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Abstract

In 2006, foreign direct investment (FDI) inflowsto Latin
Americaand the Caribbean (excluding the main financial
centres) continued their upward trend, reaching over US$
72 billion, for an increase of 1.5% over 2005. At the
same, however, the region’s share of global FDI inflows
declined, as flows increased more rapidly in other parts
of the world.

The situation with respect to FDI outflows in 2006
was quite different, as outward FDI (OFDI) from Latin
American and Caribbean countries jumped by 115% to
about US$ 41 hillion, expanding faster than in the rest
of the world.

The main message of thisyear’sreport isthat active
and integrated FDI attraction policieslinked to national
development strategies are necessary to secure quality
FDI. These are lessons drawn from policy practices

in the more successful European and Asian countries,
which contrast with the more passive and disconnected
FDI attraction policies evident in Latin America and
the Caribbean.

The 2006 report also contains chapters that analyse
the experiences of two relatively small investor countries
in Latin Americaand the Caribbean: the Republic of Korea
and Portugal. In the first case, it was found that one of
the reasons why the region plays afairly minor roleasa
destination for OFDI from the Republic of Koreaisthat
national policies have not been effectivein attracting and
upgrading dynamic FDI in the electronics, automotive
and apparel sectors. In the second case, passive policies
proved sufficient to attract significant FDI in services
from Portugal to Brazil, but only for a limited period
of time.
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Summary and conclusions

Inward foreign direct investment (FDI) to Latin America and the Caribbean (excluding the

main financial centres) reached US$ 72.4 billion in 2006, up from US$ 71.4 hillion in 2005

and US$ 66 billion in 2004. This appears to indicate that the region is on the road to regaining

astable position in terms of inward FDI flows, following a substantial fall at the beginning of

this decade (see figure 1). Another positive aspect is the very significant rise of outward FDI

(OFDI) from Latin America and the Caribbean (excluding the main financial centres), which

demonstratesthat companiesfrom theregion areinternationalizing at amuch faster ratethanin

the past. Trans-L atins, that is, emerging transnational corporations (TNCs) from theregion, are

the principal source of such outflows. These two indicators suggest that the region is adapting

to the globalization process by becoming a more active participant in it.

In spite of this achievement, the Latin American and
Caribbean region’s share of globa inward FDI flows not
only failed to increase but actually fell to 8% in 2006.
These figures reflect the fact that, while FDI to the region
was stable, globa FDI flows rose by an estimated 34%.
Historically, the Latin American and Caribbean region has
received a larger share of globa FDI inflows than it does
now. During the 1970s, when global inflows were much

smaller, the region’s share reached 17% before declining
sharply in the aftermath of the debt crisis of the late 1980s
(seefigure 2). The region again became the recipient of a
significant portion of global inflowsduring the FDI boom of
the1990s, with itsshare peaking at 16%0in 1997 inthe context
of widespread privatization and deregul ation programmes.
During morerecent years, theregion’sshare averaged around
11%, before dropping to 8% in 2006. Its share in the tota

1 Thefigurespresented in this paragraph include financial centresin order to ensure comparability with datafor other regions. Thetrendsidentified
in the text apply, however, to FDI received by Latin Americaand the Caribbean, excluding the main financial centres, which isthe focus of this

report.
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amount of FDI inflows recelved by developing countries
was aso considerably larger in the 1970s (40%-50%), but
by 2006 had fdlen to approximately one-haf its former
level (seefigure 2). Insofar asthisdeclinereflectsacooling
of transnational corporations’ interest in the region or the
region’sinability to compete effectively for FDI, it posesa
stark challenge to policymakers.

Figure 1
LATIN AMERICA AND THE CARIBBEAN: FDI AND OFDI FLOWS
(EXCLUDING THE MAIN FINANCIAL CENTRES), 1992-2006 2
(Billions of dollars)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
the basis of official figures as at 24 April 2007.

2 The FDI figures indicate inflows of foreign direct investment, minus capital outflows
generated by foreign investors. The OFDI figures indicate outflows of investment by
residents, minus capital transfers made by those investors. The FDI figures do not
include the flows received by the main financial centres. The OFDI figures do not
include the flows originating in these financial centres.

b These figures are different from those contained in the editions of Economic Survey of
Latin America and the Caribbean and the Preliminary Overview of the Economies of
Latin America and the Caribbean published in July and December 2006, respectively,
as the latter show the net balance of foreign investment, that is, direct investment in
the reporting economy less outward foreign direct investment.

Figure 2
LATIN AMERICA AND THE CARIBBEAN: SHARE OF NET FDI
INCOME, 1970-2006
(Percentages)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the
basis of United Nations Conference on Trade and Development (UNCTAD),
World Investment Report, 2006. FDI from Developing and Transition Economies:
Implications for Development (UNCTAD/WIR/2006), Geneva, 2006, United Nations
publication, Sales No. E.06.11.D.11; “Foreign direct investment rose by 34% in
2006” (UNCTAD/PRESS/PR/2007/001), press release, 9 January 2007; and
International Monetary Fund, World Economic Outlook Database, April 2007.

These two possible explanations for the decline are
also reflected in other indicators:

e The stagnant or shrinking share of FDI inflows
from the principal traditional sources, such asthe
United States or Europe;

The lack of dynamism exhibited by relatively
new non-traditional sources of FDI, such asthe
Republic of Korea (see chapter 3) and Portugal
(see chapter 4). In fact, the former has not yet
reached its potential and the latter is on the
decline;
Transnational corporations’ decreasing shareinthe
sales of the region’s top 500 companies;
Theincreaseinthe number of TNCsthat have decided
to withdraw from the region or to significantly
reduce their presence in major sectors such as
telecoms (France Telecom, Verizon, BellSouth,
AT&T, TIM), electricity (EDF, PPL), water (Suez),
retail trade (Royal Ahold, Sonae), banking (Bank
of America) and natural resources (Royal Dutch
Shell, ENI, Total);
e Generally, the limited ability of Latin America
and the Caribbean to attract and upgrade “ quality”
FDI projects. Examples of such projectsinclude
those that form part of integrated international
production systems or involve research and
development activities, introduce new production
activities to their host economies and play a
critical roleintheir industrial and technological
upgrading.

One major concern is that the increasing level of
conflict associated with the development of natural
resources—beit aresult of new petroleum and natural
gas contracts that reduce foreign investors’ control
over their operations, increases in royalties or taxes
applied to petroleum, gas and mining concessions,
and/or environmental and social issues— could hurt FDI
inflows. Another concernistherelative ineffectiveness
of the formal international arbitration procedures
provided for under bilateral investment treaties or
free trade agreements in resolving existing investment
disputes between foreign investors and some national
governments.

Cons dering theimportant rolethat inward FDI can play
in contributing to national devel opment, these indicators
suggest that now is an appropriate time to evaluate the
nature of inward FDI in the region, to consider how to
closethe gap between the region’s FDI policiesand results
and those of the more successful recipient countries, and
to look for ways of promoting and consolidating FDI
from non-traditional investors. This is the objective of
thisyear’s report.
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A. Overview of FDI in Latin America and the Caribbean

Theanaysisconducted by ECL AC combinestwo datasets
to examine the nature of FDI and the presence of TNCs
in the region. The first consists of balance-of-payments
information on FDI inflows and outflows; the second set
relies on information on the operations and transactions
of individual companies. The combination of these two
sets permits a more comprehensive analysis of FDI in
Latin America and the Caribbean.

Table 1 depicts the situation with regard to inward
FDI during 1992-2006. The region was able to triple
its average annual inflows from US$ 27.5 billion to

US$ 76.9 billion between 1992-1996 and 1997-2001
before seeing them fall to US$ 61.2 billion during 2002-
2006. As mentioned, during the last three years, the
Latin American and Caribbean region has progressively
increased the absol ute value of inward FDI from US$ 66.0
billionto US$ 72.4 hillion, although its share of global
and devel oping-country FDI inflows has shrunk. FDI to
the region, measured as a percentage of GDP, has also
decreased, falling from 4% in 2004 to 3% in 2006, in
contrast to increasing FDI/GDP ratiosin other devel oping
regions.

Table 1
LATIN AMERICA AND THE CARIBBEAN: NET FDI INFLOWS, 1992-2006 2
(Millions of dollars)

1992-1996° 1997-2001° 2002-2006 ¢ 2005 2006 ¢

1. Mexico 8723.6 17 112.6 19 114.0 19 642.7 18 939.0
2. Central America and Panama 793.3 2500.8 2989.3 3226.3 5199.7
3. Caribbean (excl. the main financial centres) 1031.0 2928.2 3248.9 3714.0 3621.2
4. South America: subtotal 16 989.2 54 361.6 35811.0 44 777.8 44 679.7
Argentina 4683.4 10 604.6 3640.4 5007.9 4.809.0
Bolivia 242.8 896.8 185.4 -241.6 237.1
Brazil 4 496.8 27 075.1 15745.9 15 067.0 18 782.0
Chile 2464.8 5544.0 5808.6 6 959.6 8 053.3
Colombia 14429 2 963.7 4706.2 10 255.0 6295.2
Ecuador 436.0 858.4 1544.8 1646.1 2087.4
Paraguay 116.4 172.1 50.8 74.6 116.6
Peru 1999.8 15354 2227.0 2578.7 3466.5
Uruguay 109.9 219.2 632.9 847.4 1374.4
Venezuela (Bolivarian Rep. of) 996.4 44922 1269.0 2583.0 -543.0
Total: Latin America and the Caribbean 27 537.1 76 903.3 61 163.1 71 360.8 72 439.4

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures and estimates.

2 Excludes investment received by the main financial centres. Net FDI inflows are defined as FDI inflows to the reporting economy minus capital outflows generated by foreign
companies. These FDI figures differ from those published by ECLAC in the Economic Survey of Latin America and the Caribbean and the Preliminary Overview of the Economies
of Latin America and the Caribbean because, in those studies, FDI is defined as net inflows to the reporting economy minus net outflows generated by residents.

b Annual averages.

¢ Data were not available, as of 24 April 2007, for FDI inflows to several Caribbean countries for 2006. The estimates presented here for 2006 are based on annual averages for

2001-2005.

Mexico more than doubled its average annual FDI
inflows, which jumped from US$ 8.7 billion in 1992-1996
to US$ 17.1 hillion in 1997-2001, and has been able to
improve its performance even further since then, with
average annual inflows reaching over US$ 19 hillion
during 2002-2006. Central America and Panama more
than tripled their average annual FDI inflowsto US$ 2.5
billion over the same two periods and then succeeded
in boosting them to US$ 3 hillion in 2002-2006 and

to US$ 5.2 billion in 2006. Preliminary numbers for
the Caribbean indicate sustained growth in FDI to the
subregion. The South American countries received the
lion's share of FDI inflows, tripling their inflows from
an annual average of US$ 17 hillion to US$ 54.3 hillion
between 1992-1996 and 1997-2001, although they declined
to US$ 35.8 hillion thereafter. This subregion saw a
significant upswing for both 2005 and 2006 that brought
inflows up to approximately US$ 44.7 billion. Brazil
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(US$ 18.8 billion), Chile (US$ 8.1 billion), Colombia
(US$ 6.3 hillion) and Argentina (US$ 4.8 billion) were
the principal recipientsin South Americain 2006.

Viewed from the perspective of the corporate
strategies driving this inward FDI, there are important
differences among the subregions of Latin America and
the Caribbean in respect of the kinds of inward FDI that
they attract. Natural-resource-seeking inward FDI goes
where the resources are and where there is access to
them, which historically has been Bolivarian Republic
of Venezuela, Trinidad and Tobago, Argentina and the
Andean countries in the case of petroleum and natural
gas, and Chile, Argentinaand Peru in the case of minerals.
Other factorsthat favour inward FDI include the continued
high international prices of many natural resources, the
quality of the deposits and improved access to them.
Factors that work against it include the lack of clarity
regarding contracts, regul atory changesthat increasethe
level of State ownership in the petroleum sector and raise
royaltiesin mining, and environmental and social issues
in the mining sector. The new and more forceful demands
for increased national benefits from the extraction and
export of non-renewable resources being expressed in
the region are an additional consideration.

Market-seeking inward FDI has gone primarily
to the larger markets in the region, such as Brazil and
Mexico. Chile hasalso been amajor recipient of thistype
of investment. In the goods sector, the automotive, food
and beverage and chemical industries have stood out,
whilein servicesthe focus has been on financial services,
telecommunications, retail trade, electricity and natural
gas distribution. Both the continued macroeconomic
stability in these markets and their growth potential
have helped attract this sort of inward FDI, while other
factors, such as the appreciation of national currencies,
regulatory changes in basic services and higher growth
rates in other markets outside the region (China, India,
etc.) have done the opposite.

Efficiency-seeking inward FDI, geared towards exports
to third markets (especially that of the United States),
has been directed primarily to Mexico in the electronics,
automotive and gpparel industriesand to the Caribbean Basin
for apparel and somelight electronics. Factors conducive
to higher levels of inward FDI include the continued
restructuring of these industriesin the United States and
opportunities associated with free trade agreements with
the United States, particularly NAFTA and CAFTA-DR.
Factorsthat may dissuade investorsfrom boosting inward
FDI includeincreasing competition from Chinaand other
Asian countries and the upcoming discontinuation of fiscal
incentives or subsidiesfor export processing zones under
World Trade Organization rules.

Theregion'slevelsof strategic asset-seeking inward FDI,
whichisusually associated with research and devel opment
activities, are negligible.

Mexico and the Caribbean Basin are typically
recipients of efficiency-seeking FDI, mainly from United
States TNCsin the motor vehicle, electronics and apparel
industries, while South America receives more market-
seeking FDI, primarily from European TNCs in a few
major manufacturing industries (motor vehicles, food
products, beverages and tobacco), a number of services
(finance, telecommunications, retail commerce, electricity
and gas distribution), and natural-resource-seeking FDI,
mostly from Anglosaxon TNCsin petroleum, natural gas
and mining. A certain degree of specidization in terms of
the corporate strategies underlying inward FDI istherefore
evident within the region.

Theprincipa changesthat have taken place in recent
years haveto do with recipient countries, source countries
and modalities. In terms of recipient countries or groups of
countries, those that significantly surpassed their average
annual FDI inflowsfor 2002-2006 in 2006 were Uruguay
(141%), Ecuador (83%), Central America and Panama
(71%), and Chile (40%). Asfor source countries, Europe
has declined significantly, primarily dueto asharp downturn
in Spanish FDI, and the United States has maintained its
share. Most of the source countries that have increased
their flowsto theregion arerelatively new investors, such
as Canada, Mexico and other Latin American countries.
Although OFDI from developing countries has risen
globally, and investors from several developing countries
(China, India, Republic of Korea) have expressed interest in
investing in Latin Americaand the Caribbean, that interest
has yet to be reflected in substantial new inward FDI for
the region. Acquisitions continue to be an important FDI
modality for inflows, but this category waslessnotablein
2006 than in previous years when huge acquisitions had
taken place (i.e., Bavaria, Ambev, etc.).

Viewed from the perspective of the areas of activity
involved, there has been no mgjor change. Although the
numbers for 2005 apparently pointed to arise in FDI in
natural resources, the situation for 2006 is unclear, with
FDI increasing in some countries and stagnating or falling
in others.

Theinformation availableon OFDI from LatinAmerica
and the Caribbean isrelatively limited, but thereisno doubt
that a huge increase has taken place during the last three
years, as official figures point to arise from US$ 6 billion
to US$ 38.6 hillion during that period. The principal driver
behind these OFDI flows is the internationalization of a
relatively small group of Brazilian and Mexican trans-
Latins. The Brazilian group includes CompanhiaVale do
Rio Doce (CVRD), which purchased INCO (Canada) for



Foreign Investment in Latin America and the Caribbean « 2006

US$ 17 billion, and Petrobras, Gerdau and Itad, which have
purchased adiverserange of assetsindividualy. TheMexican
group includes América Mévil and Telmex, which made
major acquisitionswithin Latin Americaand the Caribbean,
and the Alfa Group, which expanded in the United States,
Europe and China. Cementos Mexicanos (CEMEX) bought
the Rinker Group (Australia) for over US$ 14 hillion, but
did not actually complete the deal until April 2007. Apart
from these Brazilian and Mexican trans-Latins, major
investments were undertaken by Tenaris (Argentina),
which bought Maverick Tube Corp. (United States), and
the State petroleum company of the Bolivarian Republic of
Venezuel g, PetrdleosdeVenezudaS.A. (PDVSA), whichis
investing in refineries (Argentina, Belize, Brazil, Uruguay)
and gas pipelines (Colombia) in theregion. These operations
demonstrate that trans-L atins have recently become much
more active participantsin internationalization processes,
especialy outside the region.

The proportion of TNCs found within the top 500
companies, measured by sales, in theregion grew sharply,
rising from about 27% in 1990 to 41% in 2000, before
falling back to 25%in 2005 (seefigure 3). The share of both
State and local private companies, by contrast, expanded
significantly between 2000 and 2005. The presence of
TNCsis most notable in manufactures, even though their
share of the top 500 firms' sales of manufactures dropped
from 58% in 2000 to 39% in 2005. The sector in which
TNCs have the second-largest stake is services, where
their share of the total sales made by service firmswithin
the top 500 fell from 38% in 2000 to 23% in 2005. In
the primary sector, where TNCs have a less pronounced
presence, their share shrank from 17% in 2000 to 13% in
2005. Local privatefirmsarethe strongest in manufactures
and services, while State companies clearly dominate the
primary sector. There hasa so been anotableturnaround in
the composition of the 200 largest exportersin the region.
Whereas in 2000 State-owned companies accounted for
only 15% of exports and TNCs for 50%, by 2005 this
situation had been reversed, with the former accounting for
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46% of that group’sexportsand TNCsfor only 27%. This
reflects, among other things, the sharply rising prices of
hydrocarbons, anatural-resource sector where State-owned
firms are adominant presence in the region.

Figure 3
LATIN AMERICA AND THE CARIBBEAN: SALES OF THE 500
LARGEST FIRMS, 1990-2005
(Percentages)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the
basis of information provided by the Special Studies and Projects Department
of the América economia magazine, Santiago, Chile, 2006.

In sum, the combination of these two data sets
provides an analytical basis for insights into FDI and
the operations of TNCs in Latin America and the
Caribbean. On the one hand, while in recent years the
region has succeeded in progressively increasing annual
FDI inflows, which reached US$ 72.4 billion in 20086,
itsrelative share of global and devel oping-country FDI
inflows is shrinking. On the other, in terms of their
position among the top companiesin theregion, TNCs
are losing ground while local private and State-owned
firms are gaining.

