist Intelligen

us
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Unit estimates based on

data from the following
sources: Dealogic, as
reported by the OECD;
Thomson Financial as

reported by UNCTAD; and

Bloomberg.
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Table 4
Major completed crossborder M&As, 2006
Investor company Investor country Target company Target country Value of deal Sector
(US$ bn)
ARCELOR MITTAL Netherlands ARCELOR Luxembourg 32.0 Metals
TELEFONICA SA Spain 02 PLC UK 30.6 Telecoms
FERROVIAL Spain BAALTD UK 20.0 Utilities
XSTRATA PLC Switzerland FALCONBRIDGE LTD Canada 18.0 Metals
LINDE AG Germany BOC GROUP PLC UK 16.9 Industrial
MACQUARIE BANK LIMITED Australia THAMES WATER PLC UK 14.9 Utilities
ALCATEL-LUCENT France LUCENT TECHNOLOGIES INC us 15.3 Telecoms
MULTIPLE ACQUIRERS - SOCIETE DES AUTOROUTES PARIS France 12.1 Utilities
AXA France WINTERTHUR SCHWEIZ VERS-REG Switzerland 10.9 Financial
BNP PARIBAS France BANCA NAZIONALE LAVORO-ORD Ttaly 11.4 Financial
OSPREY ACQUISITIONS Australia AWG PLC UK 10.8 Utilities
TEVA PHARMACEUTICAL IND LTD Israel IVAX CORP us 10.0 Pharma
MULTIPLE ACQUIRERS - NXP BV Netherlands 9.5 Media and entertainment
ABERTIS INFRAESTRUCTURAS SA Spain SANEF France 9.3 Utilities
GOLDCORPINC Canada GLAMIS GOLD LTD us 7.6 Metals
PORTS CUSTOMS & FREE ZONE CO UAE PENINSULAR & ORIENTAL STEAM UK 7.8 Utilities
SWISS RE-REG Switzerland GE GLOBAL INSURANCE HOLDING us 7.7 Financial
COMPAGNIE DE SAINT-GOBAIN France BPB LTD UK 7.6 Building materials
OLD MUTUAL PLC UK SKANDIA FORSAKRINGS AB Sweden 6.6 Financial
NYCOMED HOLDING AS Denmark ALTANA PHARMA AG Germany 5.8 Pharma
HILTON HOTELS CORP us LODGING ASSETS UK 5.7  Mediaand entertainment
NOVARTIS AG-REG Switzerland CHIRON CORP us 5.7 Pharma
TOSHIBA CORP Japan WESTINGHOUSE ELECTRIC CO LLC us 5.4 Consumer goods
BASF AG Germany BASF CATALYSTS LLC us 5.4 Chemical
ARCELOR Luxembourg DOFASCO INC Canada 5.2 Metals
ADVANCED MICRO DEVICES us ATI TECHNOLOGIES INC Canada 5.0 Technology
Source: Bloomberg.
in 2004 from the peak total of US$507bn recorded exchange rates) and boasting one of the world’s
in 2000. The largest host forinward FDIin the euro largest consumer markets (with a wealthy population
zone in 2006 was France, which attracted inflows of of nearly 130m), Japan should, in theory, offer inward
US$86.9bn. In the absence of large crossborder deals  investors ample rewards. The reality is rather
(with the partial exception of foreign investmentin different. FDI inflows into Japan were more than
a privatised toll roads operator), FDI was dominated halved in 2005 to US$3.2bn (a mere 0.1% of GDP, one
by reinvested earnings and intra-company loans. of the lowest ratios in the world), from what was a

Germany was the second main recipient countryinthe  modest average of US$7.3bnin 2001-04, and large
euro zone, with inflows of US$43.4bn. FDIinflowsinto  disinvestments meant thatinward FDI flows turned
Ttaly—traditionally a low recipient country—almost negative, at US$-6.8bn, in 2006. Officially, the
doubled in 2006, to US$39bn, mainly as a result of Japanese government welcomes inward FDI. In
some major financial sector M&As. practice, however, Japan’s FDI regime remains

As the world’s second-largest economy (at market  difficult, owing to the complex regulatory
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environment that appears designed to protect

domestic players. In addition, high labour costs, weak

growth in recent years and cultural barriers also help
to explain the low FDI levels.”

FDI flows to emerging markets

FDI flows to emerging markets increased by 20% in
2006, to US$511bn. As noted, the increase of FDI to
emerging markets in 2005-06 was weaker than that
to developed countries, in part because there had
already been a strong emerging-market recovery in
2004, and the general post-2000 slump in FDI had
been less severe in emerging markets thanin the
developed world.

Nevertheless, FDI flows to emerging markets
surpassed US$500bn for the first time. Asin the
developed world, increased corporate profits
and favourable financing conditions fuelled FDI
growth. Emerging markets have performed wellin
recent years, as the global environment has been
supportive and they have improved their economic
fundamentals—many have been implementing
market-friendly reforms and most have consolidated
macroeconomic stability. Thus, although cyclical
factors, such as strong external demand and the
commodity price boom, have predominated in
explaining recent FDI growth, in some countries
structural factors have also been at play.

Services dominate inflows
FDIin emerging markets’ banking, telecoms and real
estate sectors was particularly strong, as several
countries relaxed restrictions on foreign ownership
and undertook major privatisations in services. Most
of the largest M&As in 2006 in emerging markets
occurred in the banking and telecoms sectors. FDIin
real estate was strongin India, Turkey, and several
countriesin eastern Europe and the Middle East
and North Africa. More than half of the FDI stock in
emerging markets is now in the services sector.8
FDIinflows increased to record levelsin most
emerging regions. There were, however, two
exceptions—FDI flows in 2006 declined in Sub-
Saharan Africa and in Latin America and the
Caribbean. Developing Asia received a record

Table 5
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FDIinflows, main recipients

(US$ bn)

North America
us

Canada
Western Europe
Belgium
France
Germany
Ireland

Ttaly
Netherlands
Spain

Sweden

UK

Eastern Europe
Czech Republic
Hungary
Kazakhstan
Poland
Romania
Russia

Asia & Australasia
Australia
China

Hong Kong
India

Japan
Malaysia
Singapore
South Korea
Latin America
Argentina
Brazil

Chile

Colombia

Mexico

2002

74.5
22.2

18.1
49.5
53.6
29.5
14.7
25.5
40.0
12.2
25.5

8.5
3.0
2.6
4.1
1.1
3.5

17.0
49.3
.7
5.6
@)1l
3.2
7.2
2.4

2.1
16.6
2.6
2.1
19.4

2003

53.1
7.5

34.5
43.1
30.9
22.4
16.5
20.4
25.6

5.0
27.6

2.0
2.2
2.1
4.6
1.8
8.0

8.1
47.1
13.6

4.3

6.2

2.5
10.4

3.5

1.7
10.1
4.3
1.8
15.3

2004

122.4
-0.4

444
38.7
-8.9
-11.0
16.8
2.0
24.8
11.5
77.9

5.0
4.5
4.2
12.9
6.4
15.4

36.6
54.9
34.0
5.8
7.8
4.6
14.8
©).2

4.6
18.2
7.2
3.1
22.4

2005 2006
99.4 183.6
28.9 69.0
32.0 72.5
70.7 86.9
35.3 43.4
-29.7 12.8
19.6 39.0
40.4 3.8
24.6 20.2
10.2 27.2

195.6 137.7

11.6 6.0
7.5 6.1
2.0 6.1
9.6 14.5
6.5 11.4

12.8 28.7

=51l 24.7

79.1 78.1

33.6 42.9
6.7 17.5
3.2 -6.8
4.0 6.1

20.1 25.7
6.3 3.6
5.0 4.8

15.2 18.8
7.0 8.1

10.3 6.3

19.7 19.0

Sources: National statistics; Economist Intelligence Unit; IMF; OECD; UNCTAD.
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7. Seealso box later in this
article on FDI'into Japan
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8. World Bank, Global
Development Finance
2007.
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FDI inflows in developed countries and emerging markets
(US$ bn)
‘ ] Developed countries [ Emerging markets
1,200
1,000
800
600 —
400
200
1997 98 99 2000 01 02 03 04 05 06
Sources: National statistics; Economist Intelligence Unit; IMF; OECD; UNCTAD.

US$212bn—anincrease by 22% on 2005, just above
the average rate of increase for emerging markets.
This followed growth by 26% in 2005 and 48% in
2004. China was again far and away the main FDI
recipient among emerging markets, with inflows of
US$78bn (China’s rank dropped from third to fourth
globally, behind the US, the UK and France).

FDIinflows into India grew strongly to US$17.5bn
in 2006, two and half times the US$6.7bn recorded in
2005. Theincreasein FDI flows into India was owing
toincreased M&A activity, a booming property market
and the increased ability of some investors to find ways
around remaining entry restrictions. However, some
US$4.6bn of the 2006 recorded inflow was owing to
two accounting transactions by the UK-based Cairn
Energy and its Indian arm’s initial public offering
(IPO). These transactions resulted in an FDI inflow
and outflow of the same amounts. Nevertheless, even
if these are deducted from the 2006 inflow, growth

was still strong. Inflows into India are, however, still
dwarfed by the amounts that China receives.
FDIinflows into the transition economies of
eastern Europe reached a record total of US$106bn
in 2006, up by more than one-third on the US$78bn
received in 2005. This region thus displaced for the
first time Latin America and the Caribbean as the
second mostimportant emerging-market destination
for FDI. The 2006 increase affected most economies
inthe area. The growth was the result of large-scale
privatisation sales in some countries; growth in
reinvested earnings, as well as a real estate boom in
many new EU member states; ongoing strong growth
in FDIinto previous laggards such as the Balkans; and
commodity investments into some members of the
Commonwealth of Independent States (CIS). There
was a very strong increase in FDI flows into Russia,
which more than doubled in 2006, to US$28.7bn,
and made up more than one-quarter of the regional

Top emerging-market FDI recipients, 2006
(US$ bn)
80

70 1
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50 4+
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10 4 — — — —

China Hong Kong Russia Singapore

Sources: National statistics; Economist Intelligence Unit; IMF; UNCTAD.
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FDI inflows into emerging markets, 2004-06
(US$ bn)
| [ ] 2004 ] 2005 ] 2006
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Sources: National statistics; Economist Intelligence Unit; IMF; UNCTAD.

total. The lure of ample market opportunities and very
strong consumer spending growth in Russia more
than offset the impact of some deterioration in the

business environment—especially as far as investment

in natural resources is concerned.

In Turkey large-scale M&As in the banking sector
and foreign purchases of real estate underpinned a
surge of FDIinflows to a record US$20bn in 2006,
double the 2005 total—which was itself far above the
paltry amounts of US$1bn-2bn that had been invested
in previous years.

A small decline in inflows to Latin America

Inflows of US$102.5bn to Latin America and the
Caribbeanin 2006 represented a decline on the 2005
total of US$106.3bn. Nevertheless, inflows into the
region had already more than doubled in 2004-05,
after being reduced to a low of US$47bn in 2003.
The performance in 2006 and the maintenance of
inflows of over US$100bn was still respectable and
was sustained by the region’s economic recovery,
improved macroeconomic environment and strong
demand for commodities. However, the inflows in
2004-06 were still far below the record highs seenin
2001.