The current situation regarding FDI in the region
representsachallenge for policymakersin Latin America
and the Caribbean and callsfor action on their part if they
are to close the gap with more successful recipients of
FDI in other regions.

B. FDI policies in Latin America and the Caribbean and
the gap between the region and more successful
country recipients of FDI

The 2005 edition of Foreign Investment in Latin America
and the Caribbean analysed FDI-attraction policies and
the corresponding institutional frameworks in Latin

America and the Caribbean. That analysis showed that
theregion, in generd, isin aninfant stage of development
intermsof FDI attraction policies, which are passive and
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rely fundamentally on natural advantages and horizontal
incentives (opening up these economies, liberalization,
deregulation, and privatization). The study also found
indications that these countries are moving towards the
design of more comprehensive policiesthat assign amore
active role to national investment promotion agencies;
nonethel ess, these agenciestend to be small, understaffed
and with limited budgets, which blunts their impact.
Thisyear'sreport examines some of the best practices
in the rest of the world in order to better define the gap
between them and those of L atin Americaand the Caribbean
(see chapter 11). This examination highlights the principal
differences between the passive policies common in Latin
Americaand the Caribbean and the more active and integrated
FDI policies found in the more successful FDI recipient
countriesand regions. Thisanaysisindicatesthat the central
difference between thetwo isthat therole of FDI inthemore
successful recipients devel opment strategiesismoreclearly
defined and isprogressively moreimportant, such that greater
and morefocused effortsare madeto attract “quality” FDI.
In addition, theimpacts of such investmentsare continualy
evaluated with aview to relating them directly to devel opment
policy objectives. The effective implementation of active
and/or integrated FDI policiesis one of the factorsthat has
contributed to the* catching-up” process observed in severa
Asian countries during the last quarter century.
Thestarting point for thisanalysisisamore complete
understanding of the TNC decision-making processinvolved
inthesdection of investment sites(seefigure4). Thisprocess
consists of severa stages. Oncethe investor has a definite
idea of the firm’s needs as they relate to the investment
project, thefirst step isa preliminary analysis of possible
investment sites and the preparation of a“long list” of the
best potential sitesthat meet those needs. Thisisfollowed
by aconsidered examination of those sitesin order to rank
them in terms of attractiveness and then pare down their
number to a more manageable shortlist for more detailed
evauation. Thisexamination oftenincludeson-sitevisitshy
theinvestment team or by ateam put together by aspecialized
company contracted to carry out thisinformation-gathering
activity. A more exhaustive evauation is then undertaken
to select the definitive investment site. Subsequent TNC
decisionson further investment or reinvestment at that site
areevauated on the basis of the company’ sexperiencethere
and perceived opportunities in other locations.
Policymakersin potential host countries must decide
whether they should attempt to influencethe TNC investment
site decision-making process at critical junctures and, if
s0, how. Simply put, an aspiring host country usually fits
into one of three principal scenarios (seefigure5). Inthe
first, the potential host country aready possesses what
the foreign investor needs. In the second scenario, the
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potential host country does not quite have what theforeign
investor requires, whereas competitor host countries do.
Inthethird scenario, the potential host country isfar from
possessing what the foreign investor requires, while, here
again, other competitor host countries do.

Figure 4
TNC INVESTMENT SITE DECISION-MAKING PROCESS
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Source: Economic Commission for Latin America and the Caribbean (ECLAC).

Figure 5
TNC INVESTMENT SITE DECISIONS: THREE HOST-COUNTRY
SCENARIOS

Scenario 1 Scenario 2 Scenario 3

Minimum needs of
foreign investor

I:l Country’s FDI attractiveness

. Competitor countries’ FDI attractiveness

Source: Economic Commission for Latin America and the Caribbean (ECLAC).

The government of a potential host country in
scenario 1 might decide that it need take no action
and that passive FDI policies are sufficient to give it a
good chance to capture the investment. The country’s
attractiveness, in the presence of passive FDI policies,
revolves around its innate competitive conditions (such
asthe natural resources available, market size and growth,
export potential and geographical proximity to major
markets, aswell asinfrastructure, business environment,
macroeconomic stability, foreign trade facilities, etc.),
theexisting legal framework for FDI (regulatory system,
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restrictions on property ownership, the FDI approval
process and investment protection standards) and any
specificinitiatives, such as privatization programmes. This
process is more typical of natural-resource-seeking and
market-seeking FDI. Success on the part of the recipient
country is usually measured in terms of the quantity of
FDI received. Thisisquite characteristic of the historical
situation not only in Latin Americaand the Caribbean asa
whole, but even in the case of Mexico and the Caribbean
Basin, which receive most of the efficiency-seeking FDI
that reaches the region.

The government of a potential host country in
scenario 2 might decide that more active FDI policies
are needed to close the gap between what the country
possesses and what the foreign investor needs. At this
point, a major new element enters into the investment
site selection calculus in the form of the country’s
investment promotion agency (1PA). The IPA may become
proactive in several areasin an attempt to enhance the
country’s attractiveness to foreign investors. To this
end, it may seek to promote the country, in general, by
providing information, facilitating conversations with
foreign investors or sometimes negotiating directly with
them, and offering post-investment services. It may also
operationalize the national government’s FDI prioritiesin
terms of regions, functions, sectors, types of companies
or types of projects by targeting individual TNCs. Beyond
these measures, the potential host country may attempt to
influence the investment site decision for specific high-
priority projects by providing incentives (tax or financial
measures) or selective policies (building infrastructure,
undertaking human resource training, providing land,
etc.) to improve its chances of selection. This decision-
making process often concerns efficiency-seeking FDI
in which a component of atransnational corporation’s
international system of integrated production isestablished
in the host country. Success here is usually linked to
improving the international competitiveness of the host
country and specific achievements in priority regions,
functions, sectors, types of companies and/or types of
projects. This situation is more common in a number
of developing Asian countries (e.g., Malaysia and the
special economic zones of China and the Republic of
Korea) and some European nations (e.g., the Czech
Republic, Spain and France).

Thegovernment of apotential host country in either
scenario 2 or 3 may decidethat it requiresintegrated FDI
policiesto closethe gap between what the country possesses
and what foreign investorsneed in order to give the country
a chance to attract FDI in the future. In this situation,
the institutional framework and competitive conditions
that a country needs in order to move on to scenario 2
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or scenario 1 are created in a conscious and coordinated
manner over thelonger term. In the process, new policies
tointegrate FDI policy into development strategy will be
implemented (such asaproactiveidentification and removal
of FDI barriers, the improvement of the host economy’s
absorptive capacity, etc.), together with evaluations of the
performance of FDI (measuring it against specific goals
such asindustrial and technological upgrading, technology
transfer, the establishment of production linkages, human
resources training, local enterprise development, etc.).
In the celebrated cases of Singapore and Ireland, which
have been the most successful with these policies, FDI
has been transformed into the backbone of the national
development strategy. Once it has matured, this kind of
national policy isoften associated with attracting strategic
asset-seeking FDI, especialy R& D activitiesand regional
headquarters functions.

Globally, the shift from passive to active and/or
integrated policies has generally been accompanied by
greater harmony between the objectives and priorities of
the host country’s devel opment strategy and the corporate
strategies of the TNCs undertaking the investments. With
regard to host-country FDI and national development
policies, certain activitiesgain importancein the shift from
passive to active or integrated policies, including policy
interventionsin factor markets (skill creation, institution-
building, infrastructure development, supplier support),
use of incentives and selective policies for high-priority
projects, encouragement of R&D and technological
institutions, proactivismin attracting, targeting and guiding
investments, and efforts to improve the impacts of TNC
activities in the context of national strategic priorities
by directing new investments into defined higher-value
areas and inducing existing affiliates to upgrade their
technologies and functions. Thus, the focus shifts to
attracting “higher-quality” FDI. In order to accomplish
this, some of the more successful recipient countries
have designed and implemented inward-FDI policies
which are being increasingly integrated into the national
development strategy and are continuously evaluated in
terms of those priorities.

A central question istowhat extent FDI can assist a
recipient country to achieve basic development goal s such
asimproving its existing production structure by shifting
from simple, low-value-added and |ess internationally
competitive activitiesto more technol ogically sophisticated,
higher-value-added and more internationally competitive
ones. In this regard, national policy definitely counts.
The more successful FDI country recipients have had
clearly defined prioritiesfor their development strategies,
and their FDI policies have focused on those TNCsthat
they feel can contribute to their achievement.
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ECLAC has long espoused the thesis that quality
FDI hasastrategic roleto play in Latin American and
Caribbean development. On the basis of an analysis
of recent trends in FDI inflows, the size of the gap
between the region’s FDI policy practices and those
of the more successful FDI country recipients, the
experiences of certain non-traditional FDI source
countries and other factors, ECLAC is now advancing
the proposition that the region’s chances of attracting
quality FDI will improve to the extent that it defines

and implements more active and integrated FDI and
development strategies.

Thefinal two chapters of thisyear’s report dea with
the experiences of two non-traditional sources of FDI for
L atin Americaand the Caribbean: the Republic of Koreaand
Portugal. Themain purpose of thisanaysisisto examinethe
nature and impact of these non-traditional FDI sources, but
it aso providessomeinsight into theroleof inward FDI in
these countries’ own devel opment trajectories, particularly
in the case of the Republic of Korea.

C. The experience of Korean TNCs in Latin America

and the Caribbean

The Korean development experience is impressive and
provides important lessons for developing countries. The
country was brought to arude awakening during thetwentieth
century, first, by Japanese colonization (1910-1945), second,
by its severe dependence on direct aid from the United
States, which heavily influenced its devel opment options
after the Second World War, and, third, by the global clash
between capitalism and communism that, in the wake of
the Korean War (1950-1953), |eft the country divided into
acommunist north and a capitalist south. A poor country
then based mainly on agriculture and mining (about 50%
of GDP), with aper capita GDP similar to that of African
countries such as Mozambique and Senegal, in the early
1960sthe Republic of Koreagtarted taking bold stepstowards
becoming an independent economy by way of “guided
capitalism”. Public policies were expressly focused on
building up national industrial and technological capabilities
in order to gain international competitiveness. The focus
here was on strengthening the nationa conglomerates, or
chaebols. Inward FDI did not play asignificant roleinthis
phase of the Korean development strategy, however.

The Republic of Korea's prolific GDP growth
during this period was based on an outward-oriented
industrialization process that transformed its economy
into theworld’stenth largest (measured by GDP), madeit

theworld’stwelfth-biggest trader and raised its per capita
GDPto the equivalent of two thirds of the average of the
OECD countries.2 The Republic of Koreathus became one
of the principal showcases of the “ East Asian miracle”.
In spiteof thisstellar growth, the country was overtaken
by a debilitating financial crisis towards the end of the
twentieth century that obliged it to rethink its existing
devel opment strategy. At the sametime, the Republic of Korea
founditself inan Asian “nutcracker” between atechnology
leader (Japan) and several Asian fast followers (especialy
China) that strained its international competitiveness.
In short, the country was losing wage competitiveness
without gaining ground in terms of advanced technology.
In response, the government opted to promote theformation
of a“knowledge economy” that would be better able to
sustain GDP growth while making the transition from being
a“technology follower” to being an“innovator” . In order to
do s0, it began to focus on the continuous restructuring of the
economy through technological upgrading and innovation
in higher-value-added and technologically sophisticated
activities. In that context, the Korean economy mounted
an R&D effort equivalent to more than half of the entire
developing world's total private-sector R&D spending.®
Starting from this stronger base, the country embraced
the globalization process and became a world leader in

2 Togive but one comparison: the Republic of Korea'srea per capita GDP jumped from US$ 1,110 to US$ 12,230 between 1960 and 2003, while
that of Mexico only increased from US$ 2,560 to US$ 5,790 over the same period (Chen, 2006).

8 To give another example: the Republic of Korea undertook 35 times more industrial R& D, measured as a proportion of GDP, than Mexico,
which produces roughly the same level of manufacturing value-added (UNCTAD, 2003).
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information and communi cations technol ogy, among other
knowledge-based activities. Thus, the significance of the
Korean experienceliesin the country’sability to face up to
severe challenges by taking tough decisionsto reorient its
development strategy under trying conditions. Thisability
can be considered particularly relevant for Latin America
and the Caribbean.

In generd, it would seem reasonableto conclude that
when the Republic of Koreaembarked on itsfast-follower
trgjectory, it possessed adevel opment strategy suited to that
task. Now that it has evolved into acompetitive stakehol der
intheinternational economic system and aspiresto become
atechnology leader, its national development strategy has
been altered to reflect these changed circumstances and
its policies have become more orthodox and focused on
objectives associated with the knowledge economy. For
example, specialized institutions now actively promote
inward FDI and seek to direct it towards high-tech projects
in competition with national companies.

Korean outward foreign direct investment (OFDI)
played arolein bothitsinitial and subsequent devel opment
strategies, although its effects have been conditioned by
the country’ s bal ance-of -payments situation. The Republic
of Koreahas accumulated about US$ 70 hillionin OFDI
and generated asignificant number of world-classTNCs.
Whilethe original industrial export model wasin effect,
OFDI was hecessary to secure suppliesof natural resources
and gain access to the world’s principal markets. Asthat
model matured and the goal of creating a knowledge
economy came to the fore, OFDI began to play a more
important role in transferring certain export activitiesto
export processing zones in lower-wage countries and in
acquiring competitive technologies for use in the home
economy. Globally, Korean OFDI has been concentrated
in manufacturing (mainly in China, other Asian countries
and lower-wage countries close to major markets such as
those of North Americaand Europe). Large Korean TNCs
have used OFDI to establish international and regional
production systemsin el ectronics (Samsung Electronics
Company, LG Electronics) and motor vehicles (Hyundai
Motor Company) and to strengthen their competitiveness
in natural resources and resource-based manufactures
(SK Corp, POSCO) while smaller Korean TNCs (Sae-A,
Shinwon, Hansae, Hansoll) have used it to set up regional
production systems in the apparel industry.

The principa focal points of Korean OFDI in Latin
Americaand the Caribbean, to which about 8% of Korean
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OFDI hasbeen directed, arefound inthe el ectronicsindustry
inMexicoand Brazil, theapparel industry of Central America
and natural resourcesin Peru, Brazil and Chile. ThisKorean
OFDI has produced significant impacts, particularly with
regard to increased local exports. In principle, these OFDI
focal points should have become the “transmission belts’
that would pass on the Korean economy’sdynamismto host
countriesin the region, thereby helping them to learn from
the Korean devel opment strategy. In practice, however, these
contact points have not done so and therefore havefailed to
redlizetheir potentid for inducing industrial and technological
upgrading in the region. Thisis so for several reasons.

First of al, Korean OFDI in electronics has primarily
been in large-scal e plants devoted to the assembly of fina
goods, such ascolor television sets, mobile phones, monitors,
DVDs, etc., in Mexico and Brazil. Samsung Electronics
Company, LG Electronics and their associates possess
modern plantsin Mexico, closeto the border with the United
States, and in Brazil, in the Manaus free zone and around
S0 Paulo. These operationsrepresent hugeinvestmentsin
capital equipment and have been very important for their
headquarters companies, that is, Samsung Electronics
Company and L G Electronics, but have been less successful
ventures for their business associates (in terms of local
supply networks) and the two host countries (in terms of
the localization of components and the technological and
industria upgrading of these activities).

A good exampleisprovided by the shift from conventiond
(cathoderay tube) color television setsto themodern liquid
crystd display (LCD) or plasmadisplay panel (PDP) models.
Whereas the plants for conventional sets incorporated
associate firms' locally assembled components (Samsung
Electro-Mechanics, Samsung SDI in the case of Samsung
Electronics, and LG Innotek and LG-Philipsin the case of
LG Electronics), thenew LCD and PDP modelsincorporate
modulesimported directly from the Republic Koreawhich
account for alarge share of the final sales price. The most
significant value-added operationsin the host countriesare
essentialy limited to the assembly of printed circuit boards,
wheress, previoudy, the cathode ray tubes, deflection yokes,
flyback transformers and other components and partswere
locally produced. In other words, as this example suggests,
the progress being made towards manufacturing modern,
competitive fina products by these Korean companies in
Latin America seems to be coming at the expense of the
local production of components.* The host countries have
gained increased export earnings (Mexico) or more loca

4 LG Electronics opened anew PDP plant in October 2006 at its complex in Reynosa, Mexico. It isthe only onein the region and enjoys a clear
technological edge in this regard. The new plant is an outcome of a corporate strategy aimed at increasing localization in core sites (China,

Mexico, Poland and the Republic of Korea).
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R&D activities (Brazil), but their local industrialization
processis being truncated in the process due to the lack of
continuity in the transition from one model to the next. In
addition, existing production linkages may be uprooted in
the process.

Korean OFDI in the textile and apparel industry
began to be directed towards Central America, especially
Guatemala, primarily in the 1990s in the context of the
United Statesimport quotas facilitated by the Multifibre
Arrangement, which limited direct exports from the
Republic of Korea. Korean apparel firmstook advantage
of the quotas of host countriesin Asiaand Latin America
to continue exporting to the United States market. Most
assembled relatively simple knits (sweatshirts, shirts,
blouses, trousers, etc.) in Latin Americaand the Caribbean.
Some Korean apparel companies exported to the United
States market using cheaper Asian cloth and paying duty
at the United States border; others complied with the
rulesfor “production sharing,” which required the use of
more expensive cloth cut and formed in the United States,
as well as other inputs, in order to qualify for duty and
quota benefits. Some of the headquarters firms of Korean
subsidiaries operating in Central Americabecame world-
class competitors based on their textile industry and their
capacity to serve as full-service apparel providers.

Rather than reflecting their global competitiveness,
the operations of Korean firms working out of Central
American export platforms have been severely impaired by
severa factors. Themultilateral Agreement on Textilesand
Clothing put an end to the era of quotasand progressively
opened up the United States market to competitors,
especialy inlower-cost segments. Asaresult, fabrics cut
and formed in the United Statesbecamelessand lessable
to compete with the more efficient offshore vertically-
integrated operations of firmsfrom Asian countries such
as China and India. Moreover, the appreciation of the
Central American currencies and the worsening situation
in terms of personal security in the subregion deterred
Korean investors, especially established ones, and these
investorstherefore began to postpone reinvestments. Korean
apparel companies started to re-examine their optionsfor
offshore apparel assembly sitesand increasingly cameto
prefer Asian locations. Unfortunately, the host countries
did not mount active or adequate policy responsesto the
problems faced by these Korean textile and apparel firms,
nor did they build on thesefirms’ competitive advantages
astextile producers and full-service providers.

In the natural resources and resource-based
manufacturing sectors, Korean TNCs maintain a rather
passive presence in Latin America and generally work
with partner firms in order to spread the financial risk.
For example, SK Corp’s participation in the huge Camisea

natural gas project in Peru takes the form of a minority
share in the project consortium, which is led by United
States companies. LS Nikko sources more than half of its
copper from Chile, Peru and Brazil by way of operations
with Japanese partners. POSCO sourcesiron ore pellets
from Brazil viaits participationin alocal firm, Kobrasco,
whose operational management is in the hands of its
Brazilian partner (CVRD). These companies tend to be
much more active in other regions of the world, and the
more strategic aspects of their internationalization processes
are more visible outside Latin America.

Some changes are evident, however. SK Corp playsa
roleaspartner in al three elements of the Camisea project:
exploration/production, transportation (natural gas and
liquids pipelines) and distribution (the liquefied natural gas
plant). LS Nikko is beginning to purchase its own mines
and is considering the possibility of building a copper
smelter in Latin America or China. POSCO is setting up
itsown steel plant in Tampico, Mexico, to supply thelocal
automotive industry with galvanized steel. Another active
company is Eagon, which specializesin forestry products.
Thiscompany’svery existence has depended on its ability
to adapt to thefallout from its headquarter firm’sfinancial
crisishy charting amoreindependent course. Nonethel ess,
the operations of these companies till typically take the
form of passive participation in joint projects, in spite of
the recent record highs reached by internationa prices
for these commaodities, which might be expected to make
them more aggressive in investing in Latin America and
the Caribbean.

Thesingle biggest Korean TNC that is conspicuously
absentin Latin AmericaisHyunda Motor Company (HMC).
Thisworld-class company isthe most recent example of a
new automotive TNC from adevel oping country that has
broken into thetop 10 global TNCsinthissector. HMCis
usually considered to be one of theindustry leaders, after
Toyotaand Honda. Thanksto its relatively more limited
degree of internationalization, HM C was better prepared
for the Korean financial crisis, which was a significant
factor intherestructuring of that industry in the Republic
of Korea. In fact, it was the only Korean automotive
producer that was not sold to foreign investors, and it even
acquired the number two Korean motor vehicle producer,
Kia, around that time. Subsequently, HMC established
an extremely competitiveinternational production system
that focused on major markets, and particularly those of
the United States, China, India, Turkey and the Czech
Republic (for the European market). This company’s
production capacity (together with Kia) is approaching
5 million unitsworldwide, and it exported 2 million units
from its Korean base in 2005. Unfortunately, HMC still
pOssesses No major operations in Latin America and the
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Caribbean, preferring to export to those markets where
feasible. In Brazil, it has been mired in legal problems
stemming from the operations of some of the affiliates of
thefirmsthat it acquired during the Asian financial crisis,
namely Asian Motors and Kia. Eventually it decided
against bringing Brazil into its international production
system and is instead exporting knocked-down kits for
light trucks and sport utility vehiclesto aplant built by a
local company. In Mexico, HMC is apparently close to
adecision on investing in a new assembly plant. Under
circumstancesthat appear to be similar to the case of LG
Electronics' investment inthe PDP module plant, the local
FDI policy does not seem to have been asignificant factor
in thisinvestment decision, which isinstead primarily a
reflection of the firm’s own corporate strategy. In other
words, with the exception of this new plant in Mexico,
the automotive industry in the region does not enjoy the
benefitsthat would be associated with the presence of one
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of the Republic of Korea's most competitive, world-class
TNCs. Unfortunately, FDI policy in the region has not
been a factor in changing this situation.

Thus, whether it is due to the existence of better
investment options in other parts of the world, the
comparative passivity of Latin Americaand Caribbean
FDI policies, or other factors, theimpact of the operations
of Korean TNCsin the region would appear to fall far
short of their potential. As a consequence, the host
countries of Latin Americaand the Caribbean still have
much to learn from one of the more successful and
dynamic development strategies of the last half century,
one that spans both export-based industrialization
and the transition to the knowledge economy. This
situation can be attributed to the fact that the existing
transmission beltsin textiles and apparel, electronics,
motor vehicles and natural resources are not at present
fulfilling their role.

D. The experience of portuguese TNCs in
Latin America and the Caribbean

In many ways, the case of Portugal represents the “flip
side” of the Republic of Korea's experience. Whereas
thelatter set development benchmarks, Portuguese TNC
operations have their origin in an empire that has long
been in decline. The most competitive Korean TNCsare
world-classventures, whereasthe principal Portuguese ones
can be considered to be third- or fourth-tier enterprises.
Whereasthe largest Korean TNCs have aglobal presence,
that of the biggest Portuguese TNCsislimited mainly to
the I berian Peninsula, neighbouring countries and former
colonies (Angola, Mozambique, Cabo Verde, Macao,
etc.). Similarly, in Latin Americaand the Caribbean, the
presence of Korean TNCsisrelatively widespread (Mexico,
Brazil, Central America, Chile and Peru), whereas that
of Portuguese TNCsis heavily concentrated in just one
country: Brazil. Lastly, whereasKorean FDI intheregion
holds out great potential, much of the Portuguese FDI in
Brazil haslost its dynamism, and a substantial portion of
it appears to be stagnating if not declining.

Portugal was the centre of an extensive empire in
the sixteenth and seventeenth centuries, with overseas
possessions in Asia, Africa and Latin America. Today,
Portugal is one of the smaller members of the European

Union. It has, however, enjoyed somewhat of an economic
resurgence, in part based on European Union subsidies
aimed at reducing regional disparities, national deregulation
and privatization processes that have strengthened some
of the principal Portuguese enterprises, and the national
government’s efforts to help emerging Portuguese TNCs
to internationalize their operations. The pressure on
Portuguese firms to engage in OFDI in recent years has
come from the increased competition within the European
Union associated with theliberalization processin services
(such as telecommunications and electricity) and the
impact of adopting the euro.

Annual flowsof OFDI from Portuga were quite small
during the early 1990s, averaging less than 500 million
euros per year. However, they increased rapidly thereafter,
rising to about 3.5 hillion euros per year. As aresult, the
OFDI stock had surpassed 21 billion euros by the year
2000. Sincethen, outflows have, for the most part, remained
strong, but with sharp fluctuations from year to year. The
principal characteristics of Portuguese OFDI arethat it is
recent, encompassesfew activities, isconcentrated in afew
recipient countries and is carried out by a small group of
large but not highly internationalized companies.
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The firms that dominate Portuguese OFDI come
from two groups: large, recently privatized, public utility
monopoliesthat needed to internationalizeto avoid being
acquired by larger European competitorsin the context of
the European Union’sliberalization process; and existing
private firmsthat had consolidated their basein Portugal
and needed to expand internationally in order to sustain
their growth. Thefirst group includes companies such as
Portugal Telecom (telecommunications), Electricidade de
Portugal (electricity) and CIMPOR (cement). The second
is made up of firms such as Sonae (retail trade) and the
Pestana Group (tourism), aswell asanumber of firmsin
the financial services, construction and other industries.
Brazil became the epicentre of the Portuguese OFDI
boom that began in the mid-1990s, accounting for 95% of
Portugal’s OFDI in Latin America and the Caribbean.

This concentration reflects the fact that these
internationalizing Portuguese companies were interested
essentialy in Brazil, not therest of Latin Americaand the
Caribbean. Brazil was attractive for reasons of common
history, language and culture, as well as its large market
and growth potential, coupled with economic reforms
(the Real Plan, the steps taken to open up the economy,
liberalization, deregulation and, especially, privatization).
Although Portugal accounted for only about 6% of Brazil’'s
inflowsof FDI in 1996-2000, Brazil wasthe destination for
over 50% of Portugal’s OFDI in roughly the same period
(1995-2000). The macroeconomic crisis that hit Brazil
in 2000 caused those inflows to nosedive, however, and
several Portuguese compani es subsequently decided to leave
Brazil or sharply reducetheir assetsthere. In other words,
asmall group of Portuguese investors engaged briefly but
intensively in FDI activity in Brazil.

During the FDI boom, inflows were concentrated in
just three principal activities. telecommunications (39.9%),
retail trade (16.8%) and el ectricity, gasand water (15.4%).
From thisperspective, the history of recent Portuguese FDI in
Brazil ismainly about the experiences of Portugal Telecom,
Sonae, Electricidade de Portugal and afew others.

Portugd Telecom (PT) isthe product of theama gamation
of three Portuguese tel ecommuni cations companiesin 1994.
It was privatized in thelate 1990s, although the Portuguese
government hasretained its“ golden share’ in the company.
By 2005, it had sales of 6.3 hillion euros and 40 million
clients and was the eighth-largest telecommunications
company in the European Union. Although the firm has
far-flung international investments, including assetsin many
former colonies(Cabo Verde, Séo Tome and Principe, Macao
and Timor-Leste), its principal FDI destination is Brazil.
These investments have, for the most part, been made in
association with Telefénicaof Spain, the European Union’s
fourth-largest telecommunications company.
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Brazil accounted for 32% of the global sales of PT
and 71% of its clients worldwide in 2005. PT was one of
the principal participants in the privatization of Telebras,
Brazil’s dominant State telecommunications company, in
partnership with Telefénica. Their joint venture, BrasilCdl,
which controls the Vivo brand, became the single largest
nationa telecom company in LatinAmericaand the Caribbean,
and its Brazilian market share peaked at 44% in 2003. The
instability of the telecommuni cations market at the turn of
the century hasweakened PT, however, and it hasbegun to
refocus its efforts on its home base and Spain, especialy
since another large Portuguese group (Sonae) tried to take
it over in 2006. There is speculation that Telefénica will
buy out Portugal Telecom’s assetsin Brazil.

Sonae started out producing wood panels for
construction in the 1950s, but it then diversified into retail
trade (originally in association with the French group,
Promodes), the construction of shopping centres and
other activities (telecommunications, tourism, etc.). By
the 1980s, it was the largest private non-financial group
in Portugal and it began its internationalization process
in earnest. That process was focused on Brazil, where
Sonaeoriginally joined with alocal firm, Josepar, to create
Cia. Real deDistribuicdo. It later bought out Josepar and
created Sonae Distribuicdo, which expanded rapidly in
southern Brazil. It obtained significant market sharesin
severd Brazilian states, such as Rio Grande do Sul (32.3%),
Parana (23.1%) and Santa Catarina (15.4%), aswell asits
sharein the more popul ous S&o Paulo area (3.4%). Inthe
course of its effort to establish its local footprint, Sonae
faced increasing competition from other retail TNCs,
such as Carrefour, Casino, Royal Ahold and, eventually,
Wal-Mart. The 2001 crisis and subsequent devaluation
in Brazil also hit Sonae hard, causing its Brazilian sales
to plummet from the equivalent of 4.4 billion euros in
2001 to only 2.3 hillion eurosin 2002. Itsrationalization
efforts caused Sonae to drop from third to fourth place
in Brazilian retailing. By 2005, Sonae decided that it
had higher priorities and better investment opportunities
elsewhere. It proceeded to sell 10 S&o Paulo hypermarkets
to Carrefour for 105 million euros and, towards the end
of theyear, it sold itsremaining retail holdingsin Brazil
toWal-Mart for US$ 750 million. These resources helped
Sonaeinitshidto take over Portugal Telecom in Portugal.
Thus, this large private company eventually turned its
back on Brazil asamajor investment site.

Electricidade de Portugal was formed through the
amalgamation of 13 electricity providersin 1976. Inthe
1990s, generation, transmission and distribution activities
were separated to facilitate their privatization, although the
Portuguese government still controls about 25%. 1n 2004,
in recognition of its diversification into other activities,
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such as water, natural gas and telecommunications, its
name was changed to Energias de Portugal (EdP). Itisthe
tenth-largest el ectric company in the European Union, with
sales of 9.7 billion euros in 2005. EdP has concentrated
primarily on the generation and distribution of electricity,
but it a so holds 30% of thelargest transmission company in
the country, REN. Thefirm’s strategy has been to preserve
its lead in Portugal, to internationalize and to diversify.
It has done so with the help of powerful local associates
(GALP Energy, Aguas de Portugal, Brisaand BCP) and
established TNCs (Iberdrolaof Spain and ThamesWater
of the United Kingdom). Its internationalization efforts
have focused primarily on the Iberian Peninsula (6.5
million clients) and Brazil (3 million clients), where the
vast majority of its 9.5 million clients are found.

In a situation akin to the experience of Portugal
Telecom in telecommunications, EdP was one of the
principal participants in Brazil’s privatization process
in the electricity industry. The macroeconomic crisis
in Brazil hit privatized services, and especially the
electricity industry, particularly hard, and the firm's
huge investments in that sector came under financial
pressure. EdP then refocused its corporate strategy on
the Iberian Peninsula and sold off many of its non-core
activities while it attempted to reorganize its Brazilian
holdings. In 2005, it launched Energias do Brasil on the
local stock market. By 2006, it still had market shares of
1% of generation, 8% of distribution and 10% of supply
activities (trading) in Brazil’s electricity sector, and some
of its new investments in generation were coming on
stream. Thus, Brazil still plays an important, if reduced,
role in EdP’ s internationalization process.

Another exampleisthat of CIMPOR, one of Portugal’s
two principal cement producers. This company was also
privatized in the 1990s. The new owners set out to expand
beyond national borders by concentrating on three key
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markets: the Iberian Peninsula, the Mediterranean basin
(Morocco, Tunisia and Egypt) and Brazil. This moveis
reflected in thefirm’sinstalled production capacity in 2006
inthe Iberian Peninsula (9.6 million tons), Mediterranean
basin (6.6 million tons) and Brazil (5.7 million tons).
In terms of global sales, the Iberian Peninsula (where
CIMPOR is second only to CEMEX) contributed about
60%, while Brazil (where CIMPOR isin third place after
Votorantim Cimentos and Jo&o Santos) accounted for
18%. Thus, Brazil has become an important element in
CIMPOR’s internationalization process.

Finally, the Pestana Group seemsto have decided to
stay in Brazil for the long haul, asit is heavily investing
in tourist facilities in the north-eastern region.

Portugal’s experience serves to illustrate the case
of arelatively minor source of OFDI. The interactions
of several factors, such as the new competition coming
from within the European Union, theliberalization of the
national economy and theimpact of the euro, have obliged
many of the dominant Portuguese companiesto accelerate
their internationalization processes. In Portugal’s case, this
processisquite recent, involvesasmall group of activities
in a relatively few principal recipient countries and is
driven by afairly small number of dominant companies.
In general, companies in the telecommunications, retail
trade, electricity and cement industries have had similar
internationalization strategies which revolve around
neighbouring countries (especially Spain) and former
colonies having a shared history, culture and language
(particularly Brazil). Thefocuson Brazil asahub for the
internationalization processes of such companiesas Portugal
Telecom, Sonae, Energias de Portugal and CIMPOR was
intense but, for many, it did not last long in the face of the
macroeconomic crisis, regulatory problems, the entry of
global competitors, and what these firms considered to
be better opportunities el sewhere.

E. Messages

The 2006 report contains three basic messages. First,
the region has succeeded in stabilizing the absolute
level of inward FDI over the last three years while
outward FDI has skyrocketed, suggesting that the
region is becoming a more active participant in the
globalization process. Second, even so, the region’s
share of global and developing-country inward FDI
has not increased. Numerous factors account for this

outcome, and the causality involved is complex. The
elements in this equation include the fact that some
TNCsfeel that they have better options elsewhere, that
there are macroeconomic and structural limitationsin
the region, and that FDI policiesin the region remain
passive and relatively ineffective in comparison with
more successful country recipients of FDI in other parts
of the world. For example, the more successful host
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countries in Europe and Asia tend to employ active
FDI policies, which are often integrated into their
development strategies, to attract more and better-quality
FDI. Third, in acontext in which traditional sources of
FDI, such as Europe or the United States, are not very
dynamic, it makes sense to seek out non-traditional
sources. Unlike the situation with traditional sources,
OFDI from non-traditional investor countriesis often
concentrated in arelatively small number of companies.
Thus, the effectiveness of active FDI policiesto attract
and upgrade FDI from non-traditional sources depends
to a significant degree on the kind of FDI and the
nature of the corporate strategies of the principal TNCs

involved, asis amply demonstrated by the contraststo
be seen between the mainly manufacturing activities
of Korean TNCs and the primarily service activities
of the Portuguese ones.

These are a number of important lessons to be
learned from these experiences by policymakersin Latin
America and the Caribbean, who may wish to build
upon them by adopting more active and integrated FDI
policies that focus more on the quality rather than the
quantity of FDI, that better define the role of FDI in
the development process, and that evaluate its impact
on an on-going basis within the context of national
development priorities.
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Foreign direct investment and transnational
corporations in Latin America and the

Caribbean

A. Introduction

In 2006 net FDI inflowsin Latin Americaand the Caribbean, excluding the main financia centres,
amountedto US$72.44 hillion (seefigurel.1 and box |.1). Thisis 1.5% higher than the 2005 figure
and confirmsthat investment level s have stabilized after having declined early inthe decade. This

stability contrasts, however, with the estimated 34% growth in global FDI flows.

Meanwhile, OFDI from the countries of the region has
risen at an unprecedented rate, reaching US$ 40.62 hillion,
115% morethanin the previousyear. It wasthisincrease,
whichispart of aglobal rising trend in OFDI flowsfrom
developing countries, that led to the inclusion in this
chapter of asection on OFDI and the strategies employed
by Latin American and Caribbean firms (trans-Latins) in
making such investments.!

This chapter analyses FDI trends and determinants
froman analytical viewpoint based on the strategies adopted
by firms that invest abroad (ECLAC 2004, 2005, 2006a).
Two complementary data groups are used: (i) official

figures on FDI flows and their distribution by sector and
country of origin; and (ii) information on the operations of
transnational corporations (TNCs) and trans-L atins, cross-
border acquisitionsand investment projects. Thefirst group
of data comes from official sources, while the second has
been compiled from secondary information sources such
asthe specialized press, analysts reports and information
obtained directly from the companies involved.

Section B provides an overview of global foreign
investment flows; section C analyses FDI inflowsin Latin
Americaand the Caribbean; and section D studies OFDI
flows from the countries of the region.

1 Thecharacteristics of theinternationalization process of this group of companiesin recent years were described in detail in the previous edition

of thisreport (ECLAC, 2006a).
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Figure 1.1

LATIN AMERICA AND THE CARIBBEAN: FDI AND OFDI FLOWS
(EXCLUDING THE MAIN FINANCIAL CENTRES), 1992-2006 2
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official
figures as at 24 April 2007.

a The FDI figures indicate inflows of foreign direct investment, minus capital outflows generated by foreign
investors. The OFDI figures indicate outflows of investment by residents, minus capital transfers made
by those investors. The FDI figures do not include the flows received by the main financial centres, and
the OFDI figures do not include the flows originating in those centres.

b These figures are different from those contained in the editions of Economic Survey of Latin America
and the Caribbean and the Preliminary Overview of the Economies of Latin America and the Caribbean
published in July and December 2006, respectively, as the latter show the net balance of foreign
investment, that is, direct investment in the reporting economy less outward foreign direct investment.