As usual, FDIinflows into Brazil and Mexico
dominated regional FDI (comprising more than one-
third of totalinflows, although the 2006 Mexico
total was slightly down on 2005). A sizeable share
was, as usual, also owing to inflows into Caribbean
tax havens (Bermuda, the Cayman Islands and the
British Virgin Islands). FDIinflows to Chileincreased

to an estimated US$8.1bn as a result of strong

growth in reinvested earningsin the mining sector.
By contrast, FDIinflows to Colombia declined sharply
from one-off, privatisation-related record inflows

of US$10.3bnin 2005. In the Andean countries, a
trend towards greater state control of the natural
resources sector and less favourable fiscal regimes for

investors in Bolivia, Ecuador and Venezuela dampened

investment.

FDI grew strongly in 2006 in both North Africa
(by 51%, to an estimated US$22.3bn, with Egypt
accounting for some 45% of the total) and the
developing Middle East® (by 25%, to some US$32bn—
a record total for the region, despite the high political
and security risks). A surge in FDIis being driven by a
boom in privatisation and strong regional liquidity.
Inflows increased to just about every economyin both
North Africa and the Middle East.

FDIinflows into Sub-Saharan Africa dropped to an
estimated US$12.2bn in 2006—a 20% drop on the
2005 record inflow of US$15.2bn, mainly because of
developmentsin South Africa. In 2005 a large part
of the regionalinflow was owing to several M&As in
South Africa. In 2006, in turn, large disinvestments
meant that inward FDI was slightly negative for
South Africa. High prices and strong global demand
for commodities were the main drivers of FDI flows
in other countries. Angola, Equatorial Guinea
and Nigeria were the region’s only significant FDI
recipients and this was almost exclusively in the form
of oil sector investments.

© The Economist Intelligence Unit

9. The Middle East
excluding Israel.
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Concentration of FDI

Despite theincrease in FDIinto some previously
poorly performing emerging-market regions, the
concentration of FDI flows into emerging markets
remains relatively high. The top ten recipient
countries accounted for 55% of all inflows to emerging
marketsin 2006. The concentration is nevertheless
down on the 70%-plus recorded in the late 1990s.
Among the top tenin 2006 were the main traditional
FDI recipientsin the emerging-market world—China,
Brazil, Mexico and Poland, as well Hong Kong and
Singapore. Russia (ranked third), Turkey (fifth) and
India (eighth) are relative newcomers to the top ten.

Inward FDI stocks

The value of the globalinward FDI stock climbed to
more than US$12trn by the end of 2006, more than
double the 2000 totalin nominal terms. As a share of

WORLD INVESTMENT PROSPECTS

world GDP, the inward FDI stock increased from 19% to
an estimated 26% over the same period. The US inward
FDI stock was by far the highestin the world—almost
twice the stockin the UK, but was still only equal to
some 15% of US GDP. France was in third place, with a
stock estimated at US$783bn (35% of GDP), ahead of
Germany in fourth place (US$761bn; 26% of GDP) and
Chinain fifth (US$699bn; 26% of GDP).

Thereis considerable variation across countries
in the degree of FDI penetration (as measured by the
ratio of the stock of inward FDI to GDP) around the
global average ratio of about 25%. Reflecting the
differential experience in recent decades of countries
around the world in attracting FDI, it ranges from
extremely high ratios in excess of 100% for Hong
Kong, Ireland and Singapore to extremely low ratios
for Japan, Iran and Kuwait (less than 3%).

Inward FDI stock, end-2006
(US$ bn)
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Leading outward investors
(Outward FDI stock, end-2006; US$ bn)
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Sources: National statistics; Economist Intelligence Unit; IMF; UNCTAD.
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Inward FDI projects

Looking at FDI trends by the number of projects,
irrespective of their size, or values, also confirms that
2006 was a strong year for global FDI performance.
According to data from Locomonitor, there were
11,814 new FDI projects worldwide in 2006. This
represented growth of 13% on the 2005 total, a
considerable acceleration on growth rates for new
projects of 8% in 2004 and 2% in 2005.

The list of leading destination countries for FDI
projectsin 2006 differs somewhat from the list of
leading recipients by FDI values. This is unsurprising,
since FDI values are heavily influenced by crossborder
M&As, rather than greenfield investments. China,
with 1,378 projects in 2006, is ranked first by the
number of new FDI projects, whereas it was fourth by
FDIinflows. India jumps to second place—although a
distant second behind China—with 979 new projects,
ahead of the US with 725 projects, the UK (668) and
France (582).

Whereas the list of the top recipients by FDI values
is dominated by developed countries, for projects
emerging markets are better-represented. Among the
top tenin 2006 are six emerging markets—including
four from eastern Europe (Russia, Romania, Poland
and Bulgaria). The ranking by project numbers
thus also corresponds more closely to the list of
most attractive FDI destinations from our survey of
investors (see the article by Matthew Shinkman in this
volume).

Trends in outward FDI

In 2006 the US regained its traditional role as the
world’s main outward investor, as its outward FDI
flows reached US$249bn, 20% of the world total.10
Reinvested earnings accounted for about half of

US outward investmentin 2006, in contrast to the
massive repatriation of funds by US investorsin 2005
(driven by changes in US corporate tax laws). Despite
the upsurge in global M&As, the weak US dollar
contributed to the fact that US companies were not
especially active in acquiring new corporate assets
abroad. Foreign equity investment by US companies of
some US$40bn in 2006 was similar to the total for US
crossborder acquisitions in 2005.11

GLOBAL FOREIGN DIRECTINVESTMENTTO 2011 PART 1

Table 6
New FDI projects, top recipient countries
2005 2006

No. Shareinworld No. Shareinworld % change,
total (%) total (%) yearonyear
China 1,237 11.84 1,378 11.66 11.4
India 590 5.65 979 8.29 65.9
us 563 5.39 725 6.14 28.8
UK 633 6.06 668 5.65 5.5
France 489 4.68 582 4.93 19.0
Russia 511 4.89 386 3.27 -24.5
Romania 261 2.50 362 3.06 38.7
Germany 271 2.59 333 2.82 22.9
Poland 271 2.59 324 2.74 19.6
Bulgaria 140 1.34 286 2.42 104.3
UAE 226 2.16 282 2.39 24.8
Spain 152 1.46 242 2.05 59.2
Hungary 206 1.97 235 1.99 14.1
Vietnam 169 1.62 196 1.66 16.0
Singapore 159 1.52 189 1.60 18.9
Canada 206 1.97 177 1.50 -14.1
Czech Republic 149 1.43 174 1.47 16.8
Mexico 137 1.31 170 1.44 24.1
Hong Kong 125 1.20 151 1.28 20.8
Japan 121 1.16 145 1.23 19.8
Brazil 170 1.63 145 1.23 -14.7
Ireland 193 1.85 140 1.19 -27.5
Ttaly 140 1.34 138 1.17 -1.4
Netherlands 109 1.04 129 1.09 18.3
Australia 110 1.05 126 1.07 14.5
Ukraine 125 1.20 124 1.05 -0.8
Malaysia 93 0.89 123 1.04 32.3
Sweden 105 1.01 120 1.02 14.3
Slovakia 118 1.13 115 0.97 =2.5
Thailand 117 1.12 111 0.94 -5.1

Source: Locomonitor.

The other main investing countries in 2006 were
France (US$136.3bn), which had also recorded
a high totalin 2005 (US$133.6bn); Switzerland
(US$81.6bn); and the UK (US$79.8bn), although
outflows from the latter declined from the levelsin
2004-05. French outward investment reflected a
high level of foreign acquisitions. About 30% of the
outflows were accounted for by the five largest foreign
M&As by French companies, including, notably,

© The Economist Intelligence Unit

10. Many problems in
statistical coverage (which
for many countries tend

to affect the recording

of outward investment
even more than of inward
investment) mean that
atthe global levelinward
and outward flows never
match and the discrepancy
canin some years be

considerable.

11. See OECD, Trends and
Recent Developments in
Foreign Direct Investment,

June 2007, p. 4.
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Table7
Global FDI outflows
(US$ bn unless otherwise indicated)
1999 2000 2001 2002
World 1,076.7 1,267.0 768.2 541.0
% change, year on year 52.3 17.7 -39.4 -29.6
Developed countries 1,004.0 1,104.2 687.0 477.2
% of total 93.2 87.2 89.4 88.2
Emerging markets 72.7 162.8 81.2 63.8
% of total 6.8 12.8 10.6 11.8

2003
546.0
0.9
505.2
92.5
40.8
7.5
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2004
817.6
49.7
723.2
88.4
94.4
11.6

2005
891.5
9.0
731.2
82.0
160.3
18.0

2006
1,260.7
41.4
1,050.5
83.3
210.2
16.7

Sources: National statistics; Economist Intelligence Unit; IMF; OECD; UNCTAD.

12.1bid, p. 5.

13. UNCTAD, World
Investment Report 2006;
OECD, Trends and Recent
Developments in Foreign
Direct Investment, June
2007; World Bank, Global
Development Finance
2007; UNCTAD, “The
emerging landscape of
foreign direct investment:
some salientissues”,
TD/B/COM.2/77, February
15t 2007.
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Alcatel’s acquisition of US-based Lucent and AXA’s
takeover of the Swiss insurer Wintherthur.12

German firms’ FDI outflows amounted to US$79bn
in 2006—the second year of recovery from unusually
low levels in 2002-04, which had in part been affected
by corporate tax reforms. Germany’s investment was
concentrated in the EU15 and the US, whereas central
and eastern Europe received relatively little—despite
ongoing concernsin Germany about a supposed
threat of a major relocation of German capital and
jobs to the east.

FDI outflows from Japan in 2006 increased to
US$50.2bn, from US$45bn in 2005—the 2005 figure
was the highest for Japan since 1990. Japanese
outward investors have benefited from the high
profitability of their overseas assets in recent years,
and they have increased their reinvestments in host
economies.

Outward flows from emerging markets
Considerable attention has lately been devoted
toincreasing outward investment by companies

from emerging markets.13 Significant outward FDI
flows from emerging markets are a relatively recent
phenomenon. Although almost all developing
countries remain netimporters of FDI, several of
them have nevertheless emerged in recent years as
important outward investors. Unsurprisingly, itis
the relatively more advanced economies—certain
countries in the Association of South-East Asian
Nations (ASEAN), some east-central European
economies, South Africa, Russia, and a few within
South America—as well as China, that have taken the
lead.

We estimate that outward FDI flows from emerging
markets, including from offshore financial centres,
amounted to some US$160bn in 2005. This was the
highest level ever recorded and represented 18% of
world outflows—still far below the share of emerging
markets in inward flows of 44% in that year, buta
sharper rise on their share in global outward flows of
12%in 2004. This rose to an estimated US$210bn in
2006—at 17% of the global total, a slight decline from
the sharein 2005. Rapid economic growth, especially

FDI outflows from emerging markets, 2006

(US$ bn)
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Global FDI inflows, 2005-11
(US$ bn)
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in Asia and oil-exporting countries, high prices for raw
materials and continuing investment liberalisation in
some countries have underpinned strong growth in
outflows.

Until relatively recently most FDI flows from
emerging markets took the form mainly of so-called
South-South investments. These are still significant.
South-South investment has and will continue to
be driven by comparative advantages such as local
knowledge and geographicand cultural proximity.
Investors from emerging economies play an important
role especially in Sub-Saharan Africa, with South
Africa emerging in recent years as one of the largest
source countries. China and, to a lesser extent,

Brazil, India, Malaysia and Russia have been active
in natural resources. In the Middle East and North
Africa, investment from the Gulf countries has been
important.