Box I.1

METHODOLOGICAL ASPECTS AND COVERAGE OF FDI DATA FOR LATIN AMERICA AND THE CARIBBEAN

The FDI figures contained in this report
indicate inflows of such investment in the
reporting economy, minus capital outflows
generated by foreign investors. These figures
are different from those contained in the
editions of Economic Survey of Latin America
and the Caribbean and Preliminary Overview
of the Economies of Latin America and the
Caribbean published in July and December
2006, respectively, as the latter show the net
balance of foreign investment, that is, direct
investment in the reporting economy less
outward foreign direct investment.

The main financial centres of the region
(Bermuda, British Virgin Islands and Cayman
Islands) are not considered in this report,
except in interregional comparisons in the
international overview (section B). According
to UNCTAD estimates, those jurisdictions
received 99.2% of flows to the Caribbean
financial centres between 1990 and 2005
(which in turn received approximately 10%
of global flows between 2002 and 2006)
(UNCTAD, 2006). Other jurisdictions in

Latin America and the Caribbean that are
considered tax havens or financial centres
according to OECD and/or IMF criteria
receive substantial amounts of foreign
direct investment in non-financial sectors
and are therefore included in the analysis
carried out in this report.

The data included are the most
recent official figures available as at 24
April 2007. They are official figures for the
year, official estimates or extrapolations
on the basis of quarterly data for 2006 for
those countries that had not yet published
data for the complete year at that time.
In the absence of annual or quarterly
data or official estimates for 2006, and
solely for the purpose of estimating an
amount for the region and subregions,
average flows received between 2002
and 2005 were considered. Owing to the
response times of official surveys and
investment records, the official data are
usually revised retroactively by national
authorities, which may result in differences

Source: Economic Commission for Latin America and the Caribbean (ECLAC).

appearing over time in FDI figures for one
and the same period.

As for FDI data by destination sector
and country of origin, the estimates are
based on the best official data available
for a representative universe of destination
countries. Differences in data compilation
methodologies and criteria between
the various countries limit the quality of
the estimates if they are considered as
absolute values. In some cases they reflect
net income and in others gross income
or income actually received, while some
countries exclude some investment sectors
or categories of investment from their
classification by country of origin. In the
case of data by country of origin, there is
the additional limitation that in many cases
companies make investments from financial
centres or subsidiaries located outside their
country of origin. Nevertheless, these data
can be used to identify general trends in
the composition of investors and in FDI
distribution at the aggregate level.
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B. International background

According to preliminary estimates, global FDI flows
amounted to US$ 1.23trillion in 2006, which isanincrease
of 34% in relation to the previous year (seetable|.1).2

Table I.1
GLOBAL DISTRIBUTION OF NET FDI INFLOWS IN THE WORLD,
BY GROUPS OF RECIPIENT COUNTRIES, 1991-2006
(Billions of dollars)

Percemage
1992- 1997-  2002- change
19962 2001% 20062> 2005  2008° a5
2006"

World total 276.3 908.7 700.7 916.3 1230.4 34.3
Developed countries 170.9 6749 4346 5423  800.7 47.6
Developing countries 101.7 223.0 237.0 3343 367.7 10.0

Countries of South-
Eastern Europe and CIS 3.7 10.8 29.1 39.7 62.0 56.3

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the
basis of United Nations Conference on Trade and Development (UNCTAD),
World Investment Report, 2006. FDI from Developing and Transition Economies:
Implications for Development (UNCTAD/WIR/2006), Geneva, 2006. United Nations
publication, Sales No. E.06.11.D.11; and “Foreign direct investment rose by 34%
in 2006” (UNCTAD/PRESS/PR/2007/001), Press release, 9 January 2007.

2 Annual averages.

b Preliminary figures.

Therobust performance of the world economy —which
posted average growth of 4% of GDP— was a decisive
factor in the strength of global FDI flows. The United
States economy posted higher-than-expected growth
rates, although there may be a slowdown in 2007. In the
euro zone and Japan, growth rates were higher than in
previousyears. Devel oping countries had average growth
rates of 6.5%, with outstanding performancesfrom India
and China (ECLAC, 2006b).

China's 10.2% growth in 2006 (ECLAC, 2006b) has
had an impact on global FDI flowsin variousways. First,
Chinese demand for natural resources has grown with
the expansion in its production capacity, and this has put
pressure on commodity prices and led to investmentsin
other countriesto secure the supply of mineralsand other
inputs. Second, China’'sgrowth has encouraged investments
that capitalize on domestic market potential .3 Third, the
country’s production competitiveness, based on low costs
but also, to an increasing extent, on technological assets
(human capital, science and technology infrastructure,

2 UNCTAD estimates (2006, 2007).

innovation capacity and others) has created new parameters
for competition among countries to attract efficiency-
seeking investments to serve third markets.

There is growing competition among countries to
attract FDI, especially of the kind that will bring greatest
benefit to a country in terms of investment levels, job
creation, higher-value-added activities and innovation
(seechapter I1). Thisistaking place at atimewhen larger
companies are becoming increasingly active in their
search for more competitive investment locations (OCO
Consulting, 2005).

Theincreasein globa FDI in 2006 in relation to 2005
benefited devel oped countries and transition economies.
Thisisachangefrom thetrend of the past few years, when
developing countries had posted more rapid growth. As
in previous years, Western Europe and North America®
were the main recipient regions. Investments in those
regions have basically been intra-European or between
the two regions. The global wave of acquisitions, which
reached an all-time high in 2006, was adetermining factor
in this result. Assets in Europe and the United States
accounted for approximately three quarters of the value
of global acquisitionsin 2006 (Columbia University and
the Economist Intelligence Unit, 2006; UNCTAD, 2006;
Financial Times, 2006a).

Of thedevel oping regions, Asiaand Oceania, followed
by Latin America and the Caribbean, received the most
FDI in 2006. Preliminary estimates indicate that China,
theleading devel oping-country recipient of FDI in 2006,
shows signs of experiencing a slowdown in the growth
of theseinflows (UNCTAD, 2007). Therelative stability
of flows to Latin America and the Caribbean contrasts
with the growth in other regions, which reflectsafall in
theregion’sshare of FDI inflowsreceived by developing
countriesand of global inflows (seefigurel.2). If themain
financial centresareincluded, theregion’sFDI/GDPratio
is higher than that of Asiaand Oceania. Nevertheless, it
hasfaleninthe past two years (seefigurel.3).° If themain
financial centresare excluded, the FDI/GDPratiofor Latin
Americaand the Caribbean is 3% (see section C).

3 Red per capita GDP grew on average by 9.4% per year between 1990 and 2004 (ECLAC, 2006b).

4 Between 2004 and 2005, net United States OFDI fell from over US$ 220 hillion (27% of global flows) to a negative figure of US$ 12 hillion,
owing at least in part to the entry into force of federal government fiscal incentives (the Homeland Investment Act). This law allowed the
repatriation of profits at the lowest tax rates during asingle tax year, 2004 or 2005. This has reduced reinvestment abroad, which is an important

component of United States OFDI (UNCTAD, 2006).

5 In order to ensure comparability with data on other regions, all conclusions and data referring to Latin America and the Caribbean contained in this
paragraph and in figures 1.2 and |.3 include the main financia centres. The trends identified, however, aso apply to data that exclude those centres.
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Figure 1.2
LATIN AMERICA AND THE CARIBBEAN: SHARE
OF NET FDI INFLOWS, 1970-2006

(Percentages)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the
basis of United Nations Conference on Trade and Development (UNCTAD),
World Investment Report, 2006. FDI from Developing and Transition Economies:
Implications for Development (UNCTAD/WIR/2006), Geneva, 2006, United
Nations publication, Sales No. E.06.11.D.11; “Foreign direct investment rose
by 34% in 2006 (UNCTAD/PRESS/PR/2007/001), press release, 9 January
2007.

Figure 1.3
FDI INFLOWS AS A PROPORTION OF GDP,
DEVELOPING REGIONS, 1992-2006
(Percentages)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the
basis of United Nations Conference on Trade and Development (UNCTAD),
World Investment Report, 2006. FDI from Developing and Transition Economies:
Implications for Development (UNCTAD/WIR/2006), Geneva, 2006, United
Nations publication, Sales No. E.06.11.D.11; “Foreign direct investment rose
by 34% in 2006” (UNCTAD/PRESS/PR/2007/001), Press release, 9 January
2007; and International Monetary Fund, World Economic Outlook Database,
April 2007 for 2006 GDP figures.

According to estimates for 2006, the United
States and the European Union (especially the United
Kingdom, France and Spain) were once again the
main countries of origin of such investment (Columbia
University/The Economist Intelligence Unit, 2006).
Investments by developing countries, however, grew
substantially between 2003 and 2005 (see figure 1.4)

and preliminary information on OFDI and on mergers
and acquisitions indicates that this trend continued in
2006. In the last few years, many of these countries
have improved their macroeconomic performance,
increased their exports and accumulated financial
assets. These countries’ firms, with their increasingly
developed management and financial capacities, have
become more active asinvestors outside their respective
borders. The Latin American and Caribbean region has
not remained aloof from thistrend, asthe trans-Latins
have expanded their international presence both in the
region and outside it (see section D) (ECLAC, 2006z;
Columbia University/The Economist Intelligence Unit,
2006; UNCTAD, 2006; Euromoney, 2006).

Figure 1.4
OFDI FROM DEVELOPING COUNTRIES, 1970-2005
(Billions of dollars and percentages)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the
basis of United Nations Conference on Trade and Development (UNCTAD),
World Investment Report, 2006. FDI from Developing and Transition Economies:
Implications for Development (UNCTAD/WIR/2006), Geneva, 2006. United
Nations publication, Sales No. E.06.11.D.11.

These new trends are reflected in the dynamics of
large-scale acquisitions. Although most of the large
global cross-border acquisitions announced or concluded
in 2006 involved purchases by firms in developed
countries (seetable1.2), some large transactions were
carried out by devel oping-country firms (Brazil, India
and Mexico), mainly in sectors using natural resources
or manufactures based on those resources. The largest
acquisition of this type made during the year was the
purchase of Arcelor, the steel giant that resulted from
the merger of Arbed and Aceralia, by Mittal Steel, afirm
with Indian capital .6 L atin American and Caribbean firms
have become key agents. The Brazilian CompanhiaVale
do Rio Doce (CVRD) paid out approximately US$ 16.7
billion to buy control of the Canadian mining company
Inco, after competing against Phelps Dodge (United

6 Mittal Steel is controlled by the Mittal family of Indiaand is listed on the Amsterdam (Netherlands) stock exchange.
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States) and Teck Cominco (Canada).” CEMEX (Mexico)
acquired Rinker (Australia) for approximately US$ 14.6
billion.8 In addition, in January 2007, after several months
of competition with the Brazilian Companhia Siderdrgica
Nacional (CSN), Tata Steel (India) won control of the
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Corus Group (United Kingdom) (Financial Times, 2007).
These operations involving trans-Latins —CVRD with
the purchase of Inco and CEMEX with the purchase of
Rinker— are larger than any acquisition made by TNCs
in Latin Americain the course of 2006.

Table 1.2
CROSS-BORDER ACQUISITIONS FOR AMOUNTS IN EXCESS OF US$ 10 BILLION, 2006 2
(Millions of dollars)

. Country fo the ] Country of Stated value
Firm bought firm bo{;ght Buyer firm buyer%lrm (millions) Sector
(a) Operations concluded ®
Arcelor Luxembourg Mittal Steel Co. NV India/Netherlands 35929 Iron and steel
02 Plc United Kingdom Telefénica Spain 31126 Telecommunications
BAA Plc United Kingdom Grupo Ferrovial and others Spain 27 373 Engineering and construction
Scottish Power Plc United Kingdom Iberdrola SA Spain 27 209 Electricity
Gallaher Group United Kingdom Japan Tobacco Inc. Japan 19 020 Tobacco
Falconbridge Ltd. Canada Xstrata Plc United Kingdom 18 049 Mining
Vodafone assets United Kingdom Softbank Corp. Japan 17 528 Telecommunications
Inco Ltd. Canada Companhia Vale do Rio Doce Brazil 16 727 Mining
Boc Group Plc United Kingdom Linde AG Germany 15 599 Chemicals
Thames Water Plc United Kingdom Macquarie Bank Ltd. Australia 14 883 Water and sanitary services
Lucent Technologies United States Alcatel SA France 14 444 Telecommunications
Corus Group Plc United Kingdom Tata Steel Limited India 12 780 Iron/Steel
Societé des Autoroutes Paris France Macquarie/Eiffage Australia/France 12 138 Roads
Winterthur Schweiz Switzerland AXA France 10915 Insurance
Banca Nazionale del Lavoro  ltaly BNP Paribas France 10 848 Banks
AWG Plc United Kingdom Osprey Acquisitions Ltd. United Kingdom, 10 388 Water and sanitary services
Australia, Canada
(b) Operations pending®
Rinker Group Ltd. Australia Cemex SAB Mexico 14 627 Construction materials
KeySpan Corp. United States National Grid Plc United Kingdom 11 283 Gas
Euronext NV Netherlands NYSE Group Inc. United States 10 670 Diversified financial services

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of figures provided by Bloomberg.
2 Transactions involving internal restructuring of enterprises were excluded. Purchases made by trans-Latins are shaded.

b As at 24 April 2007.

¢ Mittal Steel is controlled by the Mittal family of India. The company is listed on the Amsterdam stock exchange.

Another global trend has been the rise in cross-
border investments made by private equity funds. These
investments typically have a shorter timeline than
those of TNCs and are considered direct when they
involve a share of over 10% of a company’s capital.
This trend may cause concern in receiving countries
about the long-term operations of the companies being
purchased. At the same time, these sources of capital
also represent solutions for enterprises in difficult
periods or when large amounts of investment funds
are needed (UNCTAD, 2006).

In general, the regulatory environment has been
favourableto FDI. Inthiscontext, however, therearesigns
of atrend toward increasing social demandswith regard to
local participation inthe benefits of FDI. Some measures
have been taken in Latin America and the Caribbean to

increase State participation in the ownership of natural
resources and in the benefits from their extraction. This
reflects a certain degree of dissatisfaction concerning
the distribution of benefits from the exploitation of
natural resources (see section C). SomeAsian countries,
in the context of more active and integrated investment
attraction policies, have imposed conditions to ensure
greater linkages between FDI and local companies. In
Europe and the United States, obstacles to some of the
main cross-border acquisitions have been associated with
political sensitivity in relation to the purchase of “national
champions’, questions of national security, fear of job
losses, or concerns about standards of corporate social
responsibility and socia protection (UNCTAD, 2006;
Columbia University/The Economist Intelligence Unit,
2006; OECD, 2006; Financial Times, 2006b).

7 Inthistransaction, CVRD was competing with the United States company Phel ps Dodge, which was subsequently purchased by another United
States company, Freeport. Thislast transaction isnot included in table 1.2 asit is not across-border acquisition, despite involving assets outside

of the United States.

8 Anoffer of US$ 12.062 hillion was made in October 2006 and the purchase was carried out in 2007 for US$ 14.627 hillion.
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Tosumup, global FDI reached an all-time peak in 2006,
under generdly favourable circumstances. Thegrowthin FDI
flows has mainly benefited developed countries. As for the
compaosition of investors, companiesfrom emerging economies

Economic Commission for Latin America and the Caribbean (ECLAC)

arerapidly-growing sourcesof FDI. TheLainAmericanand
Caribbean region dso showed growth, but & lessthan theglobal
rate. Thebiggest newsin termsof theregion’ssharein global
FDI flowsisits growth asthe origin of investments.

C. FDI inflows and TNCs in Latin America

and the Caribbean

1. Characteristics and trends

(&) FDI inflows

In 2006, FDI flows into Latin America and the
Caribbean, (excluding the main financial centres)
amounted to US$ 72.4 billion, which is 1.5% higher than
in the previous year. This result confirms the somewhat
stable nature of FDI over the past three years, a trend
which reflectsadlight fall in South America (0.2%) and
an increase of 4.4% in net FDI inflows for Mexico and
the Caribbean Basin (see figure 1.5).

Figure 1.5
LATIN AMERICA AND THE CARIBBEAN: NET FDI
BY SUBREGION, 1990-2006 2
(Billions of dollars)

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

—o—South America —=—Mexico and the Caribbean Basin —+—Total
Source: Economic Commission for Latin America and the Caribbean (ECLAC),
estimates on the basis of official figures as at 24 April 2007.

2 The main financial centres are not included. The FDI figures indicate FDI inflows,
minus capital outflows generated by foreign investors.

b These figures are different from those contained in the editions of Economic
Survey of Latin America and the Caribbean and the Preliminary Overview of the
Economies of Latin America and the Caribbean published in July and December
2006, respectively, as the latter show the net balance of direct foreign investment,
that is, inward direct foreign investment in the reporting economy less outward
foreign direct investment.

In 2006, the leading FDI recipient countriesin Latin
Americaand the Caribbean were Mexico and Brazil (which
together accounted for 52% of total inflows); followed
by Chile and Colombia (see table 1.3 and table | of the
annex). Thelargest variations recorded in rel ation to 2005

Table 1.3
FDI IN LATIN AMERICA AND THE CARIBBEAN,
BY RECEIVING COUNTRY, 1992-2006
(Millions of dollars)

1992- 1997- 2002-
19962 20012 20062 2005 2006
South America 16 989 53 362 35811 44778 44 679
Argentina 4683 10 605 3640 5008 4809
Bolivia 243 897 185 -242 237
Brazil 4 497 27075 15 746 15067 18782
Chile 2 465 5544 5809 6 960 8053
Colombia 1443 2964 4706 10 255 6 295
Ecuador 436 858 1545 1646 2087
Paraguay 116 172 51 75 117 °
Peru 2000 1535 2227 2579 3467
Uruguay 110 219 633 847 1374
Venezuela (Bol. Rep. of) 996 4 492 1269 2583 -543
Mexico and Caribbean
Basin 10 548 22542 25352 26 583 27 760
Mexico 8724 17 113 19114 19 643 18 939
Costa Rica 307 502 830 861 1436
El Salvador 13 366 342 517 204
Guatemala 91 319 186 208 325
Honduras 50 187 301 372 385
Nicaragua 62 235 237 241 290
Panama 271 892 1094 1027 2560
Dominican Republic 217 898 929 1023 1183
Suriname 27 -47 74 -37 -144 ©
Trinidad and Tobago 346 77 884 940 883
Jamaica 136 436 621 682 621 ¢
Other Caribbean countries 342 609 888 1106 1078 ¢
Total 27 537 76 903 61 163 71361 72439

Source: Economic Commission for Latin America and the Caribbean (ECLAC), estimates
on the basis of official figures as at 24 April 2007. The figures exclude the
main financial centres.

2 Annual averages.

b Extrapolations based on the quarterly data available.

¢ Estimates based on the average for 2002-2005.
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were dueto specific transactions or accounting issues. The
increase in investment in Panama was attributabl e to the
purchase of Banistmo by the British Hong-Kong Shanghai
Bank Corporation (HSBC), and thefall in investment in
Colombia was due to the exceptionally high FDI figure
for 2005 owing to the purchase of Bavariaby SABMiller.®
The declinein FDI recorded in the Bolivarian Republic
of Venezuela was mostly the result of accounting issues
which are described in detail in subsection 2. The annex
contains a brief description of the information available
on these flows for each country.

In terms of GDP, excluding the small Caribbean
economies, Panama received the most FDI in 2006,
followed by Trinidad and Tobago, Uruguay and Costa
Rica. The regional average FDI/GDP ratio remains at
3% (seefigurel.6).

Figure 1.6
LATIN AMERICA AND THE CARIBBEAN (SELECTED COUNTRIES):

RATIO OF NET FDI INFLOWS TO GDP, 2005-2006 &
(Percentages)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
the basis of official figures and projections for 2006.
2 The ratio shown in the figure is obtained on the basis of each year's FDI and the
three-year moving average of GDP.

In 2006, the United States, Netherlands, Canadaand
Spain were the main countries of origin of FDI received
by Latin America and the Caribbean (see figure 1.7).
In relation to previous years, Spain’s share has fallen
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while that of Canadal® has increased. Intraregional
flowsfell in relation to 2005, but remained close to the
average level for the period 2002-2005. This stability
contrasts with the sharp increase in OFDI from the
countries of Latin America and the Caribbean, which
was mostly due to a small number of transactions
outside the region (see section D).

Figure 1.7
LATIN AMERICA AND THE CARIBBEAN: MAIN INVESTOR
COUNTRIES AND GROUPS OF COUNTRIES
(Percentages)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC),
estimates on the basis of official figures as at 16 April 2007.
2 Includes Bermuda, British Virgin Islands, Cayman Islands and Netherlands
Antilles.
b Includes the economies of South-Eastern Europe and the Commonwealth of
Independent States.

Latin Americaand the Caribbean has begun to attract
investments from other devel oping regions, athough this
is not yet reflected to a significant extent in the official
figures.'1 A clearer indication of this phenomenon can be
found in the information on acquisitions and investment
projectsby investorsfrom China, Indiaand other countries
which have launched new undertakings in the region,
mainly in natural resources (see subsection 2). The
Indian conglomerate Tata is an interesting exception as
it has also started making investments in other sectors
(see box 1.2).

9 Theeffect of these transactions is also reflected in the large variation in the FDI/GDP ratio for these countries between 2005 and 2006 (see

figure1.6).

10 The strong presence of Canada is partly due to a transaction in Chile that involved the purchase of assets by Canadian companies from other
Canadian companies. Chile records investments made, but not the withdrawal of investment, so Canada is overrepresented. Nevertheless, even
without taking into account Canadian investmentsin Chile (which amount to much more than this transaction), Canadais still the third-largest

investor in 2006 in the group of countries considered.

11 One of the reasons why official flows do not reflect this trend, apart from the fact that thisis arecent phenomenon, isthe use of financial centres
or investments from subsidiaries situated in other countries (asin the case of SABMiller mentioned above), which are particularly significant for
investors from countries such as China, where foreign investment is subject to numerous registration and approval procedures (OECD, 2006).
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The Indian group Tata is a conglomerate of
96 companies distributed over seven sectors:
information and communications systems;
engineering; materials; services; energy; mass
consumer products and chemicals. The group
has operations in 54 countries, revenues of
USS$ 22 billion for the fiscal year 2005-2006
and over 200,000 employees. Three of the
group’s companies have a global presence
and have had various roles in Latin America
and the Caribbean or have interacted with
companies in the region: Tata Motors, which
takes advantage of synergies with Latin
American companies to supply markets in the
region and in India; Tata Consultancy, which
seeks markets in high-technology services in
Latin America; and Tata Steel, which competes
with the region’s companies for assets and
global markets.

Tata Motors was created in 1945 and
is the main Indian motor vehicle producer,
with income of US$ 5.5 billion for the fiscal
year 2005-2006. The company exports to
Europe, Africa, the Middle East, other Asian
countries and Australia, and has assembly
operations in Bangladesh, Kenya, Malaysia,
the Russian Federation, Senegal and
Ukraine. In recent years, its international
expansion has been driven by two acquisitions:
Daewoo Commercial Vehicle Company, the
second-largest Korean truck manufacturer, in
2004; and a share in Hispano Carrocera, a
Spanish bus manufacturer, in 2005 (with an
option to acquire the remaining shares). Tata
Motors' first vehicles were produced under a

Economic Commission for Latin America and the Caribbean (ECLAC)

Box 1.2

THE TATA GROUP: INVESTOR AND COMPETITOR

collaboration agreement with Daimler-Benz
(Germany) in the 1950s and the company
continues to benefit from collaboration with
other companies, including Cummins (United
States) and Hitachi Machinery Company
(Japan). Two collaborative projects with Latin
American companies were announced in 2006.
The first is a joint venture with Marcopolo
(Brazil) for bus manufacture and assembly
in India. Marcopolo’s international operations,
as in the case of Tata Motors, have grown
substantially in the last few years as it has
capitalized on its experience in markets with
typical developing-country characteristics.
The second is a collaboration project with Fiat
(Italy), which is still under consideration, to
manufacture Tata vehicles in Latin America.
The Fiat plants in Cérdoba, Argentina, or Minas
Gerais, Brazil, would be used to manufacture
vehicles of both makes for sale within and
outside the region.

Tata Consultancy Services (TCS) is
a leading consultancy firm for information
technology, business process outsourcing
(BPO) and technological solutions for
companies around the world. It has offices in
33 countries and clients in 55, covering sectors
that include banking and financial services,
insurance, manufactures, telecommunications,
retail trade and transport. Its main service
centres in Latin America are in Brazil, Chile
and Uruguay. The company was established in
Uruguay in 2002 and has a global development
centre for services to Spain and the Spanish-
speaking countries of Latin America. Atthe end

of 2006, it established a new centre in Uruguay.
Its operations in Brazil were established in 2002
and focus on specific projects, operating in
partnership with a local group. In 2005 these
operations were expanded by the signing of
an outsourcing contract with the bank ABN
Amro. TCS also began to operate in Chile
in 2002, and in 2005 it bought Comicrom,
a BPO company. The purchase was made
in the context of efforts to diversify the
company’s sources of income by increasing
the BPO component, among other measures.
In January 2007, the company announced a
new investment in Ecuador, after signing an
outsourcing contract with Banco Pichincha,
the largest private bank in Ecuador. One of the
company’s main challenges in Latin America
is finding qualified personnel.

Tata Steel is India’s largest integrated
private-sector steel company. Outside India, it
has operations in Singapore and Sri Lanka and
projects in Australia, Bangladesh, the Islamic
Republic of Iran, South Africa and Thailand.
In contrast to its compatriot and competitor,
Mittal Steel, it has not made significant
investments in Latin America. At present, it is
better known as a competitor rather than an
investor. This became apparent in the battle
with CSN (Brazil) for the purchase of Corus
Steel (United Kingdom), which the Indian
company won in January 2007. Tata Steel
shares many of the competitive advantages
of Latin American steel companies, such as
backward linkages (iron, energy) and low
production costs.

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of information obtained from the Official website [online] www.tata.com; Isto é
dinheiro, “Tata de carro no Brasil", 28 June 2006; Valor econémico, “Mltis no pais “importam” talentos de subsidiarias”, 8 January 2007; Thomas Friedman, “Latin
America’s choice”, The New York Times, 21 June 2006; América economia, “Tata cierra contrato por US$ 140 millones con banco ecuatoriano”, 22 January 2007;
Financial Times, “Tata Steel wins Corus with £6.2bn offer”, 31 January 2007.

In terms of sectoral distribution, services have

Figure 1.8

LATIN AMERICA AND THE CARIBBEAN: SECTORAL

attracted the most FDI in the region over the past 10
years, followed by manufactures. This pattern has
continued in recent years as well (see figure 1.8).
Excluding the Bolivarian Republic of Venezuela,
which posted substantial levels of OFDI in 2006 in the
primary sector (the reasons are explained in subsection
2), the proportion of FDI allocated to this sector has
increased.

Lastly, data on cross-border acquisitions in the
region show that they accounted for a smaller share
of FDI inflows in 2006 than in the previous year and
that the growth in net FDI therefore appears to be due
to increased investment in new capacity or extensions
and modernizations (see the following subsection).
Reinvestment has increased in Argentina, Chile,
Colombia and Mexico, according to the data available
for the main recipients.12
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), estimates
on the basis of official figures as at 16 April 2007.

12 Brazil’s published data do not distinguish between reinvestments, new investments and acquisitions.
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(b) Cross-border acquisitionsin 200613

In 2006, in line with the global trend, the total value
of cross-border acquisitions increased substantialy in
Latin America and the Caribbean, athough not all of
them reflected actual FDI inflows.

Cross-border acquisitionsmay be classified as. (i) new
intries (the purchase of assets or local companies by a
foreign company); (ii) “change-of-hands’ operations (the
purchase, by aforeign company, of assets or companies
controlled by another foreign company); or (iii) exits
(the sale of assets of foreign companiesto local business
groups). There are three important points to be made

Figure 1.9
LATIN AMERICA AND THE CARIBBEAN: COMPOSITION
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in relation to the 35 largest cross-border transactions
concluded each year between 2004 and 2006 in Latin
America and the Caribbean.'

First, entries continued to predominate but were
proportionally lessin 2006 than in the two previous years
(seefigure1.9).15

TNCsfrom devel oped countries—traditionally the
largest investorsin the region— are also becoming less
significant inrelation to trans-L atins and firms from other
developing countries. Thistrend, whichisareflection
of the global trends mentioned previously (UNCTAD,
2006), can be seen both in entries (see figure 1.10) 16
and in change-of-hands operations (see figure 1.11).

Figure 1.10
LATIN AMERICA AND THE CARIBBEAN: COMPOSITION OF

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on

70% 100%

OF CROSS-BORDER ACQUISITION BY
INVESTMENT AMOUNT, 2004-2006
(Percentages)

ACQUISITIONS INVOLVING ENTRIES, 2004-2006
(Percentages)

80%

60%

40%

20%

0%

2004 2005 2006

Entries Exits

Change of hands
m Firms from developed countries  m Trans-Latins Firms from other developing countries

2004 W 2005 @ 2006

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on

the basis of figures provided by Bloomberg. the basis of figures provided by Bloomberg.
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This section is based on data provided by Bloomberg on transactions for which the amounts were made public. It therefore does not include the
complete universe of cross-border acquisitions made. Nor doesit include transactionsinvolving companies from Latin Americaand the Caribbean
which have their headquarters outside the region, asin the case of Quinsa, the holding company that controls Quilmes, which was purchased in
oneof thelargest acquisitionsin 2006 (seetable|.4). Nevertheless, it does allow the identification of trends over timefor asignificant proportion
of these transactions. Caution is required when interpreting the impact of known transactions on FDI flows, asin many cases the purchases are
financed with shares of the same company. When alocal company buys assets from aforeign company (in operations referred to in this section
as OFDI), and the acquisition is financed with shares equivalent to more than 10% of the purchasing company, FDI inflows are recorded for
the equivalent sum, which offsets the impact of the OFDI operation on FDI flows. Meanwhile, an inward FDI transaction, financed with shares
amounting to more than 10% of the capital of the purchasing company, may be recorded in the balance of payments as OFDI of the purchased
company's country. Aswill be seen in section D, this factor had a strong influence on the OFDI flows of some Latin American and Caribbean
countriesin 2004 and 2005.

In 2006, the 35 largest transactions accounted for 83% of the total amount of cross-border transactionsinvolving assetsin Latin Americarecorded
by Bloomberg for which the amount is known. In 2004 and 2005 this percentage was 86% and 92%, respectively.

In 2006, the two largest exits involving assets in the services sector in Brazil were: the sale by Bank of America of BankBoston operationsin
Brazil to the Itali group (part of atransaction that also involves assetsin Chile and Uruguay), and the sale by Electricité de France (EDF) of the
electric power company Light to agroup of local investors (see table 1.4).

Thelargest entriesin 2006 were: the acquisition of Kerzner International, atourist development company in the Bahamas, by I stithmar (Dubai);
and the purchase of Hylsamex by Ternium of the Techint group. The largest acquisition by a European company was Banistmo, purchased by
HSBC. Of the entry transactions worth over US$ 500 million, none had a purchaser from the United States (see table 1.4). Some firms from
developing countries were also involved in changes of hands, as shown by the purchase of the Ecuadorian assets of Encana (Canada) by Andes
Petroleum Company (China) and the purchase of 50% of Omimex Colombia (United States) by Sinopec and ONGC (China and India) (see
table 1.4). In addition to these operations there is the acquisition by América Maévil of Verizon's assets in the Dominican Republic and Puerto
Rico, which took place in 2007.
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Figure 1.11
LATIN AMERICA AND THE CARIBBEAN: COMPOSITION OF
CHANGE-OF-HANDS OPERATIONS BETWEEN FOREIGN
INVESTORS, 2004-2006
(Percentages)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
the basis of figures provided by Bloomberg.
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Lastly, and alsoinlinewiththeglobal trend (UNCTAD,
2006), 2006 brought an increase in relation to 2004 and
2005 inthe share of foreign institutional investors (private
equity funds, pension funds and others) in the largest
cross-border transactions in the region (for example
Istithmar’s purchase of a controlling stake in Kerzner,
and the acquisition of a controlling interest in Transelec
by Brookfield Asset Management and others) (see table
I.4). Locd ingtitutional investorsalso played asignificant
role, purchasing alarger share of TNC assetsin 2006 than
in the two previous years.”

The greater incidence of exitsin relation to entries
confirmsthetrend observed in previousyears of adecline
in the share of TNCsamong the largest enterprisesin the
region (seethefollowing subsection). Added to the change
in the structure of the largest investors, this trend means
that public policymakers need to adapt their targeting
strategies (see chapter 11).

Table 1.4

CROSS-BORDER ACQUISITIONS OF ASSETS IN LATIN AMERICA AND THE CARIBBEAN
FOR OVER US$ 500 MILLION, CONCLUDED IN 2006 2

Country of the

Country of the

Firm or assets firm orassets  Purchasing firm purchasing Seller Country Value  gector
acquired acquired firm of seller announced
Kerzner International Bahamas Istithmar Dubai - - 3630  Tourism
Hylsamex? Mexico Techint Argentina SA Argentina Local investors Mexico 2581  Steel
Transelec Chile Brookfield Asset Management Canada Hydro-Quebec Canada 2367  Electricity
BankBoston Brazil Brazil Banco Itat Holding Financeiro Brazil Bank of America United States 2172  Banks/financial
Corp. services
Grupo Banistmo SA Panama HSBC Holdings United Kingdom  Local investors Panama 1770 Banks/financial
services
Coal operations — Cerrejon Colombia Xstrata Plc United Kingdom  Glencore Switzerland 1712 Mining
Light SA Brazil Rio Minas Energia e Part. Brazil Electricité de France France 1627  Electricity
Petroleum/pipeline Ecuador Andes Petroleum Company  China Encana Canada 1420 Hydrocarbons
businesses®
Quilmes Industrial SA Argentina Companhia de Bebidas Brazil/Belgium Bemberg Group Argentina 1250 Food/beverages
das Américas
Banco Pactual SA Brazil UBS AG Switzerland Local investors Brazil 1000 Banks/financial
services
FirstCaribbean Barbados Canadian Imperial Canada Barclays Plc United Kingdom 989  Banks/financial
International Bank of Commerce services
Embratel Participacdes Brazil Teléfonos de México Mexico 812  Telecommunications
Omimex de Colombia (50%)  Colombia Sinopec and ONGC China and India Omimex Resources  United States 800  Hydrocarbons
Tintaya Mine Peru Xstrata Plc United Kingdom  BHP Billiton United Kingdom/ 750  Mining
Australia
Oil and gas operations Argentina Apache Corp. United States Pioneer Natural United States 675  Hydrocarbons
in Argentina Resources
50%+1 of Cartagena Colombia Glencore International Switzerland Ecopetrol Colombia 656  Hydrocarbons
refinery (State-owned)
BankBoston Chile Chile and Banco Itat Holding Brazil Bank of America United States 650  Banks/financial services
Uruguay Financeiro Corp.
Sky Latin American Brazil, Mexico  DirecTV Group United States News Corp., Liberty ~ United States 579  Telecommunications
Platform ¢ Media, and others and others
Share in Megacable Mexico Teleholding SA de CV Mexico RCN Corp. United States 550  Telecommunications
and MCM
Companhia de Transmissdo  Brazil Interconexion Eléctrica SA Colombia State of Sao Paulo Brazil 535  Electricity

de Energia Elétrica Paulista

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of figures provided by Bloomberg and press reports.

2 Includes transactions in which the assets are situated in Latin America and the Caribbean. Does not include internal restructuring of business groups.

b Transaction announced in 2005, carried out in 2006.
¢ Transaction announced in 2004, carried out in 2006.

17 Another large purchaser has been the Advent fund, which purchased the Milano retail chainin Mexico, the Brazif duty-free store chainin Brazil,

Nuevo Banco Comercial in Uruguay, and, at the beginning of 2007, announced the establishment of a US$ 1 hillion acquisitions fund for the
region (Business Latin America, 2007a). The Matlin Patterson fund has also had a stake in the Brazilian airline Varig since the beginning of the

company’s financial restructuring process.
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(c) Presenceof TNCs!8

The largest TNCs in the region are found in the
telecommuni cations, commerce and automotive sectors.
In 2005, primary-sector companies had a larger share
than in the previous year, thisresult being influenced by
the rise in prices of the respective products (see table 4
of the annex).