FDI between Asian countries accounts for almost
half of all FDIinflows to the region and there is
evidence of increasing intra-ASEAN flows. In China,
the four largest emerging Asia investors (Hong Kong,
South Korea, Taiwan and Singapore) accounted for
some 40% of the FDI amount invested in 2006, with
Hong Kong alone representing 30%.14In eastern
Europe, too, intra-regional flows are on the rise. FDI
by so-called Translatinas accounts for anincreasing
share of total FDIin Latin America.15

However, MNCs based in emerging economies have
alsoin more recent years undertaken some large, high-
profile acquisitions in developed countries. A few large

MR&As that have involved companies from emerging
markets have attracted considerable attention. Recent
examples (see Table 9) include: the US$17bn purchase
by Brazil's CVRD of Inco of Canada, making CVRD the
world’s second-largest mining company; and two
US$14bn deals—Mexico-based Cemex’s purchase of
Rinker of Australia and the acquisition by India’s Tata
Steel of the Anglo-Dutch Corus.

The rise of multinationals from the South is an
important phenomenon. As discussed elsewhere in
this volume, itis also feeding rising protectionist
sentimentin parts of the developed world, which
makes it all the moreimportant to keep the
development of emerging-market outward FDIin
perspective. There are still relatively few companies
from the South on the list of the world’s major MNCs.
Despite the increase in FDI outflows from emerging
markets in recent years, these are still dwarfed by
investments originating in the developed world.
Although itis set toincrease in the future, the present
degree of penetration of developed countries by
Southern capitalis minuscule.

© The Economist Intelligence Unit

14. OECD, Trends and
Recent Developments in
Foreign Direct Investment,
June 2007, p. 15.

15. UN Economic
Commission for Latin
American and the
Caribbean, Foreign
Investment in Latin
America and the Caribbean,
2007. Thierry Ogier,

“Latin America’s emerging
multinational companies”,
Latin America Regional
Overview, June 2007,
Economist Intelligence
Unit.
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Table 8
FDI projections
(US$ bn unless otherwise indicated)

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011

World FDIinflows 618.1 563.4 730.2 971.7 1,335.1 1,474.7 1,406.4 1,470.3 1,536.8 1,604.0
% change, year on year -27.4 -8.8 29.6 33.1 37.4 10.5 -4.6 4.5 4.5 4.4
% of GDP 1.9 1.5 1.8 2.2 2.8 2.8 255 25 2.4 2.4

FDIinflows to developed countries 421.1 354.6 379.5 546.8 824.4 940.2 879.0 925.5 972.6 1,017.3
% change, year on year -25.2 -15.8 7.0 44.1 50.7 14.0 -6.5 5.3 5.1, 4.6
% of GDP 1.7 1.3 1.2 1.7 2.4 2.6 2.3 2.3 2.3 2.4
% of world total 68.1 62.9 52.0 56.3 61.7 63.8 62.5 62.9 63.3 63.4

FDIinflows to emerging markets 197.0 208.9 350.7 424.9 510.7 534.6 527.4 544.8 564.2  586.7
% change, year on year =311%5 6.0 67.9 21.1 20.2 4.7 =1°3 3.3 3.6 4.0
% of GDP 2.5 2.4 3.4 3.5 3.6 3.3 2.9 2 2.6 2.4
% of world total 31.9 37.1 48.0 43.7 38.3 36.2 37.5 37.1 36.7 36.6

World stock of inward FDI 7,185 8,615 9,981 10,455 12,216 13,622 14,955 16,347 17,796 19,307
% change, year on year 11.4 19.9 15.9 4.7 16.9 11.5 9.8 9.3 8.9 8.5
% of GDP 22.1 23.6 24.3 23.6 25.6 25.9 26.5 27.4 28.3 29.0

Developed country stock of inward FDI 5,151 6,246 7,189 7,265 8,510 9,441 10,306 11,216 12,171 13,169
% change, year on year 20.7 21.2 15.1 1.1 17.1 10.9 9.2 8.8 8.5 8.2
% of GDP 20.6 22.2 23.0 22.3 24.9 25.6 26.4 27.8 29.2 30.4
% of world total 71.7 72.5 72.0 69.5 69.7 69.3 68.9 68.6 68.4 68.2

Emerging markets stock of inward FDI 2,034 2,369 2,792 3,189 3,706 4,181 4,649 5,130 5,626 6,139
% change, year on year -6.8 16.5 17.9 14.2 16.2 12.8 11.2 10.4 9.7 9.1
% of GDP 26.2 27.1 27.2 26.3 26.3 25.7 25.6 25.7 25.6 25.3
% of world total 28.3 275 28.0 30.5 30.3 30.7 31.1 31.4 31.6 31.8

Sources: National statistics; IMF; OECD; UNCTAD; all forecasts are from the Economist Intelligence Unit.

The forecast: a slowdown tighter financing conditions in the light of volatility
and decline before renewed in financial markets. M&A activity will slow from

2005-06 levels. There will also be fewer privatisation

grOWth opportunities in emerging markets compared with
recentyears.
The outlook for 2007 According to data from Dealogic, announced global
FDIinflowsin 2007 should be sustained by a M&As in the first half of 2007 increased by 51% to
strong global economy and the continued boomin US$2.8trn, from US$1.9trn in the first half of 2006.
crossborder M&As that occurred in the first half of On the basis of data from Bloomberg, we estimate
2007. However, growth in 2007 in the global FDI that completed crossborder M&As surged by more
total will be modest, especially compared with the than 50%in the first half of 2007, to some US$650bn.
growth ratesin 2004-06. Globalinflows are projected  Industry consolidation fuelled the continued surge
at US$1.5trn, representing 10% growth on 2006, in M&As in the first half of 2007, despite signs that
and the first time this decade that the nominal US the benign lending environment that underpinned
dollar total will have exceeded the peak achieved the boom was coming to an end. In particular, private
in 2000. The high rates of recovery growth in FDI equity funds were willing to inject capitalinto all
inflows of recent years will thus not be repeated this kinds of deals. Private equity transactions represented
year, as a result of some slowdown in activity and about 20% of all M&A activity worldwide in the
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WORLD INVESTMENT PROSPECTS

first half of 2007, in line with a trend that has been
building since the end of 2003. However, volatile
financial markets will have a dampeningimpact on
M&A activity in the second half of 2007 and into 2008.

Even before the recent global financial turmoil, it was
clear that the frenetic activity in global M&Asin 2006,
which strengthened furtherin the first half of 2007,
could not be sustained. The fallout from the US sub-
prime loan market will reinforce further the slowdown in
M&As that would have occurred in any case.

Our global economic forecast assumes that the
financial turbulence will be contained, in the light
of the continuing healthy fundamentals of the world
economy. Global growth is still strong, and profit
growth remains robust. Much of the M&A activity

GLOBAL FOREIGN DIRECTINVESTMENTTO 2011 PART 1

continues to be undertaken by strategicinvestors
with healthy balance sheets and strong cash flows.
European activity in particular remains more
corporate-driven than based on activity by private
equity funds—in the first half of 2007 leveraged
buyouts represented 13% of European deal volume,
compared with 35%in the US.

The slowdown in M&As, and FDI, is thus likely to be
a soft landing, rather than a hard crash like the one
that occurred in 2001. Diverse and expanded funding
sources for M&A will provide a cushion. Deals by
private equity funds will be hit most, possibly severely
fora period of time. Even here, however, activity
might continue by some large funds, which are more
diversified than they were at the start of the decade.

Table 9
Major completed crossborder M&As, Jan-Jun 2007
Investor company Investor country Target company Target Value of deal
coutry (US$ bn)
IBERDROLA SA Spain SCOTTISH POWER PLC UK 28.9
KKR & CO LP us ALLIANCE BOOTS PLC UK 24.2
JAPAN TOBACCO INC Japan GALLAHER GROUP PLC UK 19.5
CEMENTOS MEXICANOS Mexico RINKER GROUP Australia 14.0
CIA VALE DO RIO DOCE-PREF A Brazil INCO LTD Canada 16.7
ASTRAZENECA PLC UK MEDIMMUNE INC us 14.7
VODAFONE GROUP PLC UK HUTCHISON ESSAR LTD India 13.1
TATA STEEL LIMITED India CORUS GROUP PLC UK 13.5
ALLIANZ SE-REG Germany AGF - ASSUR GEN DE FRANCE France 12.7
NYSE EURONEXT us EURONEXT NV Netherlands 12.1
ENEL SPA Ttaly ENDESA SA Spain 11.0
CITIGROUPINC us NIKKO CORDIAL CORP Japan 7.8
CREDIT AGRICOLE SA France  CASSA RISPARMIO PARMA E PIAC Italy 7.5
ROYAL DUTCH SHELL PLC-A SHS Netherlands SHELL CANADA LTD Canada 7.3
MULTIPLE ACQUIRERS - US FOODSERVICE us 7.1
MULTIPLE ACQUIRERS - TELEDIFFUSION DE FRANCE FR 6.5
HINDALCO INDUSTRIES LIMITED India NOVELIS INC us 5.7
SCHNEIDER ELECTRIC SA France AMERICAN POWER CONVERSION us 5.5
ARCELOR MITTAL Netherlands ARCELOR BRASIL SA Brazil 5.4
CENTRO PROPERTIES GROUP Australia NEW PLAN EXCEL REALTY TRUST us 5.2
TERRA FIRMA CAPITAL PARTNERS UK PEGASUS AVIATION FINANCE CO us 5.2
DANSKE BANK A/S Denmark SAMPO BANK PLC Finland 5.2
SWISSCOM AG-REG Switzerland FASTWEB Italy 5.2

Source: Bloomberg.
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16. See the discussion
laterin this article.

17. Between 1990 and
2000 global FDIincreased
by a factor of 6.5. Global
FDIinflows almost tripled
between 1997 and 2000,
growing atan average
annual rate of over 40%
in 1998-2000. The growth
in global FDIin the
1990s far outstripped the
growth in world output
and trade over the same
period, and earned FDI
the title of the “cutting
edge of globalisation”. In
2000 FDIinflows were a
staggering 20 times higher
than they had been 20
years previously.
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Although buyouts will be at a virtual standstill, other
private equity transactions such as distressed debt
deals and workouts could increase.

Theincreasein global FDIin 2007 is expected to
be slightly strongerin the developed world (14%
growth) thanin emerging markets, where FDI inflows
are projected to rise by only 5%in 2007. The US is
expected again to be the world’s leading FDI recipient
in 2007, with some US$240bn in inflows. FDIinflows
into the EU15 are forecast to rise only by about 5%,
as furtherincreases in FDI flows to major euro zone
economies offset an expected decline of flows into
the UK. M&A activity in the UK has slowed from the
heights achieved in 2005-06.

FDIinflows to emerging marketsin 2007 are
forecast to rise by only 5% in US dollar terms, as
strong growth in inflows into Latin America (by 20%)
is offset by weak growth of flows to Asia and a slight
decline of FDI flows to eastern Europe from their
2006 peak. FDILinto China is likely to be only slightly
up on the 2006 figure; no growth in inflows to India
is expected in 2007,16 and further brisk growth in
inflows to Russia and the CIS will be offset by a decline
in flows to other east European subregions, including
the EU’s new member states.

Table 10

FDIinflows in current and constant prices
(US$ bn unless otherwise indicated)

2006 2007
In current US$ terms
World total 1,335.1 1,474.7
% change, year on year 37.4 10.5
Developed countries 824.4 940.2
% change, year on year 50.7 14.0
Emerging markets 510.7 534.6
% change, year on year 20.2 4.7
In constant 2000 US$ terms
World total 1,039.8 1,097.3
% change, year on year 30.9 5.5
Developed countries 633.7 686.6
% change, year on year 44.1 8.3
Emerging markets 406.1 410.7
% change, year on year 14.5 1.1

Source: Economist Intelligence Unit.
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Heading for a temporary fall in 2008

The deceleration of growth in FDIin 2007 is likely

to be followed in 2008 by a modest fall (for the first
time since 2003) in nominal global FDIinflows—by a
projected 5%. Globalinflows are projected to return
to steady growth in 2009-11, at annual rates that are
approximately equal to the rate of growth in world
GDP, and to reach US$1.6trn by 2011.

The value of global FDI is expected to remain high
in historical terms. Annual average global FDI inflows
of US$1.5trn are forecast for 2007-11, compared with
anannual average of US$843bnin 2002-06. At the
end of the forecast period global FDI inflows will be
US$1.6trn, 14% above their peakin 2000 in US dollar
terms. However, in terms of constant price estimates
(when current values are deflated by US dollar-
based import price indices), global FDI inflows will
in 2011 still be more than 10% below the 2000 peak.
The overall trend in FDI flows in 2007-11, although
buoyant, will fall well short of the dynamism in the
boom period of the 1990s.17

The expected buoyancy of global FDI becomes
most apparent when it is measured in relation to
GDP. Until the late 1990s world FDI inflows scarcely
averaged more than 1% of GDP. Until then the IMF

2008 2009 2010 2011
1,406.4 1,470.3 1,536.8 1,604.0
-4.6 4.5 4.5 4.4
879.0 925.5 972.6 1,017.3
-6.5 5.3 5.1 4.6
527.4 544.8 564.2 586.7
=13 3.3 3.6 4.0
1,038.0 1,109.6 1,184.8 1,231.2
-5.4 6.9 6.8 3.9
641.2 700.8 761.6 796.4
-6.6 9.3 8.7 4.6
396.8 408.8 423.2 434.8
-3.4 3.0 3.5 2.7
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Leading FDI recipients, 2007-11
(FDIinflows; annual av; US$ bn)
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would classify as “high FDI recipients” those countries
in which FDI'inflows exceeded 1% of GDP. It was only
from the mid-1990s that the share of FDI flows in GDP
began to grow significantly. The projected average
FDI/GDP ratio in 2007-11 of 2.5% for the world as a
whole would be high by historical standards.

The US will remain the main recipient of FDI,
accounting for some 17% of the world totalin 2007-11.
However, FDIinto the EU as a whole (including intra-
EU flows) will be significantly higher than this. The EU
willalso continue to outstrip the US as a source region
for directinvestment. FDI will remain geographically
concentrated. The top ten host countries are expected
to account for almost 60% of the world total; the top
20 for three-quarters of the world total. Eight of the
top 20 are emerging-market recipients.

The league table of FDI recipients looks
significantly different if we “normalise” FDI inflows
by GDP, gross fixed investment or population. As

could be expected, the rankings on the basis of these
measures differ greatly from the rankings based

on absolute FDI numbers. Unsurprisingly, natural-
resource-rich countries rank highly, attracting
considerably more FDI than their market size would
warrant. A mix of mainly small countries from different
regions are represented in the top ten. Notably among
larger, more developed economies, Japan has the
second-lowest ratio of FDI inflows to GDP and ratio of
FDIinflows to gross fixed investment among these 82
countries.

FDI in the developed world

Contrary to widespread expectations about the
concentration of new FDIin the emerging world, a
larger share of theincrease in global FDI'in 2007-11
will go to the developed world, in large part because
of the pattern of crossborder M&As. Indeed, the share
of emerging markets in global FDI inflows is projected

FDI inflows to EU15
(US$ bn)
700
600
500 - = —
400 — - — — — — —
300 . — - - - - -
200 1 — — — - — — — — — —
100 4+ — — — - - - - - - - - -
1998 99 2000 01 02 03 04 05 06 07 08 09 10 11

Sources: National statistics; Economist Intelligence Unit; IMF.
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Table 11
FDI inflows
(2007-11 average)
US$ bn Rank % of world total US$ bn Rank % of world total
us 250.9 1 16.75 Finland 5.7 42 0.38
UK 112.9 2 7.54 Czech Republic 5.4 43 0.36
China 86.8 3 5.79 Hungary 5.1 44 0.34
France 78.2 4 522 New Zealand 5.0 45 0.34
Belgium 71.6 5 4.78 Ukraine 4.9 46 0.33
Germany 66.0 6 4.41 Algeria 4.7 47 0.32
Canada 63.2 7 4.22 Austria 4.0 48 0.27
Hong Kong 48.0 8 3.20 South Africa 3.2 49 0.21
Spain 44.9 9 2.99 Qatar 3.1 50 0.21
Ttaly 41.6 10 2.77 Pakistan 2.9 51 0.19
Netherlands 38.5 11 2.57 Serbia 2.8 52 0.19
Australia 37.8 12 2.52 Bulgaria 2.6 53 0.17
Russia 31.4 13 2.10 Croatia 2.6 54 0.17
Brazil 27.5 14 1.84 Philippines 2.4 55 0.16
Singapore 27.1 15 1.81 Slovakia 2.2 56 0.15
Sweden 26.1 16 1.74 Jordan 2.1 57 0.14
Mexico 22.7 17 1.51 Nigeria 2.1 58 0.14
India 20.4 18 1.36 Peru 2.0 59 0.14
Ireland 20.3 19 1.35 Angola 1.9 60 0.12
Turkey 20.0 20 1.33 Tunisia 1.8 61 0.12
Switzerland 18.2 21 1.22 Libya 1.6 62 0.11
Japan 13.3 22 0.89 Azerbaijan 1.6 63 0.11
UAE 12.8 23 0.85 Dominican Republic 1.6 64 0.10
Poland 12.6 24 0.84 Morocco i3 65 0.10
Chile 10.9 25 0.73 Greece 1.5 66 0.10
Portugal 9.1 26 0.61 Ecuador 1.5 67 0.10
Thailand 8.9 27 0.59 Estonia 1.4 68 0.09
Denmark 8.2 28 0.55 Cyprus 1.3 69 0.08
Saudi Arabia 7.9 29 0.52 Lithuania 1.2 70 0.08
Romania 7.7 30 0.51 Latvia 1.0 71 0.07
South Korea 7.2 31 0.48 Slovenia 1.0 72 0.07
Taiwan 7.1 32 0.47 Venezuela 1.0 73 0.07
Israel 7.0 33 0.47 Costa Rica 1.0 74 0.07
Malaysia 6.8 34 0.45 Bahrain 1.0 75 0.06
Kazakhstan 6.7 35 0.45 Bangladesh 0.7 76 0.05
Indonesia 6.6 36 0.44 El Salvador 0.6 77 0.04
Argentina 6.5 37 0.44 Cuba 0.5 78 0.04
Vietnam 6.5 38 0.44 Kuwait 0.4 79 0.03
Norway 6.4 39 0.43 Iran 0.4 80 0.02
Colombia 6.3 40 0.42 Sri Lanka 0.3 81 0.02
Egypt 6.0 41 0.40 Kenya 0.1 82 0.01

Source: Economist Intelligence Unit.
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Table 12

FDI'inflows in relation to population, GDP and fixed investment
(2007-11 average)

GLOBAL FOREIGN DIRECTINVESTMENTTO 2011 PART 1

FDI Rank FDI Rank FDIinflows/ Rank FDI Rank

inflows inflows/ fixed inflows

per head GDP investment per head

(US$) (%) (%) (US$)
Belgium 6,883 1 16.09 3 72.86 2 Taiwan 310 42
Hong Kong 6,843 2 20.42 1 97.69 1 Saudi Arabia 293 43
Singapore 5,938 3 16.15 2 68.61 3 Libya 265 44
Ireland 4,729 4 7.26 5 28.15 8 Turkey 263 45
Qatar 3,233 5 5.10 14 20.00 19 Malaysia 245 46
Sweden 2,831 6 5.55 12 28.99 6 Russia 223 47
Switzerland 2,400 7 4.29 22 19.74 20 Costa Rica 219 48
UAE 2,337 8 5.07 15 21.67 13 Mexico 206 49
Netherlands 2,319 9 4.70 19 22.00 11 Azerbaijan 185 50
Canada 1,907 10 4.59 20 20.37 17 Tunisia 169 51
UK 1,860 11 3.97 25 21.38 14 Dominican Republic 165 52
Australia 1,835 12 4.57 21 17.16 25 Argentina 164 53
Cyprus 1,591 13 5.88 10 28.49 7 South Korea 146 54
Denmark 1,500 14 2.44 50 10.58 48 Brazil 144 55
Norway 1,362 15 1.62 65 7.84 65 Greece 138 56
Bahrain 1,278 16 5.34 13 20.22 18 Algeria 138 57
France 1,274 17 2.93 45 14.27 36 Colombia 133 58
New Zealand 1,188 18 4.28 23 18.73 23 Thailand 133 59
Finland 1,078 19 2.40 51 10.65 47 Kuwait 109 60
Estonia 1,034 20 5.78 11 16.91 27 Ecuador 108 61
Spain 978 21 2.93 43 9.82 56 Ukraine 107 62
Israel 963 22 3.99 24 20.94 15 Angola 107 63
Portugal 856 23 3.95 27 19.13 22 Japan 104 64
USA 823 24 1.61 66 10.41 54 EL Salvador 8 65
Germany 798 25 2.01 57 10.41 53 Egypt 77 66
Italy 715 26 1.90 60 8.93 60 Vietnam 75 67
Chile 650 27 6.31 8 28.04 9 Peru 70 68
Croatia 565 28 5.00 17 15.07 33 South Africa 66 69
Czech Republic 528 29 2.95 42 11.25 46 China 65 70
Hungary 517 30 3.59 33 16.05 31 Cuba 49 71
Slovenia 509 31 2.04 55 7.99 64 Morocco 47 72
Austria 483 32 1.05 73 4.60 71 Venezuela 35 73
Latvia 460 33 3.38 36 9.30 58 Indonesia 26 74
Kazakhstan 432 34 4.78 18 15.12 32 Philippines 25 75
Slovakia 406 35 2.70 49 10.35 55 India 18 76
Serbia 378 36 6.36 7 30.41 5 Pakistan 18 77
Lithuania 363 37 2.85 46 11.31 45 Sri Lanka 15 78
Romania 356 38 3.93 28 14.03 37 Nigeria 14 79
Bulgaria 343 39 6.15 9 18.21 24 Iran 5 80
Jordan 341 40 11.46 4 39.23 4 Bangladesh 5 81
Poland 331 41 2.75 47 11.71 43 Kenya 2 82

Source: Economist Intelligence Unit.
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1.67
1.86
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3.17
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3.61
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1.98
0.40
3.59
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3.34
0.34
3.33
2.93
3.10
0.24
2.75
3.96
6.86
1.77
1.18
1.97
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1.26
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0.86
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0.12
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FDI inflows/
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(%)
8.04
9.82
12.20
17.13
16.06
10.53
16.59
10.56
13.74
20.67
23.10
8.89
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1.59
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11.34
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14.79
13.12
21.77
1.04
14.75
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6.29
4.38
7.46
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18. Various business
surveys also confirm the
appealoftheUSasa
medium-term target for

acquisitions—for example,

according to Accenture/
Economist Intelligence
Unit’s 2006 Global M&A
Survey, the US was rated
the most promising M&A
target market, well ahead
of other countries.