The data for 2005 confirm the trend observed in
previous years (ECLAC, 20064) of afall in the share of
TNCs in the sales of the 500 largest companies of the
region and an increase in the share of local companies,
both State-owned (mainly in natural resources) and
private firms (mainly in manufacturing and services (see
figure 1.12). The presence of TNCs in the region grew
significantly between 1990 (27% of sales of the 500
largest enterprisesin the region) and 2000 (41% of such
sales). Nevertheless, by 2005 their share had diminished
again to 25%, although in absolute termsthefall wasless
sudden. These changes are naturally influenced by many
factors, including variationsin the exchange rate and the
effect of relative prices, in addition to the actual growth
of somelocal companiesand thewithdrawal (or reduced
activities) of some TNCs.

Figure 1.12
LATIN AMERICA AND THE CARIBBEAN: SALES OF THE 500
LARGEST FIRMS, 1990-2005

(Percentages)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the
basis of information provided by the Special Studies and Projects Department
of América economia magazine, Santiago, Chile, 2006.

Thisrelative fal in the presence of TNCs occurred
in all three sectors. In the primary sector, sales of TNCs
were down from 17% in 2000 to 13% in 2005, although
in absolute terms sales actually increased. For the
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manufacturing sector, the TNC share was down from 58%
of thetotal of the 500 largest companiesin 2000 to 39%
in 2005. For the services sector, it declined from 38%
to 23% over the same period. In contrast, local private
enterprises were the ones that increased their share the
most in each of the three sectors.

TNCshavealsolost ground in termsof their position
among thelargest exportersintheregion. Thiscontrastswith
the State-owned enterprises, which ismainly attributable
to the upswing in the prices of natural resources.'® Of
the 200 largest exporters, TNCs accounted for 18% of
exports in 1990, reaching a high point of 50% in 2000,
and dropping to 27% in 2005. State-owned enterprises
followed an inverse pattern. They accounted for 50% of
the exports of the 200 largest exporters in 1990. This
percentage dropped to 15% in 2000 and rose to 46% in
2005 (seefigure1.13).

EXPORTS OF THE 200 LARZgELg$ :;(iORTERS, BY OWNERSHIP
(Percentages)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the
basis of information provided by the Special Studies and Projects Department
of América economia magazine, Santiago, Chile, 2006.

Brazil and Mexico have the highest concentration of
foreign-owned companies, accounting for 51% and 25%,
respectively, of total salesin thisgroup. They arefollowed
by Argentina, Chile, Colombiaand Peru.

In Brazil, TNCs are mainly involved in the
telecommunications and automotive sectors. In
telecommuniceations, Telefénicaof Spain, Portugal Telecom
and América Movil (Mexico) are the main actors. In the
automotive sector, the largest companiesinclude Genera
Motors (United States), Volkswagen (Germany) and Fiat
(Italy) (seetable 4 of the annex). Some companies which

18 This section is based on data on the 500 largest companies in the region by sales, provided by the Special Studies and Projects Department of

19

América economia magazine, Santiago, Chile. The most recent data available are for 2005.

Of the 500 largest companies by sales, 293 are involved in exports, and data on exports in 2005 are available for 186 of these firms. For 15
companies, data on exports between 1995 and 2004 were used to estimate exports for 2005 based on the average ratio of exportsto sales during
that period. For the remaining 92 companies, the data available do not provide a sufficient basis for estimates.
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wereincluded in 2005 among the largest TNCs established
in the country —such as AES Corp. (United States) and
Electricité de France (France) in the dectricity sector— sold
alarge proportion of their assetsin 2006.

In Mexico, the automotive sector and retail trade are
clearly the areas with the largest transnational presence.
Thefirst sector includes General Motors, DaimlerChrysler
(Germany), Volkswagen and Ford (United States). In
the retall trade sector, the main participant is the Wal-
Mart chain (United States), which has one of its largest
operations outside its country of origin in Mexico (see
table 4 of the annex).

Economic Commission for Latin America and the Caribbean (ECLAC)

The combination of dataon FDI inflows, acquisitions
and the presence of TNCs in the region indicates that
FDI inflows have remained relatively stable, with aslight
increase, which is a positive development, but that for a
number of reasons, FDI intheregionisslowing, declining
in relation to global flows and to GDP; that acquisitions
involve more and more departures and fewer entries of
foreign companies; and that TNCs account for adeclining
share of the region’slarge companies, not only in natural
resources but also in manufacturing and services. The
following subsection analyses these trends from the point
of view of corporate strategies.

2. FDI in 2006 from the point of view of corporate strategies

Foreign investments can be categorized by the main
motivation for the investment, which may be a search for
markets, natural resources, efficiency for exporting to third
markets or technological assets. A large proportion of FDI
in Latin America and the Caribbean has been motivated
by the search for markets. In addition, South America

has attracted significant flows of FDI in search of natural
resources, while Mexico and the Caribbean Basin have been
the destination for efficiency-seeking investments, mainly for
export to the United States market (seetablel.5) (ECLAC,
2005, 20064). Technol ogical asset-seeking investmentshave
not been significant in any of the subregions.

Table 1.5
MAIN DESTINATION SECTORS FOR FDI IN LATIN AMERICA AND THE CARIBBEAN,
BY CORPORATE STRATEGY

Natural-resource

seeking FDI Market-seeking FDI

Technological asset-

Efficiency-seeking FDI seeking FDI

Goods Petroleum and gas: Automotive: MERCOSUR
Andean countries, Argentina, Chemicals: Brazil
Trinidad and Tobago
Mining: Chile, Andean
countries

Services  Tourism: Caribbean
Basin, Mexico

Food: Argentina, Brazil, Mexico
Beverages: Argentina, Brazil, Mexico
Tobacco: Argentina, Brazil, Mexico

Finance: Argentina, Bolivarian Republic of
Venezuela, Brazil, Chile, Colombia, Mexico, Peru

Automotive: Mexico
Electronics: Mexico and the
Caribbean Basin

Apparel: Caribbean Basin,
Mexico

Back-office services:
Costa Rica

Telecommunications: Argentina, Bolivarian
Republic of Venezuela, Brazil, Chile, Peru

Retail trade: Argentina, Brazil, Chile, Mexico
Electric power: Argentina, Brazil, Chile, Colombia,

Central America

Gas distribution: Argentina, Bolivia, Chile,

Colombia

Source: Economic Commission for Latin America and the Caribbean (ECLAC), Foreign Investment in Latin America and the Caribbean, 2004 (LC/G.2269-P), Santiago, Chile,

2005. United Nations publication, Sales No. E.05.11.G.32.

(&) Market-seeking FDI

Market-seeking investmentsin the region benefited
from positive macroeconomic trendsin 2006. GDP growth,
inflation control, expansion of private credit, relatively
low interest rates and lower unemployment have boosted
domestic demand (ECLAC, 2006b). Neverthel ess, these
investments have suffered the effects of regulatory

instability and of competition from imports, exacerbated
by currency appreciation in some of the main markets.
Some TNCs, mainly in the services sector, decided to
sell al or part of their operations in the region in order
to concentrate on more profitable markets. The trans-
Latins have become more important as market-seeking
investors within the region, especialy for services and
mass consumer goods.
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(i) Services

In the services sector, the main destination sectorsfor
FDI have been telecommunications, retail trade and the
financial sector. Inthe electricity sector and in sanitation
services, the year brought more FDI exits than entries.
In any case, the trans-Latins have expanded their share
in al of these segments.

In the telecommunications sector, the Mexican
companiesAméricaMovil and Telmex, and the Spanish
Telefénicacontinued to dominatein theregion, increasing
their presence by acquisitionsand new investments. This
included the purchase by AméricaMavil of some of the
assets of Verizon (United States) in the Caribbean.? These
companies haveinvested inintegrating telecommunications
services and media, acquiring cable TV operators and
broadband Internet services. In addition to these two
groups, thereis Millicom (Luxembourg), which acquired
control of the State-owned Colombia Movil (Ola)
for US$ 478 million (Expansion, 2006a). Telefonica,
AméricaMavil and Millicom are also competing in the
telecommunications market in Central America. Therecent
opening of the market in Honduras and Nicaragua has
contributed to the growth of investments in this sector.
CAFTA has played a positive role in this connection by
guaranteeing the interconnection of networks (Estrategia
y Negocios, 2006).

The main withdrawals of TNCs from the
telecommunications market in Latin Americaincluded the
sdeby Telecom Itaiaof Digitel, inthe Bolivarian Republic
of Venezuela, to the local group Cisneros and the sale by
Verizon of assetsin the Bolivarian Republic of Venezuela,
the Dominican Republic and Puerto Rico. Telecom Itaia
had aready begun to reduce its Latin American activities
with the sale of TIM Peru to América Mavil, followed by
the sale of its share of ENTEL (Chile) in 2005. Telecom
Italia began to focus its expansion on broadband services
and mediain Italy and other European countries, while in
Latin Americait continuesits mobil e tel ephone operations
in Brazil 21 Verizon has concentrated on marketswith greater
growth potentid inwirelesstelephony and Internet, especidly
in the United States (Bloomberg, 2007).
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Inretail trade, the largeinternational operators have
focused on the biggest markets—Brazil and Mexico— and
on Central America, while the trans-Latins, especially
the Chilean ones, are conquering other marketsin South
America. In 2006, Wal-Mart, the largest TNC in Mexico
by sales, began aproject worth over US$ 2 billion in that
country. In Central America, it acquired control of Central
American Retail Holding Co. (CARHCO), based in Costa
Rica, with storesin CostaRica, El Salvador, Guatemala,
Honduras and Nicaragua.?? In addition, it began to enter
financial servicesby establishing Walmex. In Brazil, Wal-
Mart consolidated its position with the purchase of Sonae
assets in 2005 (see chapter 1V), and then announced an
investment plan of US$ 800 million to open new stores
and to alter existing ones (Valor econémico, 2006a).

The French companies Carrefour and Casino have
focused their efforts on South America. After leaving the
Mexican market in 2005, Carrefour bought minor assets of
Sonaein Brazil and in 2006 began expansion programmes
inArgentina, Brazil and Colombia. Casino aso focused its
growth onthelatter two countries. In Colombia, it acquired
additional sharesin Almacenes Exito (for which Cencosud,
of Chile, had made an offer). In Brazil it maintainsitsshare
in CompanhiaBrasileirade Distribui¢éo (Dinero On Line,
2007; Valor econdmico, 2006b).

Chilean companies are entering the battle of the TNCs
inArgentina, Colombiaand Peru. WhileArgentinahas been
a traditional destination for Chilean investment in retail
trade,?® Colombia and Peru were the destinations with the
strongest growth in 2006. Cencosud, Falabellaand Ripley
have expanded their regional operations, especialy in the
two countriesmentioned. One of the competitive advantages
that hasresulted in this continuous expansion over the past
few years is the integration of retall and credit facilities,
while one of the factors leading these firms abroad is the
small size of the domestic market (Calderdn, 2006). These
companies gill have not entered significantly into larger
markets such as Brazil and Mexico, where the competition
of TNCsisstronger (Capital, 2006). Infact, FASA withdrew
after a brief encounter with the Brazilian market and sold
its main assets in the country, athough it retains a strong
presence in Mexico.

2 AméricaMovil had made an offer for Verizon's assetsin the Bolivarian Republic of Venezuela, Dominican Republic and Puerto Rico, estimated at
US$ 3.7 hillion. In December 2006, its assetsin the Dominican Republic wereincluded in the saleto AméricaMdvil of Verizon CanadaHoldings
Corp., the owner of Verizon's assets in that country. In the Bolivarian Republic of Venezuela, in view of the announcement that companiesin
strategic sectors would be nationalized, América M6vil abandoned the planned purchase. These assets were then purchased by the Venezuelan
Government in February 2007. As at March 2007, the purchase of the assets in Puerto Rico was still pending.

2L |nBrazil, after along period of conflict withits partners, Telecom Italiaannounced that it would transfer its 38% sharein the controlling company
of Brasil Telecom to atrust fund, and authorized JP Morgan to sell this stake. During the year there was also speculation on the possible sale
of the cellular telephony unit of Telecom Italiain Brazil, when the company released a statement confirming the receipt of an unsolicited offer
and letting it be known that the administrative council had authorized negotiations for a possible sale (www.teleco.com.br). In Bolivia, Telecom
Italia has amajority sharein ENTEL, which is being considered for nationalization (Business Latin America, 2007b).

2 Wal-Mart already owned 35% of the company and acquired an additional 51%.

2 The Chilean group Paulmann (Cencosud) leads the supermarket ranking in Argentina (M ercado, 2006).
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In the financial services sector, anumber of foreign
ingtitutions made new investments, but therewereaso some
significant withdrawals. Infact, thelargest transaction in the
sector wasthe sale, by Bank of America, of BankBoston's
assets in Brazil, Chile and Uruguay to the Brazilian
bank Ital. This bank already had a significant presence
in Argentina through the bank Ital Buen Ayre, and thus
consolidated its regional presence and its share of the
domestic market. In Argentina, the assets of BankBoston
went to Standard Bank Group, of South Africa.2*

The main entries in this sector were the purchases
of Banistmo, in Panama, by HSBC, and of the Pactual
bank in Brazil by UBS. The first is associated with

Economic Commission for Latin America and the Caribbean (ECLAC)

the growth prospects of the Panamanian and Central
American market, taking into account factors such as
the expansion of the Panama Canal, CAFTA-DR, and
growth in remittances from residents abroad, which has
boosted the market for bank and financial servicesin the
isthmus (see box 1.3). The second reflects the expansion
of UBS in a niche market —investment banking— in
Brazil. The company also began to enter retail segments
in Mexico. HSBC and Scotiabank have invested in that
country’s credit and mortgage segments. As mentioned
previously, Wal-Mart has begun to provide financial
services in Mexico, targeting low-income consumers
(América economia, 2007).

Box 1.3

RECENT FDI IN THE BANKING SECTOR IN CENTRAL AMERICA

The Central American banking market is
going through an intense restructuring.
A number of large investments
—acquisitions and expansions— marked
this sector in 2006. One of the main factors
to stimulate foreign investors’ interest in the
region’s financial sector is the prospect of
the entry into force of CAFTA-DR, which
will increase trade, FDI in other sectors
and the demand for banking services. A
second factor is the prospect of bringing
large segments of the population into
the banking market. The region has low
penetration rates by global standards:
26% in Costa Rica compared with 87%
en Canada. In terms of demographic
patterns, the young population of the
subregion (as in the rest of Latin America
and the Caribbean) is a contrast to that of
the northern hemisphere and offers good
prospects for growth and diversification of
services and income sources. Lastly, family
remittances create a growing demand for
banking services.

In this context, a number of international
banks have purchased regional banks that
had expanded within Central America.

The largest transaction in the sector (and
in the subregion in general) in 2006 was
the purchase of Banistmo (Panama) by
HSBC (United Kingdom), for US$ 1.771
billion. When the negotiations for the
purchase began, in 2005, Banistmo had
significant positions in Colombia, Costa
Rica, Honduras and Nicaragua, as well as
Panama. In February 20086, it took control
of Banco Salvadorefio, which, in addition to
a strong position in El Salvador, has offices
in California, Nevada and Texas (United
States) to provide services to the immigrant
community and facilitate remittances.
The transaction gives HSBC a strong
position, which its largest transnational
rival, Scotiabank (Canada), had achieved
through a gradual strategy that it has
intensified in the last few years. Citigroup
bought control of Grupo Financiero Uno
(El Salvador) —which had assets in
various Central American countries— and
Grupo Cuscatlan (Panama). The latter had
acquired the Central American operations
of Lloyds TSB (United Kingdom) in 2004,
which enabled it to enter Guatemala,
Honduras, and Panama. It also has

operations in Costa Rica and an office
in Nicaragua.

There has also been a process of
consolidation and internationalization
among the Central American banks. In
July 2006, Banco Continental (Panama)
bought Banco Atlantico (Panama) from
the Spanish bank Sabadell, counting on
prospects of growth owing to the Panama
Canal expansion. In Costa Rica, the
national banking system has regulatory
restrictions on expansion via acquisitions,
but has plans to grow in the region through
its partnership with Banco de Costa Rica.
Banco de Reservas (Dominican Republic)
has plans to establish itself in Haiti. Banco
Industrial (Guatemala) is growing through
acquisitions within the country, but also
plans to expand to other countries in the
region and to open offices in the United
States and Mexico. At the beginning of 2007,
there was a merger of Banco General and
Banco Continental (Panama), and G&T
Continental, of Guatemala, bought its
rival Banex-Figsa. Lastly, Banagricola (El
Salvador) was purchased by Bancolombia
in January 2007.

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of “La defensa de Banistmo”, América economia, 10 February 2006; “A kinder,
gentler foreign bank”, LatinFinance, August 2006; “May the best banks win”, Business Latin America, 6 November 2006; “Upheavals whet big banks’ appetites”, The
Banker, 1 September 2006; “Bancolombia anuncia compra salvadorefio Banagricola’, Reuters, 11 January 2007; “LatinFinance Banks of the Year 2006", LatinFinance,

November 2006; “Deals”, LatinFinance, February 2007.

As for the electricity sector, a combination of
regulatory and management problems led investors
to exit from this sector in Brazil. The main such
withdrawal was that of Electricité de France (EDF),
which sold its share in Light, an energy distributor
for the State of Rio de Janeiro, to alocal consortium,

24

after accumulated losses that were due, inter alia, to
the effects of the currency devaluation in 1999 (which
increased the value in reais of the company’s debt)
and the crisis in Brazil’s energy sector.?® In smaller
transactions, Alliant Energy, El Paso, Public Service
Enterprise Corporation Global and AES sold electric

Also in Brazil, American Express sold its operations to the local group Bradesco.

% Light had been controlled by EDF since 2002 (the company had acquired its first share in Light at the time of its privatization in 1996). EDF

also sold generating assets in Argentinain 2006.
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power assetsto local investors.?8 The total value of these
transactions was almost US$ 3 hillion (Business Latin
America, 2006a). At the same time, in one of the largest
cross-border transactions of the year, a new investment
entered Brazil’s el ectric power sector from I nterconexion
Eléctrica SA (ISA) of Colombia, which bought shares
in CTEEP, an energy transmission company. |SA aso
purchased sharesin Transmantaro, in Peru.?’

In Argenting, in the period following the crisis which
triggered the “pesification” of public utility rates, some
companiesrenewed their investment projectsin the country;
others decided to leave, such as Aguas de Barcelona and
Suez in the area of sanitation services. These companies
withdrew from Aguas Argentinas, which returned to State
control. Aguas de Barcelonaa so sold its sharein Aguas de
la Costa in Uruguay (which returned to State ownership)
while Suez solditssharein Aguas Cordobesasand in January
2007 announced itswithdrawa from drinking water supply
sarvicesin Balivia (América economia, 29 January 2007).

In summary, in the services markets there has been
agreat deal of interest in the telecommunications sector,
some financial services segments and retail trade. In all
of these sectors there have been winners and losers in
the battles for national markets, both within and outside
Latin America and the Caribbean. Some companies have
therefore chosen specific countries on which to focustheir
expansion efforts. In the process, there were significant
outflowsof foreign investment from some countries, cresting
opportunitieswhich have been taken up by trans-L atinsand
somelocal groups. Meanwhile, in basic services, outflows
have been caused by regulatory changes and past sectoral
and macroeconomic crises. Measurestaken to nationalize
some services in Bolivarian Republic of Venezuela since
the beginning of 2007 may result in greater reticence on
the part of foreign investorsin the near future.

(ii) Manufactures

The main industries targeted by market-seeking
investmentsin manufactures were beveragesin the mass
consumer goods segment and the automotive industry in
the durable goods segment. Most of these investments
went to South America.
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Inflows to the beverages sector were lower than
in the two previous years as there were no large
acquisitions such asthose of AmBev (2004) and Bavaria
(2005) (ECLAC, 2006a). Nevertheless, these same
companies, now part of transnational groups, have
made investments to expand their operations in the
region. Bavaria invested in a new plant in Colombia
and increased its share in Backus (Peru). AmBev
purchased an additional share in Quilmes (Argentina)
for US$ 1.2 billion and invested in new capacity in
Argentina, Bolivia and Paraguay.?®

The Mexican company FEMSA, which entered
the Brazilian market in 2003 by purchasing Panamco
(ECLAC, 2006b), expanded rapidly again in Brazil
in 2006, purchasing 68% of the Kaiser brewery from
Molson Coors (Canada) and integrating its beverage
and beer operations. In Mexico, it increased its share
of the carbonated beverages subsidiary that it operates
in partnership with Coca-Cola and purchased, with this
same partner, Jugosdel Valle, alocal company withalarge
share of the market in several countries of the region and
substantial production capacity in Brazil.

Alsoin Mexico—akey market for TNCsin beverages
(see ECLAC 2006b)— the Peruvian Ajegroup, whichin
2006 invested inanew plant in Tabasco, iscompeting with
companies such as Coca-Cola and Pepsi and is gaining
ground by establishing a low-cost niche. It also has
operationsinVenezuela, Ecuador, CostaRica, Nicaragua,
Guatemala and Colombia (EI Comercio, 2007).

In contrast to the situation in Mexico (see subsection
c), elsewherein Latin Americathe automotive industry
mainly supplies the local and regional market. There
is a trend towards specialization in more compact
vehicles. smaller and lower-cost models for the large
manufacturers, motorcycles, and new corporate plans
for low-cost cars that have been successful in other
developing markets.

In 2006, FDI inflows to the automotive sector in
Brazil dropped to their lowest level since 1997. Due to
pressure from the exchange rate, idle capacity in some
plants and labour conflicts, the closure of some plants
was announced. Exports dropped in 2006 (Anfavea,
2007) and went mainly to other Latin American countries,

2 Inthe context of the announcement of nationalization of strategic sectorsin the Bolivarian Republic of Venezuela, AES sold, in February 2007,

its 82% share in CA Electricidad de Caracas (Radio Nacional, 2007).

27 |SA bought control of CTEEP for US$ 535 million. In January 2007, ISA made a takeover bid of US$ 352 million for additional shares in

CTEEP (América economia, 2007).

2 |n 2007, AmBev made an offer of approximately US$ 313 million for the remaining share (Business Latin America, 2007c).
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especially Mexico.2® Asaresult of currency appreciation,
the former prospects for expanding Brazilian exports to
other regions fell away (ECLAC, 2005). Volkswagen,
for example, stopped exporting its Fox model to Europe
(PriceWaterhouseCoopers Automotive Institute, 2006;
Valor econémico, 2006c). Neverthel ess, domestic sales of
locally produced vehiclesand vehicle production increased
(Anfavea, 2006), indicating a declinein export prospects
rather than in the domestic market. In this context, the
main manufacturers began to modernize and expand. Fiat
isimplementing amodernization plan estimated at US$ 1.4
billion through 2008, Ford announced an investment plan
of US$ 100 million until 2011, and Volkswagen US$ 1.2
billion until 2012 (Business Latin America, 2007d).

In Argentina, Toyota and PSA Peugeot Citroén
expanded their operations to supply the rest of South
America, and Honda established a motorcycle plant, a
sector in which the government had established a series
of investment promotion measures. As in other sectors,
greater interest is gradually being shown by investors
from India (see box 1.2 on the investment plans of Tata
motors) and China (a joint venture was established by
Chery and the Argentine group Socmato produce Chery
vehicles in Uruguay).

In generd, theregion has attracted substantial market-
seeking investments in manufactures, although there
are some factors which limit the volumes of this type
of FDI. The main ones are: competition from low-cost
Asian manufactures; GDP and per capitaincome growth
rates at lower levels than in Asian developing countries;
exchange-rate volatility (especially recently); and factors
that congtitute what isgenerally referred to asthe business
environment. At the same time, the shortage of qualified
human capita and local supplier networkslimitsthe nature
of activitiesin theregion. Aschapter 111 shows, much of the
investment in high-technology sectors such aselectronics
isinassembly activities, partly because of the difficulty of
establishing linkageswith local suppliersof components.
Theregion continuesto be generdly off themapin activities
that involve ahigher R& D content and that could generate
greater linkages with the local economies.

(b) Natural-resource-seeking FDI

In 2006, natural-resource-seeking FDI intheregion
reflected the tension between two forces: the sustained
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rise in commodity prices (see figure 1.14) and changes
in the legal conditions for natural-resource exploration
and exploitation in some countries. This occurred in
the context of growing demands from governments and
civil society groups for agreater share in the benefits of
natural -resource exploitation and for greater control of the
environmental and social impacts of these activities. In
these circumstances, foreign investors havereacted in very
different ways. While some have almost abandoned the
region, have restructured their investments or are on stand-
by in relation to new investments, others have announced
new projects. Moreover, some trans-L atins and investors
from other devel oping countries —especially Chinaand
India— have shown growing interest in the region.

Figure 1.14
COMMODITY EXPORT PRICES
(Index: 2000=100)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
the basis of International Monetary Fund, International Financial Statistics,
[online] ifs.apdi.net, 17 April 2007.

Note: The crude oil price is West Texas Intermediate.
(i) Hydrocarbons

In the hydrocarbons sector, two opposing trends are
observed in relation to policies on the participation of
foreign capital in exploration and production activities.
Some countries have taken measuresto attract companiesto
the sector asaway of ensuring investmentsin exploration
and thereby restoring reserves and production levels. Others
have made changes to their legislation, or have begun to
actually implement measuresthey had previously adopted
in order to obtain greater profits and increase the State
role in petroleum activities (see box 1.4).

2 An agreement implemented in 2003 provided for an import quota of motor vehicles at a zero tariff as a production complementarity initiative
under which Brasil would export compact cars to Mexico, and Mexico would export to Brazil vehicles of higher unit values. Under this same
agreement, there would be free trade as of 2007. Nevertheless, exports from Brazil to Mexico have been much higher than in the opposite
direction. An agreement of November 2006 effectively established free trade in motor vehicles, but postponed it to 2011 for the commercial

vehicles category (Valor econdémico, 2006d).



Foreign Investment in Latin America and the Caribbean « 2006

Box 1.4
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CHANGES IN THE RELATIONSHIP WITH FOREIGN INVESTORS IN THE PETROLEUM

In the last few years, significant changes
have been made in the standards and
rules that regulate the activities of private
investors (in practice mostly foreign
investors) in the petroleum and gas sector
in the Andean countries. The direction of
these changes has varied, however. While
in the Bolivarian Republic of Venezuela,
Bolivia and Ecuador the trend has been
towards higher taxes and more restrictions
on private investment as a way of ensuring
that the countries receive a greater share
of the profits from petroleum activities, in
Colombia the changes have Market-seeking
been towards greater openness, for reasons
that include encouraging higher levels of
investment in exploration and production
and recovery of reserve levels.

In the Bolivarian Republic of Venezuela,
at the end of 2005, the government required
private investors to accept the conversion
of their operating agreements into joint
ventures, with a majority share for PDVSA.
Soon afterwards, the government proposed
an increase in royalty taxes (which had
also been increased in 2004) on projects
for extra-heavy crude extraction from the
Orinoco Belt. At the beginning of 2007,
there was an announcement that these
operations would be nationalized as of
1 May. The consortiums were converted
into joint ventures, with a controlling share
for PDVSA.

AND GAS SECTOR IN THE ANDEAN COUNTRIES

In Bolivia, the Hydrocarbons Act of
2005 created a royalty of 32% in addition
to the existing 18% tax. The law allowed
foreign investors a period of 180 days to
migrate to the new contracts. This period
elapsed without changes being made
in the contracts, although the investors
were paying the additional royalties to
the government. When the nationalization
of hydrocarbons was declared on 1 May
2006, an additional period of six months
was allowed, this time for the companies
to sign new operating contracts (which
included transfer of ownership to the State)
with higher tax rates that varied according
to the characteristics of each project, up to
a legal maximum of 82%. In October the
petroleum companies signed new contracts.
In September, the nationalization of private
refineries was announced. This measure,
which would affect mainly the interests of
Petrobras (Brazil), was still under negotiation
in early May 2007.

In Ecuador, as in Bolivia and the
Bolivarian Republic of Venezuela, the law
on hydrocarbons was reformed in order
to give the government a greater share in
revenues from petroleum and gas extraction.
It was established that when crude prices
exceeded the levels agreed in the contract
with each private company, the State
would receive 50% of the export income. In
contrast to what occurred in the other two

countries, the reforms in Ecuador did not
require a transfer of ownership to the State.
Nevertheless, one episode did lead to the
exit of a significant investor. On a date very
close to the nationalization of hydrocarbons
in Bolivia, the State procurator’s office
and Petroecuador accused the United
States company Occidental of violating
its exploration and exploitation contract,
which led to the company’s withdrawal
from Ecuador. The Ecuadorian Ministry
of Energy declared that Occidental had
illegally transferred a piece of land from
its exploration contract for Block 15 to the
Canadian company EnCana in 2000. The
concession was cancelled and the assets
used in that operation were transferred to
the State.

In Colombia, in contrast, foreign
investment in the hydrocarbons sector has
been encouraged as a way of increasing
reserve levels. Since 1999 the government
has reduced the obligatory share of Ecopetrol
in joint ventures and has made regulatory
and institutional changes which include
the creation of the National Hydrocarbons
Agency. In 2006, the Cartagena refinery
was privatized. Glencore International AG
(Switzerland) won the bidding, in which
its competitors included Petrobras. The
government announced that it would sell 20%
of Ecopetrol, this measure being authorized
by Congress in November 2006.

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of “Ecuador: Tax before trade”, Business Latin America, 1 May 2006; “What's new
in your industry”, Business Latin America, 15 May 2006; International Institute for Sustainable Development, Investment Treaty News (ITN), various issues; “Colombia
charms oil and gas investors”, Financial Times, 31 August 2006; “Bolivia acorralado”, Expansion, 4-18 October 2006; “Estado asumira operaciones en la Faja del
Orinoco desde el 1 de mayo”, press release, Ministry of People’s Power for Energy and Petroleum, 2 February 2007; “Revisdo de contratos no Equador pode afetar
Petrobras”, Valor econémico, 29 November 2006; Genaro Arriagada, “Petréleo y gas en América Latina. Un analisis politico de relaciones internacionales a partir de
la politica venezolana”, Real Instituto Elcano, 20 September 2006; “Bolivia suspende nacionalizagéo de refinarias”, Gazeta mercantil, 25 September 2006.

Asaresult of this combination of factors, there has
been a restructuring of the actors in the sector. Some
companies, especially North American and European
companies, have sold their assets in the region. At the
same time, there has been a rapid increase in interest
shown by firms, especially State-owned companies,
from China, Indiaand other devel oping countries. Major
acquisitions in 2006 included the purchase of EnCana's
assetsin Ecuador by Andes Petroleum Company (China)°
and the purchase by Sinopec (China) and ONGC (India)
of 50% of Omimex in Colombia. The latter also bought
sharesin an exploration block in Brazil operated by Royal

30 The transaction was announced in 2005 and implemented in 2006.

31 Royal Dutch Shell bought ExxonMobil s 30% stake in block BC-10 of the Campos basin, and sold 15% to ONGC (Shell Media Center, 2006).

32 PDVSA is also negotiating an agreement with ONGC. Moreover, the Government of India signed agreements with the Governments of Cuba
and Ecuador for oil and gas exploration in these countries, and had talks with Brazil in relation to oil and gas exploration and production and

cooperation initiatives to produce ethanol (ONGC 2006a, 2006b)

Dutch Shell.3 PDV SA signed a series of cooperation and
investment agreements with China National Petroleum
Corporation (CNPC) and with Petropars (Iran), and
began joint exploration contracts with both companies.
PDV SA was also one of the most dynamic investors
in the hydrocarbons sector in the region, together with
Petrobras (see section D).32

Other significant events included new investments
by Repsol Y PF in Argentina (where it also invested in the
refining segment, after theintroduction of new ruleson fuel
sulphur content) and the purchase by Glencore (Switzerland)
of control of the Cartagenarefinery in Colombia.
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FDI flows to the hydrocarbons sector indicate that,
inregional terms, the net effect of these opposing trends
seemsto have been positivein 2006, with flowsincreasing
by 57% in Colombia and by 26% in Ecuador in relation
to 2005. In Brazil, they diminished dlightly in relation to
2005, but remained much higher than in 2004 and than
the average level since 1997, when the sector was first
liberalized. Although no dataare available on flowsto this
sector in Peru in 2006, the granting of 16 new licences
for exploration and production points to an increase in
investment over the next few years (Ministry of Energy
and Mines, 2007a).33

In Bolivia, the figures on FDI inflows do not show
a substantial decline from 2005 to 2006, despite the
regulatory changes mentioned above. The official data
indicatethat gross FDI inflowsremained essentially stable
at US$ 104.5 million, compared to US$ 105 million in
the previous year.3*

Itisthe Bolivarian Republic of Venezuelathat shows
the steepest drop in net FDI flows for hydrocarbons,
reaching a negative value of US$ 1.958 hillion in 2006.
Nevertheless, this fall is not directly related to the
regulatory changes made in 2005-2006. It is explained
by thefact that between 2003 and 2004, PDV SA stopped
publishing its financial accounts, thus preventing the
distribution of profits among the foreign participantsin
strategic partnerships set up to operate in the Orinoco
Belt. In 2005 and 2006 the financial accounts were
published and the distributed profits were recorded as
FDI outflows. Reinvestment in the Venezuel an petroleum
sector remained relatively stable.

Thefact that the changesin the operating conditions of
foreign companies, especialy in Boliviaand the Bolivarian
Republic of Venezuel a, did not have a greater impact on
FDI inflows between 2005 and 2006 may be explained
by various factors, in addition to the appeal of high oil
prices. First, the uncertainty in the years preceding these
changes had already caused a contraction in the flows
destined for the hydrocarbons sector, as of 2001 in the
case of the Bolivarian Republic of Venezuela and 2002
in Bolivia. Second, no agreement was reached in 2006
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on compensation for the assets nationalized in Boliviaor
for thetermination of PDV SA operating agreementswith
the companies that did not agree with the conversion to
joint venturesin the Bolivarian Republic of Venezuela.®
Accordingly, no disinvestments were reported, although
some investors did |eave the country.36

Last, asthese activities have high sunk costs, exit costs
are also high, which is areason for investing in projects
aready underway. Neverthel ess, some countries may have
modified their investment plansin these marketsin view
of the changes mentioned. In Bolivia, for example, the
moratorium on new investments declared by companies
operating in Bolivia between the time of nationalization
in May and the signing of the new contracts in October
and the uncertainty that remains in relation to operating
conditions have probably slowed any additiona investment
that had previously been planned, although the flows
actually received have been maintained. The announcement
by Petrobras that it would substantially increase its
investments in gas exploration and production in Brazil
in order to reduce its dependence on Bolivian gasis very
significant in this respect.

(ii) Mining and metallurgy

Favourable international price trends have also
stimulated new investmentsin the mining and metallurgy
sector. In Chile, theincreasein mining investmentsin 2006
hasastrong reinvestment component. In Peru, investments
in new mining projects reached US$ 700 million in 2006
(Ministry of Energy and Mines, 2007b). Xstrata (United
Kingdom), Grupo México (Mexico), Newmont Mining
(United States), Phelps Dodge (United States), Gold Fields
(South Africa), Monterrico (United Kingdom), and Rio
Tinto (Australia/United Kingdom) were among themain
investors. Mining activity also shows signs of increasing
in Bolivia. According to the Central Bank of Bolivia,
FDI in mining in 2006 increased by 37% in relation to
2005 (Banco Central de Bolivia, 2007).3" Despiteafall in
relation to 2005, mining was the main recipient sector for
FDI flows in Colombia, with flows in the first semester

33 Asinother countries of the region, environmental issues are one of the biggest challenges for the hydrocarbons sector in Peru. New gasleaksand

36
37

afirein 2006 raised doubts about the safety of the Camisea project. A new initiative in the context of the Camisea project, which involves the
construction and operation of anatural gas liquefaction plant, amarine loading terminal and a connection to the gas pipeline of Transportadora
de Gas del Per(i (TGP), has been the subject of consultations between IDB and civil society. One of the requirements for the financing of the
project is compliance with a strategy that takes social and environmental aspects into account.

Asno dataare available on disinvestment in the hydrocarbons sector, net flows cannot be eval uated, but according to the central bank, disinvestment
in the first nine months of 2006 was due entirely to amortization of intra-firm loans (Central Bank of Bolivia, 2007).

In March 2007, the companies Total and BP ceded to PDV SA their operating rights to the Jusepin oil field. This transaction will bring them
US$ 350 million (Americaeconomia.com, 2007).

The compensation to Occidental for its Ecuadorian assetsis also pending.

At the end of 2005 the Indian firm Jindal Steel and Power won atender for US$ 2.3 billion for an iron-ore exploration project associated with
a steel plant, but this was suspended at the beginning of 2007 owing to lack of agreement with the government in relation to the terms of the

energy supply.
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of US$ 2.01 billion reflecting investments mainly in gold
and coal operations. Drummond (United States) made
significant investments in the La Loma coal mine.