19. On the expected
significant medium-
termincreasein EU15
investment into the US,
see thearticle in the 2006
issue of World Investment
Prospects by Dan 0'Brien,
“Transatlantic foreign
directinvestment: the
backbone of the global
economy”.
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to remain broadly stable (thereis a slight decline from
38%in 2006 to 37%in 2011). During 2007-11as a
whole compared with the previous five-year period
of 2002-06, FDI inflows into the developed world are
projected to be 87% higher, compared with a 63%
increase in flows to emerging markets.

In the developed world the main part of FDI will
continue to originate from M&A activity. This will
be underpinned by relatively low interest rates;
the competitive pressures for restructuring and
consolidation; and the increasing sophistication of
financial markets. In Europe, M&As and the creation of
pan-European companies will be spurred as companies
strive to make sure that their businesses are large
and productive enough to compete around the world.
Although some countries are close to exhausting their
opportunities for large-scale privatisations, overall
there is still scope for the worldwide trend to continue
into the medium term, in response to fiscal pressures
and the desire to improve efficiency.

Many firms with improved earnings are likely to
be drawn to the US, where fairly buoyant economic
growth and a weaker US dollar will make US companies
attractive acquisition propositions.18 The strength
of productivity growth in the US also makesitan
appealing location for investors (European investors
already account for about 60% of FDI in the US).19

FDIin emerging markets
MNCs will look to expand operations in select
emerging economies to increase sales and rationalise
production activities in order to benefit from
economies of scale and lower production costs. High
prices for many commodities will also stimulate
directinvestmentin countries that are rich in natural
resources. As a result, FDI flows to the emerging
markets are expected to remain buoyant, averaging
more than US$550bn peryearin 2007-11, although
overall there will be relatively modest annual growth
ininflows from the record highs achieved in 2004-06.
Despite the range of factors that will tend to push
up FDIinflows to the emerging-market world, there
are a number of reasons to be cautious about their
FDI prospects. The fact that privatisation revenue is
expected to tail off in many leading emerging markets

© The Economist Intelligence Unit
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will dampen inflows, as will increased risk perceptions
about some emerging markets among many investors.
Economic growth in the emerging world is expected
to slow somewhat compared with recent years, and
theinternational environment will gradually become
less supportive. In a few countries populism and
nationalism are on the rise, culminating in some cases
in the repudiation of existing contracts with foreign
firms, and this will act to slow the pace of investment
in affected markets. Externalimbalances and the
possibility of sharp exchange-rate fluctuations, as
well as volatile commodity prices, pose risks that
could also hamper investment activity.

Key trends

Key medium-term trends in global FDI willinclude the

following.

@ Aftera brief retrenchment, crossborder M&As will
continue to drive global FDI. The US and the EU15
(inclusive of intra-EU inflows) will continue to
dominate as recipients of world FDI.

@® Among emerging markets, China will remain by far
the main recipient, with almost 6% of the global
total and 16% of projected inflows into emerging
markets.

@ Thereis likely to be some acceleration of the
relocation of labour-intensive manufacturing to
emerging markets, although this is unlikely to be
as dramatic as many observers hope or fear.

@ Compared with earlier years, the outsourcing
of services will accelerate. This form of
internationalisation is accompanied by relatively
modest capital flows. Nevertheless, although
development of information and communications
technology (ICT) may have lagged behind some
expectations, the explosion in bandwidth
potentially brings a widening number of services
into the offshoring realm. In addition, itis likely
that outsourcing will increasingly shift to captive
providers, so that a higher share of outsourcing is
conducted through FDI than in the past.

@ Investment by companies from leading emerging
markets is likely to continue to gain in importance.

@ Foreigninvestors are generally a resilient breed
and security and related risks should not be
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exaggerated. However, the risk of protectionism
is now greater, the global geopolitical climate
appears more threatening and the outlook for
securing a stable and co-operative international
trading and investment environment is worse than
inthe recent past (see discussion below).

Medium-term drivers of FDI

Global FDI flows over the forecast period will be
influenced by a combination of forces—most of them
positive, pushing FDI flows upwards, but there are
also some constraining factors that will keep flows
below what they might otherwise be.

One of the main factors underpinning our baseline
FDI forecast is that the solid world economic recovery
is set to continue. We forecast that global growth (at
purchasing power parity—PPP—rates) will remain
buoyant; it is forecast to average 4.6% a year over
2007-11. The strong global performance reflects
in large part the increasing weight of fast-growing
emerging markets, especially China and India.

Other reasons to expect continued growth in
FDIinclude the ongoing global trend towards
better business environments (as measured by our
cross-country business environment rankings);
technological change and the search for competitively
priced skills; and sharper global competition that
will push companies to grow through acquisitions
or seek lower-cost destinations. The degree of firms’
transnationalisation is also clearly linked to their
performance, as alsoillustrated by the results of our
survey of more than 600 MNCs. Firms that had a high
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degree of transnationalisation—those with more than
25% of revenue or employees outside their home
markets—were more likely to have above-average
financial performance than less internationalised
firms.

The global investment climate

Recent years have brought considerable improvement
in the globalinvestment climate. Policies have
been liberalised in many countries across the globe.
The liberalisation of economies and of policies
towards foreign investors has acted as a spur to

FDI. Our business environment rankings model
provides a quantitative representation of these
trends. The business environment rankings painta
relatively optimistic picture of the global operating
environment over the next five years. The average
country business environment score in 2007-11is
expected to be 0.46 points higher than in 2002-06.

The global trend for liberalisation and deregulation
of domestic markets is expected to continue. Despite
instances of reversals, most countries have not
retreated from liberalisation. Further measures to
liberalise international trade flows now look unlikely,
with the Doha round of World Trade Organisation
(WTO) negotiationsin deep trouble. However, we do
not expect a reversal of the liberalisation seen over
the past few decades.

The expected trend of improvement in the global
operational environment augurs well for FDI prospects.
Our FDI model (see Annex A to this article) shows
FDI to be very sensitive to the quality of the business

Business environment average scores
(out of 10)

\ [ 2002-06

] 2007-11
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World Developed countries

Source: Economist Intelligence Unit.

Emerging markets
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environment. The trend of further improvementin
business environments across the globe that we
expect, and the consequent beneficial impact on
FDI, however, masks one important consideration:
thereis scopein almost all countries for still more
improvement than we assume will occur over the
medium term, with striking implications for FDI.

For example, under the assumption that all
countries” business environment scores for 2007-11
were a mere 5% higher than we actually assume,
our model predicts annual average global FDI flows
of US$1.7trn rather than the actual forecast of
US$1.5trn. The difference of US$200bn per year, or
US$1trn cumulatively over the whole 2007-11 period,
is a measure of the huge opportunity cost, in terms
of forgone FDI and thus development, of suboptimal

20. See the in-depth
discussionin the article
in this volume by Karl P
Sauvant, and the review,
alsoin this volume, by
Matthew Shinkman of the
views on political risk that
emerge from our survey
of more than 600 MNC
executives.

21. Sauvant, ibid.

policies.

The business
environment rankings

The framework covers 82 of the world’s
leading economies that are analysed
regularly in the Economist Intelligence
Unit’s Country Forecasts. The model seeks

to measure the quality or attractiveness

of the business environment and its key
components. The quantitative assessment
of the business environment—the
opportunities for and obstacles to business—
enables a country to be ranked on its overall
position and in each of ten categories, on
both a globaland regional basis. The model
uses quantitative data, business surveys
and expert assessments to measure the
attractiveness of the business environment
across the 82 countries. Individual country
scores are compiled by a large team of in-
house economists and country experts,
assisted by a global network of associated

However, several factors will work to dampen FDI
flows and keep them below what they would otherwise
be. FDI protectionism is one of those factors. Appeals
to security threats and fears about the consequences
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of globalisation have prompted several governments
to review and in some cases tighten their FDI
regulations.20

The trend towards FDI protectionism is being
reinforced by rising concern in a number of countries
aboutinvestments by state-owned sovereign
investment agencies. The latter invest official
currency reserves in foreign assets and controlan
estimated US$2.5trn, more than all the world’s hedge
funds combined.21

Although instances of protectionism—on security
grounds or otherwise—are expected to remain limited,
this will nevertheless have some negative impact.
At least some large crossborder deals are likely to be
prevented. Some firms may be reluctant to engagein
a crossborder deal if they feel that opposition from

the host government might be anissue. Instances

contributors and analysts. The framework
is designed to reflect the principal criteria
used by companies to formulate their global
business strategies and investment location
decisions. The overall scores (on a scale of
1-10) and rankings are based on scores for
91indicators, grouped into ten categories
of the business environment. Scores and
rankings are produced for both a five-year
historical period (currently 2002-06) and
a five-year forecast period (2007-11). The
full methodology appears at the end of this
report.

The enabling framework for foreign
direct investment (FDI), captured by
the policy towards foreign investment
in the model, consists of the rules and
regulations governing entry and operation
of FDI, and overall standards of treatment.
Although open FDI policies are a necessary
condition, a wide range of other policies
caninfluence FDI decisions. These are
captured in the other categories of our
business environment rankings model, and
include government measures thatinfluence
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of outward FDI protectionism as well as regulatory
restrictions in some emerging markets will also have
some adverse impact.

institutional effectiveness, infrastructure
and skill endowments, macroeconomic and
political stability. They also involve policies
towards private enterprise in general: tax,
labour market, financial sector, and foreign
trade and exchange-rate policies.

Business surveys conducted by the
Economist Intelligence Unit have confirmed
that our ten categories are all highly rated
asimportant for business. This means that
countries need to satisfy across the full range
of business environment issues. This is also
the reason why developed countries have
the best business environments—taking into
account their performance across the board.

Specific policies towards foreign
investment have a moderately high
influence on executive decisions, but again
less so than the broad business climate
in a country. Pro-FDI policies can have a
significant but rarely decisive influence on
companies’ decisions to investin a country.
Special tax incentives are considered much
lessimportant than other features of the
investment climate.
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Table 13

Business environment ranks and scores
2007-11 2007-11

Total score
Denmark 8.76
Finland 8.75
Singapore 8.72
Switzerland 8.71
Canada 8.70
Hong Kong 8.68
us 8.65
Netherlands 8.64
Australia 8.60
UK 8.60
Sweden 8.60
Ireland 8.57
Germany 8.46
New Zealand 8.31
Belgium 8.30
Austria 8.24
Norway 8.14
France 8.12
Taiwan 8.11
Chile 8.04
Estonia 7.87
Spain 7.82
Israel 7.67
Qatar 7.60
South Korea 7.56
Czech Republic ~ 7.55
Japan 7.54
UAE 7.48
Slovakia 7.44
Bahrain 7.43
Malaysia 7.43
Slovenia 7.41
Portugal 7.39
Poland 7.17
Hungary 7.12
Cyprus 7.10
Latvia 7.06
Lithuania 7.03
Mexico 7.02
Ttaly 7.02
South Africa 6.97
Thailand 6.81

Source: Economist Intelligence Unit.

2002-06 2002-06 Changein Change
Rank totalscore inrank

Rank Total score

8.69
8.64
8.71
8.59
8.63
8.57
8.64
8.53
8.16
8.62
8.34
8.49
7.97
8.15
8.07
7.87
7.99
7.87
7.66
7.77
7.72
7.40
6.95
6.93
7.12
7.03
7.08
7.27
6.81
7.10
7.29
6.75
6.73
6.73
6.79
6.77
6.63
6.62
6.65
6.48
6.09
6.71

14
17
15
18
21
19
20
22
29
30
25
28
27
24
31
26
23
34
36
35
32
33
39
40
38
42
46
37

0.06
0.11
0.01
0.12
0.07
0.11
0.01
0.11
0.44
-0.02
0.25
0.07
0.48
0.16
0.23
0.36
0.15
0.25
0.45
0.27
0.15
0.41
0.72
0.66
0.44
0.52
0.46
0.22
0.63
0.33
0.14
0.66
0.67
0.44
0.32
0.33
0.43
0.41
0.37
0.54
0.88
0.10
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2007-11 2007-11
Rank Totalscore

Tot
Greece
Bulgaria
Costa Rica
Brazil
Croatia
Romania
Saudi Arabia
Jordan
El Salvador
Turkey
China
India
Kuwait
Philippines
Argentina
Peru
Colombia
Egypt
Indonesia
Serbia
Russia
Tunisia
Vietnam
Sri Lanka
Dominican Rep.
Morocco
Kazakhstan
Ukraine
Pakistan
Azerbaijan
Algeria
Bangladesh
Nigeria
Ecuador
Kenya
Cuba
Iran
Libya
Venezuela
Angola
Average

Median

alscore
6.81
6.77
6.72
6.69
6.67
6.58
6.57
6.46
6.44
6.42
6.38
6.37
6.34
6.34
6.33
6.27
6.26
6.23
6.21
6.10
6.07
6.01
5.95
5.80
5.77
5.64
5.60
5.45
5.34
5.30
525
5.10
4.88
4.85
4.83
4.48
4.35
4.33
4.30
3.92
6.87
6.89

43
44
45
46
47
48
49
50
51
52
53
54

2002-06 2002-06 Changein Change
Rank totalscore inrank

6.34
5.89
6.31
6.53
5.84
5.79
5.78
5.72
5.98
5.66
5.61
5.27
6.37
5.90
5.70
5.68
5.74
5.11
5.39
4.98
5.44
5.22
4.83
5.32
5.21
4.66
5.10
4.44
4.94
4.53
4.31
4.44
4.46
5.05
4.24
4.08
3.59
4.30
4.81
3.19
6.41
6.50

44
49
45
41
50
51
52
54
47
57
58
62
43
48
55
56
53
65
60
68
59
63
70
61
64
72
66
76
69
73
77
75
74
67
79
80
81
78
71
82
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0.47
0.88
0.40
0.16
0.83
0.79
0.79
0.74
0.46
0.76
0.77
1.10

-0.03
0.44
0.63
0.58
0.53
1.12
0.83
1.12
0.63
0.78
1.12
0.49
0.56
0.98
0.50
1.01
0.40
0.78
0.94
0.66
0.41

-0.19
0.59
0.40
0.76
0.03

-0.50
0.73
0.46
0.39

1
5
0
=

-2
-10
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Risks loom large

Our baseline forecast for global FDI flows in 2007-11
assumes that the effects of a host of positive factors
for FDI growth will be tempered to an extent by factors
such as growing opposition to foreign capitalin

some countries and the negative impact of a host of
political risks. However, it is possible that negative

The return of political risk

Contrary to popular belief, businesspeople
and investors have traditionally paid little
attention in their decision-making to most
forms of political risk, compared with most
otherimportant drivers of investment
decisions. Macroeconomic conditions,
labour availability and costs, and the overall
business and policy environmentin a country
have been far more importantissues.

Nor did the terrorist attacks in the US
on September 11th 2001 change things
much in this respect. This event may have
transformed the political landscape but it
has had surprisingly little impact on the
global economy or even businesspeople’s
perceptions. Even though September 11th
spawned a growth industry of writing on
risk and doom-laden warnings about the
end of globalisation, the actualimpact on
international business, and businesspeople’s
decision-making and perceptions, has been
minimal.

The low corporate profile of political risk
was reinforced by the drastic decline since
the end of the cold war of the capacity of
geopolitical tensions seriously to undermine
business. Furthermore, the increasing
sophistication of corporate strategies
and the availability of insurance schemes
mitigated the potential impact from
“classical political and security risks”—of
disruption to business from governmental
instability or civil unrest. Indeed, most
multinational corporations (MNCs)—and
not only oil companies—have traditionally
been a very hardy breed operating in the
seemingly mostinhospitable climates.

WORLD INVESTMENT PROSPECTS

international political and economic developments

However, there are signs that things may
be changing. Various forms of political risk
have jumped towards the top of corporate
agendas. This trend was also very much
confirmed by the results of the survey
conducted for this report. Political risk was
generally seen as posing a considerably
greater threat to business over the next
five years than in the recent past. This was
especially so for emerging markets, where
generic political risk was identified as the
main investment constraint. All forms of
political risk in emerging markets were
expected to increase over the next five years.
For developed countries, this was the case
for the risk of foreign direct investment
(FDI) protectionism. There was widespread
concern about the threat of political violence
and apparent sensitivity to a range of
geopolitical risks.

On the threat of political violence,
the survey findings mirrored in large part
the results of other recent Economist
Intelligence Unit surveys. For example,

a Lloyds-Economist Intelligence Unit

survey from early 2007 (“Under attack?
Global business and the threat of political
violence”) found that business leaders
believe that political violence risk is real and
rising. More than 50% of the executives that
were surveyed believe that business is now
as much a target for attack as government,
and think political violence willincrease
worldwide over the next five years, with
terrorism and conflict set to become bigger
problems than ordinary crime. Concerns
about political violence were seen as a
significant barrier to foreign investment.
Business leaders clearly believe that they
are operating in anincreasingly dangerous
world.
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could be worse than assumed, with a much more
negative impact on global FDI thanin our baseline
assumptions.

The host of economic risks to our baseline
range from overleveraged financialinstitutions to
theimpact of commodity price volatility. Turmoil

At the same time, in the survey conducted
for this report the majority of executives
were bullish about the investment outlook
over the next five years, and when asked
what forces would have the greatest
influence on global FDI trends in the
coming five years, respondents largely cited
economic, rather than political, trends—out
of 14 factors, six of the top seven were
economicissues (geopolitical tensions were
fifth).

Opportunities versus risks
There thus appears to be a clear disconnect
between a benign economic outlook and
significantly heightened political risk
perceptions. How can this be explained? In
large part, the increased risk perceptions are
related to real developments. As discussed in
various parts of this report, there is certainly
a threat of increased FDI protectionism and
geopolitical tensions are high in various
parts of the world. Arguably, the incidence of
terrorist attacks, the possibility of the export
of terrorists from Iraq to other parts of the
world and expectations that business could
be targeted directly more than in the past
may also justify heightened concern about
threats to business from political violence.
Yet these concerns do not appear to have
a significant impact on decision-making.
Most likely, the heightened political risk
perceptions are trumped by the perceived
good opportunities for investment and the
very positive overall economic outlook.
Were the latter to deteriorate—disturbing
the present balance between perceived
opportunities and risks—then there would
most likely also be a greater readiness to act
on the heightened sensitivity to a wide range
of political risks.
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in financial markets could be sharper and more
prolonged than is assumed; the slowdown in the US
could be steeper than expected; there could be the
need for a more aggressive monetary policy stance

by central banks in response to higherinflationary
pressures. A sharp, sustained downward turnin global
equity markets would, for example, put paid to the
growth in M&As that underpins much FDI.

In addition to macroeconomic risks, the possible
adverse impact of political risks, over and above
whatis already assumed in our baseline forecast,
looms large. After the collapse of Soviet communism,
international political co-operation helped to fuel a
decade of intensified globalisation, including stellar
growth in foreign investment. The co-operative
spirit has wilted in recent years. The deepening of
globalisation, with FDI to the fore, could be at risk if
the tensions over the Middle East and other disputes
sour further theinternational climate.

Three types of, in partinter-related, political risks
pose a threat to our baseline FDI scenario: disruptions
and costs to business associated with terrorist attacks
and the threat to personal security; the potential
adverse impact on global business of the unsettled
international political climate; and the threat to
globalisation from strengthened protectionist
sentiment (the survey of more than 600 MNCs that
was conducted for this report revealed heightened
perceptions of political risk among investors,
especially for investment into emerging markets).

Developments in the US are of critical importance
to overall global trends. Thus, for example, following
the September 11th 2001 terrorist attacks, the
movement of people and goods in and out of the US
is not as free as it was previously. The US is no longer
as hospitable to foreign students and migrants. Nor
will the US operate an open-door policy with respect
to foreign capital: occasionally it will block foreign
takeovers of key US companies. All this will make for a
constrained globalisation and for less FDI than might
otherwise be the case.

However, there are several reasons not to expect
a descentinto serious protectionism or a backlash
against globalisation and FDI. Powerful business
interestsin the US and Europe will continue to lobby
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and push for FDI openness, including to companies
from the South. Their efforts are already bearing
fruitin at least partly defusing some proposed
measures for FDI protectionism. Technology and
communications developments will continue to be
strong countervailing forces undermining moves
toward protectionism of all kinds. The fast-growing
emerging markets, such as China and India, will be a
powerful engine sustaining internationalintegration.

Regional trends

North America

FDIinflows into the US slumped in the early part

of the decade, reaching a low of US$53bn in 2003.
Inflows recovered in 2004-05 to an annual average
of US$111bn (equalto 1% of GDP). In 2006 the

US regained its position as the world’s leading
destination for FDIinflows, as a pick-up in growth
and the weakening of the US dollar made the US
attractive to investors. The US will remain the world’s
leading destination for FDI over the medium term.
The key attraction to investing in the US will be the
size of the market. With GDP valued at US$13.3trnin
2006, the US economy at current exchange rates was
approximately three times the size of Japan’s and
one-quarter larger than that of the euro zone. The

US also has a very good business environment, with

a liberal policy towards private enterprise, a well-
functioning labour market, deep capital markets and
good infrastructure. At the federal level, little is done
to encourage foreign investment, but many states and
local governments offer tax breaks or grants.

In addition to the appeal of the vast size of the
domestic market and the business-friendly policy
environment, the US remains the unquestioned global
technology leader. Foreign companies will continue to
view having operations in the US as a way of gaining
access to cutting-edge technology. The stock of FDI'in
the US is still relatively low, which suggests that there
is potential for continued substantialinflows. Strong
global economic growth and buoyant profits have
left many firms globally in a good position to seek

© The Economist Intelligence Unit
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22. Our survey also
confirmed that a majority
of MNCs rate the US very
highly as a location for
investmentin 2007-11.

23. See the detailed
discussion in the article
by Karl P Sauvant in this
volume.
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Table 14
FDI inflows into North America
1996 1997 1998
us

Inflows (US$ bn) 84.5 103.4 174.4
% of world total 21.3 21.0 24.5
% change, year on year 43.7 22.4 68.7
% of GDP 1.1 1.2 2.0

Canada
Inflows (US$ bn) 9.6 11.5 22.8
% of world total 2.4 2.3 3.2
% change, year on year 4.1 19.6 97.9
% of GDP 1.6 1.8 3.7
2004 2005 2006

us

Inflows (US$ bn) 122.4 99.4 183.6
% of world total 16.8 10.2 13.8
% change, year on year 130.3 -18.7 84.7
% of GDP 1.0 0.8 1.4

Canada
Inflows (US$ bn) -0.4 28.9 69.0
% of world total 0.0 3.0 5.2
% change, year on year -104.9 = 138.7
% of GDP 0.0 2.6 5.4

Sources: National statistics; IMF; OECD; all forecasts are from the Economist Intelligence Unit.

acquisitions, and the depreciation of the US dollar has
made prices of US firms particularly attractive. These
factors underpin a bullish forecast for FDI inflows into
the US, even for 2007, a yearin which the economy
will register weak GDP growth. A cooling of the boom
in leveraged buyouts is likely to lead to a temporary
decline of FDI inflows in 2008, before a resumption in
steady growth in FDLinflows in 2009-11.22

Risks to the forecast stem from the threat to
macroeconomic stability and protectionist sentiment.
On our baseline assumptions, rising protectionist
sentiment will have only a limited effect on FDI flows.
However, there is a risk of a stronger negative impact.
Political opposition by some to foreign involvement
in so-called strategic sectors, such as energy and
infrastructure, has already affected a few high-profile
deals. The US recently amended legislation dealing
with scrutiny of FDI deals.23 This will lengthen the

© The Economist Intelligence Unit
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1999 2000 2001 2002 2003
283.4 314.0 144.0 74.5 53.1
25.4 22.3 16.9 12.0 9.4
62.5 10.8 -54.1 -48.3 -28.6
3.1 3.2 1.4 0.7 0.5
24.7 66.8 27.7 22.2 7.5
2.2 4.7 3.3 3.6 1.3
8.5 169.9 -58.6 -19.9 -66.2
3.7 9.2 3.9 3.0 0.9
2007 2008 2009 2010 2011
237.7 235.0 252.0 260.0 270.0
16.1 16.7 17.1 16.9 16.8
29.4 =il 7.2 3.2 3.8
1.7 1.6 1.6 1.6 1.6
84.8 59.1 56.0 57.0 59.0
5.8 4.2 3.8 3.7 3.7
22.9 -30.3 453 1.8 3.5
6.3 4.4 4.1 4.1 4.0

time it takes to win approval for proposed crosshorder
M&As in sensitive sectors.

US business environment rank declines
The US’s rankin our business environment rankings
for 2007-11 falls to seventh, down from fourth
in 2002-06. Although the business environment
will remain generally very good, there are serious
concerns about macroeconomic stability (arising
from the current-account deficit and high levels of
personal debt), security risks, strained international
relations and long-standing problems with political
lobbying. However, we still expect the US economy
to outperform most major developed economies over
the coming five years. Medium-term growth, although
slower than during the second half of the 1990s, will
still be robust by historical standards.

Canada experienced a sharp drop in FDI inflows
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in 2003-04. However, inflows recovered strongly in
2005 and especially 2006. Canada will provide good
opportunities for foreign investors over the medium
term. Close physical proximity to and economic
integration with the US will continue to be the

driving force behind foreign investment in Canada.
Canada has been reducing some of the remaining
barriers to FDI, while also introducing measures

to promote inward investment, including low-cost
financing and reductions in business taxes. However,
a liberalisation of foreign ownership curbs in telecoms
and broadcasting will continue to be obstructed by
strong opposition. High oil prices will underpin strong
investmentinflows into exploration and extraction
activities. Nevertheless, the surge in 2006 and 2007
will not be sustained, as financing conditions for
acquisitions deteriorate globally.

Canada ranks as the fifth-best place in the world
in which to conduct businessin 2007-11, according
to our business environment model, equal to its
rank for 2002-06. Canada’s position is the result of
a strong macroeconomic environment and market
opportunities, an increasingly liberalised policy
framework (compared with the past) and excellent
infrastructure.

Western Europe
After falling sharply in 2001-04, FDIinflows into
western Europe recovered strongly in 2005 and 2006.
Western Europe will continue to be the world’s largest
recipient of FDI. The main motive for the majority
of foreign companies investing in the region will
continue to be better access to one of the world'’s
largest and wealthiest markets. The presence of dense
industry clusters will also continue to make the region
attractive as an investment location. Projected annual
average FDIinflows into the regionin 2007-11 will be
above 3% of GDP—a historically high level and above
the world average.

Asin 2005, the UK was the EU’s top FDI recipient
in 2006, with US$138bn in inflows. This represented
more than one-quarter of all FDI inflows into the
EU15. On a crude measure of FDI activity—the number
of projects irrespective of their size and value—the
UK also held the top position in Europe in 2006,
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ahead of France (see Table 6). The leading locations
forinvestment across Europe have not changed
significantly over the past ten years. Every year the
UK, France and Germany have consistently held their
position as the favourite European destinations for
FDI.

The USis the single largest generator of company
investment projects; it has generated more than
double the next-largest provider, Germany, which in
turn accounted for double the number of projects as
third-placed Japan. Leading west European nations
benefit to a large extent from US investment-English-
speaking Ireland and the UK notably so. The UK'is
a significant investor for France. French companies
make up a large proportion of investmentinto Spain
and Germany.24

The UK and France will remain the main
destinations for FDI into western Europe. The UK's
attractiveness as a location for FDI has rested on a
policy of openness to foreign investors, a flexible
labour market and a highly developed financial sector.
A less tangible but stillimportant reason is the status
of English as the world’s leading business language.

The UK’s FDI appeal could weaken

However, a number of factors could weaken the

UK’s appeal over the next few years. High levels

of consumer debt pose a threat to the stability of

the macroeconomic environment. The tax regime

is becoming more burdensome and complex.

Improvements to the congested road and rail

transportinfrastructure will be slow to materialise.

And despite concerted government efforts, the UK will

struggle to close its productivity gap with the US and

the best performers in western Europe. In our business

environment rankings, the UK falls to tenth place for

2007-11 (compared with sixth in 2002-06), as a result

of some deterioration in the labour market, increasing

government regulation and a rise in the tax burden.

The risk of terrorism has also increased uncertainty.
Nevertheless, the size of the UK market and the

existence of industry clusters, centres of scientific

excellence and skilled human capital will continue

to be important magnets for FDIin sectors such as

financial services, software, pharmaceuticals and

© The Economist Intelligence Unit

24. Ernst & Young,
European Investment
Monitor 2007.
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FDI inflows to leading European destinations, 2006-11
(US$ bn)
‘ CJuk [ France [ Germany
140 —
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Source: Economist Intelligence Unit.

biotechnology.

France’s business environment has been
transformed since the mid-1980s, and it now has
many strengths as an investment location that offset
some of its long-standing weaknesses, such as an
onerous tax burden and a highly regulated labour
market.

The election of Nicolas Sarkozy as president in May

2007 has improved the chances of structural reforms
in France, but these are likely to be less far-reaching
than many observers assume. Despite a number of
important microeconomic reforms in the pipeline,
some of France’s long-standing weaknesses are
likely to persist. The tax burden will remain high and
the labour market will continue to be burdened by
excessive regulation.

Table 15
FDIinflows into western Europe
1996 1997 1998 1999 2000 2001 2002 2003
Western Europe
Inflows (US$ bn) 125.3 151.1 285.3 527.6 718.3 373.6 296.7 277.0
% of world total 31.6 30.7 40.0 47.4 51.0 43.9 48.0 49.2
% change, year on year -0.7 20.6 88.8 84.9 36.1 -48.0 -20.6 -6.6
% of GDP 1.3 1.7 3.0 5.7/ 8.3 4.3 8.1 2.4
EU15
Inflows (US$ bn) 116.5 138.2 269.8 505.9 688.8 357.3 287.4 252.0
% of world total 29.3 28.1 37.8 45.4 48.9 42.0 46.5 44.7
% change, year on year -1.6 18.7 95.2 87.5 36.2 -48.1 -19.6 -12.3
% of GDP .3 1.6 3 5.8 8.5 4.4 8.2 2.8
2004 2005 2006 2007 2008 2009 2010 2011
Western Europe
Inflows (US$ bn) 212.6 455.5 554.8 572.3 550.4 581.9 613.9 644.1
% of world total 29.1 46.9 41.6 38.8 39.1 39.6 39.9 40.2
% change, year on year -23.3 114.3 21.8 3.1 -3.8 5.7 5.5 4.9
% of GDP 1.6 3.3 3.8 3.4 3.1 33 35 3.6
EU15
Inflows (US$ bn) 202.5 433.6 496.5 520.1 500.4 529.7 561.8 590.0
% of world total 27.7 44.6 37.2 25,3 35.6 36.0 36.6 36.8
% change, year on year -19.6 114.1 14.5 4.8 -3.8 5.9 6.1 5.0
% of GDP 1.6 3.4 3.7 3.4 3.1 3.3 35 3.6

Sources: National statistics; IMF; OECD; all forecasts are from the Economist Intelligence Unit.
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France in two minds on FDI

The governmentis also likely to continue a policy of
promoting “national champions” and obstructing
foreign takeovers of French companiesin sectors that
are considered to be “strategic”. French policymakers
appear often to be in two minds—they want to attract
FDI and take pridein France’s high position in the
international FDI league tables, and at the same time
they seek to foster “national champions”, limiting
FDIin some sectors. Although France has been at the
forefront of espousing protectionist sentiment, we do
not expect that this will have a significant effect on
crosshorder M&As and FDI into France. Offsettingtoa
large extent some expected deterioration in specific
policies and attitudes to FDI are France’s attractions
as aninvestment location. These include the country’s
central geographical location in the EU, one of the
world’s most highly educated and productive labour
forces, and its outstanding transport and telecoms
infrastructure. In all, France retains many advantages
that will help it to remain one of the largest
destinations for FDIin the EU.

Germany’s highly skilled workforce and excellent
infrastructure will continue to make it a good
location for specialised manufacturing. The structure
of German industry is still relatively fragmented,
providing foreign investors with the opportunity
to participate in sectoral consolidation and to reap
economies of scale through acquisitions. The still low
level of real estate prices by west European standards
may also attractinvestorsin this sector.

Asia and Australasia
Asia will remain the world’s most dynamic region, with
growth rates comparable to those in the mid-1990s.
The region’s economies are being lifted by intra-
regional trade, particularly as the Chinese economy
continues to boom. FDI flows to the region will remain
buoyant, despite some negative trends such as rising
protectionism in several Asian countries.25
FDIinflows into Asia and Australasia increased in
2006 to almost US$240bn, afterinflows had fallen
back sharply to US$144bnin 2005. The latter was
in large part the result of a large negative inward
investment figure for Australia (stemming from a
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reorganisation by News Corporation). Developing
Asia, by contrast, had attracted a record high of
US$174bnininflowsin 2005 (a 26% increase
compared with 2004), and this climbed to a new
record total of US$212bn in 2006, by far the highest
emerging-market regional total.

China will retain its leading position

Asin recentyears, China was far and away the main
FDI recipientamong emerging markets. Although FDI
inflows actually fell slightly in 2006, to US$78.1bn,
from US$79.1bnin 2005, this was still one of the
highest totals in the world. Despite concerns about
rising cost pressures, because of the size of the
domestic market and strong growth prospects, and
for reasons of cost competitiveness, China remains a
favoured base for foreign companies. Many foreign
companies are now starting to make good profits
(even if there are significant variations across
sectors). Nevertheless, companies wishing to sellinto
the domestic market still find the country’s business
environment a difficult one in which to operate.
Despite improvements in recent years, the Chinese
market is characterised by bureaucratic hurdles and
an opaque legal system.

FDIinto Chinais likely to rise slightly in 2007 to
some US$80bn and to grow steadily thereafter to
surpass US$90bn towards the end of the forecast
period. China is still ranked by mostinternational
firms as their preferred investment destination,
including in the survey conducted for this report.
Chinais committed to meeting its WTO obligations,
which should boost FDI. The gradual opening up
of sectors such as domestic commerce, financial
services, insurance and tourism is under way.
Geographical restrictions on where foreign
companies are allowed to set up operations will also
be relaxed in the coming years.

China’s price competitiveness will be maintained
over the forecast period. On baseline assumptions,
there seems little risk of a massive relocation of FDI
from China to cheaper locations. However, despite
the range of factors that underpin the expectation
of buoyant FDIinto China, there are also some
considerations that will keep FDI below potential,
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25. The most recent
examples are in ASEAN
countries. In early 2007
Thailand’s government
approved measures that
limit foreign investors to
holding no more than 50%
of the shares or the voting
rights in companies.

In July 2007 Indonesia
greatly expanded its
“negative investment list”
of localindustries in which
foreign investmentis
partly or wholly restricted.
The new list will affect at
least 338 business sectors,
up substantially from 83
previously.
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26. Morgan Stanley, India
FDI Story: Changing Gears,
May 21st 2007.
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as well as downside risks to the baseline forecast.
Although China will remain open to foreign capital—
andin some aspects will liberalise even further—there
are signs of unease in China with what some are
beginning to see as excessive dependence on FDI,
similar to theincreasing FDI protectionism that is
occurring elsewhere. Another dampening effect will
come from the alignment of corporate tax rates levied
on domestic and foreign firms (towards the higher
domestic rate). Furthermore, if the upward pressure
on the renminbi leads to appreciation that is much
stronger than anticipated, that might also hold back
inward FDI flows.

Although China has been the top investment
destination in Asia for some years, investor interest
in Indiais a more recent development. Whereas
China’s FDIis concentrated in capital-intensive
manufacturing, FDI flows into India are mostly in
information technology (IT) and communications
centres, which are not accompanied by sizeable FDI
flows. Despite India’s successful positioning as a
business processing and IT outsourcing hub, these
activities often translate into Indian services sector
exports via third-party transactions—not FDI. Despite
strong growth in FDIinflows in 2005-06, India has yet
to build a critical massin FDI.

The services sector continues to be the main target
for FDIin India. FDIin the services sectorincreased
to US$5.3bnin 2006, compared with US$1.8bn
in 2006—in part owing to two large transactions
by Oracle and Merrill Lynch (both US). There were
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also a number of smallinvestments in IT services,
as well as a pick-up of FDI'in real estate (to about
US$1.5bn, from only US$0.1bnin 2005), following a
relaxation of regulations related to FDIin the sector
in February 2006. By contrast, FDIin manufacturing
actually declined in 2006 to US$1.5bn, compared with
US$1.8bnin 2005. The largest single investmentin
the manufacturing sector was only US$79m, reflecting
the fact that the overall business environment for
manufacturing FDIis not yet attractive enough.26
India’s potential to attract FDIis vast and the
government has in recent years been adopting
measures to encourage FDI. Increased acquisitions
by foreign companies will lead to higher FDIinflows.
There will be a steady increase in FDI focused on
growing domestic market opportunities, especially
in consumer goods. FDIin manufacturing will remain
limited, although it should increase from a low base
on the back of improvements in infrastructure.
There could also be a foreign investment boom in
retailing, if the government eventually opens up this
sector. Telecoms and energy are other high-potential
industries for FDI.

FDI inflows into India will remain below potential
FDIinflows are set to increase substantially during
the forecast period, but will still remain well below
potential because of persistent business environment
problems. The government’s FDI target of US$25bn
for fiscal year 2007/08 (April-March) is unlikely to

be met. The Congress-led coalition government has

Main outward investors from developing Asia
(FDI outflows; 2007-11 annual av; US$ bn)
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made significant progress in opening the economy to
foreign investment, but further progress before the
next election, due by May 2009, will be constrained
by opposition from the government’s leftist political
allies. India’s privatisation programme has stalled
owing to opposition from the Left Front, on the

support of which the government relies. Inflexible
labour laws and poorinfrastructure will also restrict
FDIinflows.

FDIinto India will grow but will remain very low
in relation to the size and potential of its economy.
India will also continue to lag far behind China as a

FDI inflows into Japan

Inward foreign direct investment (FDI) in
Japanis very low; the rate of FDI penetration
as measured by the share of the stock of
inward FDIin GDP, at 2.5%, is one of the
lowest in the world. FDI inflows into Japan
were more than halved in 2005 to US$3.2bn
(a mere 0.1% of GDP, one of the lowest
ratios in the world), from what was a modest
average of US$7.3bnin 2001-04, and large
disinvestments meant thatinward FDI flows
turned negative, at US$-6.8bn, in 2006.
Although some pick-up is expected during
the forecast period, FDI inflows will remain
very low as a share of GDP and the ratio of the
stock of inward FDI to GDP is projected to rise
to only 2.8% by the end of the period.

The Economist Intelligence Unit's FDI
model of FDI determinants captures the
main reasons why FDIinto Japan has been so
low, although even the low total for average
annual FDIinflows predicted by the model
(US$5.8bn for 2002-06) exceeded the actual
(US$4bn)—suggesting that some factors
not fully captured by the model were also at

work. High labour costs, various problems of
the operating environment (as measured in
our business environment score for Japan),
weak growth and poor knowledge of foreign
languages all offset the attractions of a large
market.

Japan’s attractiveness is further
diminished by the fact that consumer
spendingis weak, prices are falling and
the population is shrinking. Japan cannot
compete as a regional export hub with
countries such as Singapore. Many domestic
companies resist foreign takeovers.

The government has been trying to
attract FDI. It has reformed the commercial
code and made it easier for foreign firms
to buy Japanese ones. Japan hopes that
foreign capital can reform companies and
increase competition. In manufacturing,
labour productivity at the Japanese affiliates
of foreign firms is as much as 60% higher
than itis at domestic firms; in services firms
itis 80% higher, according to the OECD.
Acquisitions by foreign buyers have tended
toincrease the overall value of Japanese
firms. Three years after an international
takeover, profits have increased by 35%
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on average and the overall value of firms
acquired by foreigners has increased nearly
twice as much as those bought by domestic
competitors (see “Gaijin at the gates”, The
Economist, August 16th 2007).

The Japanese government has a goal
of increasing the stock of inward FDI to
5% of GDP by 2010. Since the government
began its “Invest Japan” campaign in 2003,
the country hasimplemented some policy
measures to encourage FDI. A takeover
technique known as “triangular merger”
allows acquirers to use equity stakes instead
of only cash to buy targeted firms.

Even with an inward FDI stock at 5% of
GDP, Japan would still lag far behind other
advanced economies in attracting foreign
investment. In fact, Japan is expected to fall
well short of this target. Despite having one
of the largest markets in the world, Japan
will remain a difficult country in which to
invest. Change is likely to be incremental at
best. A complicated regulatory environment,
high costs and residual hostility to foreign
ownership of important Japanese companies
will militate against a rapid increase in
inward FDI.
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preferred destination for investment. For example, in
the survey conducted for this report, China was rated
farahead of India as a location that was considered
important to investorsin 2007-11.

ASEAN prospects

There has been concern among members of ASEAN
that China is divert FDI from their countries, and that
India too willincreasingly do so. However, FDIis not
necessarily a zero-sum game. If countries continue to
improve their business environments, they willalso

Table 16
FDI'inflows into Asia & Australasia
1996 1997 1998
Asia & Australasia
Inflows (US$ bn) 97.6 111.0 100.8
% of world total 25.5 23.4 14.8
% change, year on year 10.1 13.8 -9.2
% of GDP 1.3 1.5 1.5
Developing Asia
Inflows (US$ bn) 87.1 98.1 89.4
% of world total 21.9 20.0 12.5
% change, year on year 19.2 12.6 -8.9
% of GDP 2.8 3.0 3.1
China
Inflows (US$ bn) 40.2 44.2 43.8
% of regional total 41.2 39.9 43.4
% change, year on year 12.1 10.1 -1.1
% of GDP 4.5 4.5 4.2
2004 2005 2006
Asia & Australasia
Inflows (US$ bn) 186.0 144.1 238.6
% of world total 25.6 14.9 18.3
% change, year on year 67.7 =22.5 65.6
% of GDP 2.0 1.4 2.2
Developing Asia
Inflows (US$ bn) 138.6 174.1 212.4
% of world total 19.1 18.0 16.3
% change, year on year 47.5 25.6 22.0
% of GDP 2.9 3.2 33
China
Inflows (US$ bn) 54.9 79.1 78.1
% of regional total 29.5 54.9 32.7
% change, year on year 16.7 44.0 -1.3
% of GDP 2.8 3.5 2.9
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remain attractive locations for FDI. China will continue
drawing FDI toits expanding higher-value-added
production base. At the top end, however, it will remain
in direct competition with other economies, and some
of China’s advantages in low-level production during
the 1990s will gradually pass to others.

Indeed, we forecast that the gap between FDI
inflows into China and the ASEAN countries will
narrow. Whereas inflows into China were in 2002-06
80% higher than the size of inflows into the ASEAN
ten, in 2007-11 FDIinto China is projected to be 45%

1999 2000 2001 2002 2003
124.2 165.9 121.8 116.1 110.9
12.8 12.6 16.9 18.9 19.8
23.2 33.6 -26.6 -4.7 -4.4
1.7 2.1 1.6 1.5 1.3
107.3 142.6 102.6 88.2 93.9
9.6 10.1 12.1 14.3 16.7
20.1 32.8 -28.0 -14.1 6.5
3.4 4.2 3.0 2.4 2.3
38.8 38.4 44.2 49.3 47.1
31.2 23.2 36.3 42.5 25.3
-11.4 -0.9 15.2 11.5 -4.5
3.5 3.2 3.4 3.4 2.9
2007 2008 2009 2010 2011
276.5 275.0 287.9 302.7 315.6
18.9 19.7 19.7 19.9 19.9
15.9 -0.6 4.7 5.2 4.3
2 2.0 18 1.8 1.7
218.2 224.0 234.8 244.5 254.2
14.9 16.0 16.1 16.1 16.0
2.7 2.7 4.8 4.1 4.0
2.9 2.6 2.4 2.3 2.1
79,5 84.1 86.5 90.9 92.9
28.8 30.6 30.0 30.0 29.4
1.8 5.8 2.8 5.1 2.2
2.4 2.2 1LL) 1.7 1.5

Sources: National statistics; IMF; UNCTAD; all forecasts are from the Economist Intelligence Unit.
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higher than inflows into the ASEAN countries.

The ASEAN economies are expected to perform
well over the forecast period, growing by an annual
average of around 5% in 2007-11. Despite increased
competition in Asia for FDI flows, Singapore will
remain an attractive destination for foreign investors
during 2007-11, with its business environment
remaining one of the most attractive in the world. FDI
inflows will be enhanced by the increasing number
of bilateral free-trade agreements that Singapore is
negotiating, and theisland state’s pivotal position
within South-east Asia. Nevertheless, it has become
anincreasingly high-cost location. Accordingly,
the governmentis now building onits high-quality
physical and socialinfrastructure.

Vietnam joined the WTO in 2007, which should
reinforce the positive impact of high growth rates on
FDI. As a result, in 2007-11 FDI inflows into Vietnam
are projected to rise steadily and to reach almost
US$8bn by 2011. Annual FDI inflows in 2007-11 are
forecast to average almost 7% of GDP. In Indonesia,
FDIinflows are expected to pick up from the very low
levels of recent years, despite the recent adoption
of some restrictive measures. Thailand is currently
in the midst of political turmoil. Aside from political
concerns, Thailand has been losing its attractiveness
as a location forinvestment owing to a rising cost
base and uncertainty about the commitment to
liberalisation—particularly in key sectors such
as telecoms and utilities. The country’s poor
infrastructure has also deterred investors.

FDIinflows into South Korea will remain well below
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the country’s potential. Despite having a domestic
market of nearly 50m (increasingl