In Brazil, where mining is strongly concentrated
in the hands of local companies, the steel company
Companhia Siderurgica do Atlantico was established by
ThyssenK rupp (Germany). The project, valued at US$ 3.6
billion, isthefirstinvestment in anew steel plant in Brazil
since the 1980s. The objectiveisto take advantage of the
availability of iron ore in Brazil to meet the expanding
global demand for steel, and 100% of production will
be exported. In addition to the plant, the investment,
in which CVRD has a share, includes port facilities, a
coking plant and a thermoelectric power plant (Valor
econémico, 2006€).

Mexico aso received large investments in the steel
sector, in particular with Mittal Arcelor’s purchase of the
steel company SiderUrgical azaro Cardenas-Las Truchas
(Sicartsa) of the Villacero group and the purchase of
Hylsamex by Techint, which was announced in 2005 and
completed in 2006. The two companies —Techint and
Mittal Arcelor— aready own over half of Mexico’'s steel
production capacity (Expansion, 2007a).

Some government and labour and civil society groups
are making stronger demands for bringing the benefits
of mining activities closer to the local population and
limiting environmental impacts. With regard to fiscal
issues, in 2005 Chile instituted a specific tax on mining
activity.38 In Peru, there was discussion at the beginning
of 2006 of a possible tax hike in the mining sector, after
which mining companies agreed to make a contribution
of US$ 772 million over the next five years to reduce
poverty, malnutrition and social exclusion. The Bolivian
authorities announced increases in taxes on mining and
the nationalization of the sector. Thereisstill uncertainty
inrelation to the recent changes, especially in Boliviaand
the Bolivarian Republic of Venezuela.
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Inrelation to workers' interests, the employees of the
Escondidaminein Chile, controlled by BHP Billiton and
accounting for 8.5% of world copper production, went
on strike for 25 days, with a significant impact on the
company’s production.3?

L astly, some mining projects have met with opposition
from groupsthat protect the environment and the interests
of indigenous peoples. The Pascua Lama (Argentina-
Chile) and Junin (Ecuador) projects have been the focus
of conflicts between companies, governments and civil
society representatives on these issues.*

(iii) Paper and pulp

Environmental issues also had a strong impact
on investment in the paper and pulp sector in 2006.
This sector —and the associated forestry activities—
contributed much of the increase in FDI to Uruguay.
The projects of the paper companies Ence (Spain) and
Metsae-Botnia (Finland) in the region of Fray Bentos
are expected to bring approximately US$ 1.6 billion
to the country over three or four years (Business Latin
America, 2006b). Metsae-Botnia’'s investment, which
is at a more advanced stage, has already generated
investments by itslocal and foreign suppliers, including
Stora Enso (Finland/Sweden), which is about to start
investing in the central region of Uruguay. Nevertheless,
the Fray Bentos projects have been the subject of disputes
between the Argentine and Uruguayan governments and
criticism and demonstrations by civil society groupsin
both countries for environmental reasons, which have
generated uncertainty with regard to the actual timing
and location of the investments.*!

In summary, natural-resource-seeking investments
in the region seem to be trapped between two opposing
forces. on the one hand, the strong appeal of these activities
in a context of high commodity prices and, on the other

38 The new law ensures that an invariable tax regime is maintained for defined periods for large companies operating under the regime of Decree

39
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Law 600. The invariable tax aso appliesto investors that sign new foreign investment contracts for mining projects with avalue of no lessthan
US$ 50 million (Foreign Investment Committee [online] www.foreigninvestment.cl). Moreover, through the law on the Innovation Fund for
Competitiveness, the government agrees to assign part of the revenue collected to that fund.

The mine’s production fell to 40% of capacity, at an estimated cost to the company of US$ 17 million per day (EIU, 20063).

The Pascua Lamagold project of Barrick Gold, which includes activitiesin Argentinaand Chile, has been criticized for alleged impactsrelating to
glaciers, water quality and quantity, tailings storage, and other aspects. The National Environment Commission (Conama) of Chile approved the
project in February 2006, with conditionsthat seek to limit theimpact of activitieson the glaciers. Conamaconfirmed its approval after analysing
the appeals filed by citizens' organizations on issues including impacts on water quality and noise levels (www.conama.cl; www.barrick.ca).
In Argentina, the project was approved in December 2006 by the Interdisciplinary Mining Environmental Assessment Commission (CIEAM),
after a period of 25 months. The Junin Project (copper, molybdenum, porphyrin) of Ascendant Copper (Canada) has encountered resistance
from some local and Canadian organizations. In March 2007 the operations were still awaiting approval of the environmental impact study. In
November 2006 the company signed cooperation agreements with local organizations on issues relating to health, education, infrastructure and
local participation in the jobs to be generated by the project.

In Brazil, one of the most significant recipients of gross FDI inflows in 2006 was the paper and pulp sector. A large proportion of these
investments are related to the restructuring of International Paper, which sold some of its assets to Stora Enso, Nippon Paper and the local
company Votorantim.
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hand, stricter requirements from governments and civil
society groupsin relation to the benefits of these activities
for the local population and the management of their
environmental impacts. Itisahuge challengefor industry
and governments to reconcile these interests and ensure
the sustainable production that brings concrete benefitsto
thelocal population, whilenot scaring off privateinvestors
that could bring value added to natural resources.

(c) Efficiency-seeking FDI

Mexico and the Caribbean Basin are long-standing
recipients of FDI thanks to a combination of low costs
and their proximity to the United States. A number of
factors are threatening these comparative advantages,
but the region seems to be adapting by creating new
sources of competitive advantage.

Mexico haslost competitivenessin low-technology
segments such as wearing apparel (see chapter I11), and
many companies have been closed down or transferred
to Central America or Asia. Nevertheless, production
costs in North America and the growing availability
of skilled manpower have led some operatorsin more
sophisticated sectors and activities to Mexico.*

In the face of the imminent restructuring of the
United States automotive industry, Mexico seemswell
placed to receive new investments. After announcing the
closure of plantsin the United States, Ford representatives
then announced an investment of US$ 560 million to
expand the company’s operations.*® Volkswagen, General
Motors and DaimlerChrysler announced investments
in new capacity, new plants or supplier development.
Nissan, Mazda, Honda and Toyota are investing in new
capacity (Expansién, 2006b). One of the main reasons
for the recent investments is the growth in demand in
the United States for small, low-cost vehicles owing
to high oil prices. The obstacles to be overcome in
order to take advantage of proximity to the United
States market include improvementsin infrastructure,
updating of the supply network and development of a
more highly-skilled labour force that can help to attract
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more complex operations, in which competition is not
only on a cost basis (Business Latin America, 2006c,
2006d; The Economist, 2006; Expansion, 2006c).

In Central Americaand the Caribbean, competition
from Asia, termination of free-zoneincentives under WTO
rules and the end of quotasin the United States market
create a challenging situation for the wearing apparel
sector, which accounts for a significant proportion of
manufacturing in these countries. The entry into force
of CAFTA-DR could generate significant opportunities
if the countries manage to find niches where they can
improve their competitiveness.

As the countries adapt to these new challenges,
they are seeking new sources of competitiveness
and diversification. Honduras has made changes in
its textiles and wearing apparel industry in a move
towardsvertically integrated operations (Banco Central
de Honduras, 2006). In ElI Salvador, there has been
diversification into new sectors, such as motor vehicle
parts, electronics and tourism (Proesa, 2006). In the
Dominican Republic there are also efforts underway
to increase the already substantial level of investment
in tourism and to attract investments in call centres
and other back-office services. Also contributing to
this trend is the return of bilingual Dominicans with
work experience in the United States (Latin Finance,
2006a). In CostaRica, the country in the subregion with
the longest experience in diversification and upgrading
of its production, new investments have been made in
electronics (mainly by Intel), medical equipment, call
centres, outsourcing of business services, financial
research, analysisand design of gasturbines, engineering
and back-office services (CINDE, 2006). A process of
diversification isalso under way in the member countries
of CARICOM (see box 1.5).

In summary, changes are taking placein Mexico and
the Caribbean Basin as a result of factors that include
the challenges of growing competition from Asia. Some
countries are making effortsto diversify their production
base and create competitive advantages that go beyond
low costs and can be sustained in the longer term.

42 Whirlpool announced the transfer of part of its United States production to Mexico (www.whirlpoolcorp.com). General Electric, General
Motors, Honeywell, and Delphi created R& D centresin the country. Bombardier also transferred some segments of its production from Canada
to Mexico, and plans to increase the country’s share of its aircraft assembly process (Business Week, 2006).

43 The company did not deny or confirm the press speculations about a plan to significantly increase its Mexican operations with investments of

US$ 9.2 million to 2012 (Expansién, 2006€).
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A recent CARICOM study shows increases
in investment flows among the countries of
the group and from abroad as a result of
more flexible exchange controls, greater
macroeconomic stability, double-taxation
agreements and growing experience with
internationalization processes.

The main investors are Canada, the
United Kingdom and the United States. The
intra-CARICOM flows (in which Trinidad
and Tobago is the largest investor) account
for approximately 10% of the total, a figure
close to that of intra-regional investment
in Latin America and the Caribbean as a
whole. There is very little investment from
the countries of South America, Central
America and Mexico.

The main type of investment in terms
of total amounts has been in natural-
resource-seeking projects. In fact, the
leading recipients of investment are
Trinidad and Tobago (particularly in the
hydrocarbons sector) and Jamaica (where

Box 1.5
RECENT FDITRENDS IN THE CARIBBEAN

bauxite and aluminium mining have
attracted large volumes of FDI). In view
of the relatively small size of the market,
market-seeking investments are mainly in
financial and telecommunications services
and retail trade. In manufactures, there
are good results from the beverages and
foodstuffs and cement segments, where
the logistical component justifies the local
production option. As in Central America,
the wearing apparel industry is suffering
from competition with Asia. Nevertheless,
several Caribbean countries have developed
exportable services industries, such as
call centres and other administrative
support services, in which the English
language is an advantage. In 2006, Verizon
Communications announced an investment
in call centres in Jamaica which would
create 5,000 jobs.

There is a general shift of focus, even
in the countries in which investments
have traditionally concentrated on natural
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resources, towards services, and within
this sector, there is greater diversification.
In addition to the administrative services
mentioned, FDI is growing in tourism and
hotels and in transport. In the last few
years, there has also been increased
investment in land purchases, which
is an indicator of future FDI, mainly
in infrastructure and tourism-related
services.

In relation to the OFDI of these
countries, the main investor is Trinidad and
Tobago, followed by Barbados and Jamaica.
These investments involve a wide range
of sectors. Some of the main investors are
conglomerates with simultaneous operations
in primary activities, manufacturing and
services. Apart from the conglomerates,
the largest companies are in the financial
sector. An increase in FDI flows is expected
among the CARICOM countries as a result
of the common market that entered into
force in January 2006.

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of Caribbean Community (CARICOM), Caribbean Trade and Investment Report,
2005, 2006; “What's new in your industry”, Business Latin America, 24 July 2006; “Special report, Caribbean”, LatinFinance, September 2006; OCO Consulting, FDI

Quarterly, issue four, quarter 1, 2006.

3. Conclusions

Thissection hasshownthat, despitetheexit of someinvestors
and the significant challenges facing some countries and
sectorsin their efforts to enhance the region’s appeal, FDI
remains stable, and with adight increasein absol ute terms.
Neverthdess, it hasa so shown that theregion’sshareingloba
FDI flows is faling. The reasons for this are not entirely
clear, but a number of factors are certainly involved. First,
theregion’sgrowth rates have been relatively low compared
tothose of other devel oping countries, which haslimited the
region’s apped for market-seeking investments.

Second, the institutions that evaluate national
business environments do not give very positive ratings
to Latin America and the Caribbean relative to other
regions, with the exception of afew countries.** Problems
associated with the complexity of the tax structure, gaps
ininfrastructure, regulatory uncertainty and other factors

not only reducetheregion’s appeal for FDI but also affect
the competitiveness of thelocal operations of theregion’s
companies. Latin Americaand the Caribbean continueto
be one of the regionswith the greatest number of disputes
between investors and the State.*®

Third, investmentsin Latin Americaand the Caribbean
have been limited to those that seek static comparative
advantages. natura resources, marketsand efficiency derived
from low labour costs and proximity to the United States
market. The region has not managed to attract a significant
amount of investment seeking dynamic comparative advantages
such astechnological assets. Thistype of investment usualy
has significant potentia for generating benefitsin terms of
creating quality jobsand opportunitiesfor local businesses,
whenthereisloca capacity availableto absorb these benefits.
It is dso subject to strong competition among potential

4 In the World Bank’s “Doing Business’ classification of 175 countries, Chile is ranked 28th, Mexico 43rd, Trinidad and Tobago 59th and the

other countries between 65th and 164th.

45 Of the 109 cases pending in February 2006, 58 involved L atin American and Caribbean countries. Most of them date from the period from 2001

to 2004.
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destinations because thistype of investment doesnot depend
on intrinsic nationa assets such as natural resources or
geographical proximity to specific markets. It therefore
depends on long-term policies that develop factors such
as skilled labour, scientific, technological and innovation
capacity, andlocal business capacity, and that promotethese
atractionsinan activeand integrated manner (seechapter 11).
The region’s performance in developing these assets has
been weak compared to the Asian developing countries,
and this generates significant challenges for the expansion
of manufacturing industries (Moreira, 2006).

Economic Commission for Latin America and the Caribbean (ECLAC)

These issues highlight the importance of consistent
and stable public policiesfor devel oping assetsto ensure
the competitiveness of production in the respective
countries, an issue for which the Korean experienceis
an important reference point (see chapter 111). Moreover,
rather than an objective, FDI is an instrument in the
process of creating production capacities. As discussed
in chapter 11, FDI attraction policies can contribute to
maximizing this potential if applied in an integrated
manner in keeping with each country’s development
strategy.

D. OFDI and the trans-Latins

1. Outward foreign direct investment flows

In 2006 there was a significant increase in OFDI flows
from the L atin American and Caribbean countries, which
reached record levels (seefigurel.15).46 Thetotal OFDI
of the countries of the region amounted to US$ 40.62
billion, more than twice the level observed in 2005.

The increase in OFDI in recent years is largely
attributable to a small number of large transactions
originating in just afew countries, sectorsand enterprises.
I'n 2006, significant transactionsincluded the acquisition
of the Canadian company Inco by the Brazilian firm
CVRD. In the two previous years, the amount of OFDI
had been influenced by the purchase of RMC by CEMEX
(2005) and two transactions associated with the purchase
of trans-Latins by TNCs (the incorporation of AmBev
into the InBev group and the purchase of Bavaria by
SABMiller).#” As part of the financing of the last two
operations, the owners of the acquired firms received
sharesin the acquiring enterprise (in the case of AmBev,
from InBev, the entity resulting from the merger). Those
acquisitions therefore involved significant amounts of
OFDI, aswell as FDI inflows.

Figure 1.15
LATIN AMERICA AND THE CARIBBEAN: NET FLOWS OF OFDI,
1992-2006 @
(Billions of dollars)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the
basis of official figures as at 24 April 2007.
2 The figures do not include investments from the main financial centres. OFDI figures
indicate outward investment by residents minus capital inflows generated by those
investors.

Thelarge scale of these operations hasmadefor highly
concentrated flows, which meansthat levelsof OFDI and the

46 Dataon OFDI have serious limitations. Whereas national records and surveys provide reasonably full coverage for FDI, many countries keep little
or no record of OFDI data and often estimate levels using samples. For FDI, countries usually record capital invested, inter-company loans and
reinvestments, while dataon OFDI are often limited to capital investment. Mexico, which isone of the main investor countries, only began to record
its outward investment in 2001, which explains the apparent increase in OFDI for that country and the region as awhole from that year.

47 Aspart of the series of transactions that led to the creation of InBev, AmBev bought the Canadian Labatt and its controllers acquired sharesin
the merged company. The purchase of the Colombian Bavaria by SABMiller also involved the former controlling group buying shares in the

purchaser’s company.
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growth ratesobserved in 2006 will not be maintained over the
next few years.*® Nonetheless, thereisaclear upward trendin
the outward investments of L atin American enterprises, and
this should increasingly be reflected in officid figures.

Figuresfrom the 1990s show that Argentinaand Chile
were the main investor countries (taking into account the
fact that Mexico began to publish OFDI data only as of
2001, and in that year reported higher investment than
the other two countries). In the more recent period, Brazil
and Mexico have taken the lead (ECLAC, 2006a).

Table 1.6
LATIN AMERICA AND THE CARIBBEAN: NET OFDI FLOWS,
MAIN INVESTOR COUNTRIES, 1992-2006
(Millions of dollars)

1997- 2002-

1992-

19962 20012 20062 2005 2006

Brazi 516 1095 8461 2517 28202
Mexico 881 3389 6474 3897
Chile 726 2220 1697 2209 2797
Venezuela

(Bol.Rep.of) 400 639 1247 1183 2089
Argentina 1196 1754 749 1151 2008
Colombia 205 412 1539 4662 1098

Source: Economic Commission for Latin America and the Caribbean (ECLAC), based
on official figures as at 24 April 2007.
2 Annual averages.

Box 1.6
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In 2006, Brazil wasthetop outward investor, followed
by Mexico and Chile (see table 1.6).%° In terms of GDP,
the top investor in 2006 was Brazil, partly owing to the
acquisition of Inco (Canada) by CVRD (Brazil) and a
series of other acquisitions and investments by companies
such as Itad, Petrobras, Votorantim, Gerdau, Odebrecht,
Camargo Corréa, Weg and Marcopolo.

The second largest investor (in absolute terms)
was Mexico, with operations concentrated in
telecommunications, food and beverages, and cement.
Chile, the second investor in terms of GDP and the third
in absolute terms, made investmentsin retail trade and
mining. Inthe Bolivarian Republic of Venezuela, OFDI
mirrored FDI inflowsin the sense of being dominated by
the hydrocarbons sector. PDV SA invested about US$ 1
billion abroad in the form of reinvested profits but the
company also sold assets abroad (shares in a United
States refinery, see box 1.6) for asimilar amount. In the
case of the Bolivarian Republic of Venezuela, the main
component of hydrocarbon investment abroad takes the
form of PDV SA accountsreceivablefor petroleum sales
to companies abroad (recorded as FDI).

TRANS-LATINS IN THE HYDROCARBON SECTOR: PETROBRAS AND PETROLEOS DE VENEZUELA SA (PDVSA) IN 2006

Meanwhile, PDVSA has made a radical

The hydrocarbons sector has played a significant
part in OFDI from Brazil and the Bolivarian
Republic of Venezuela. Initially, internationalization
was prompted by the level of oil supplies within
these countries. Petrobras concentrated on
natural-resource-seeking investments at a time of
uncertainty surrounding Brazil's domestic reserves,
while PDVSA sought out petroleum refining and
marketing channels in the main markets (United
States and Europe). These strategies changed
over time (ECLAC, 2006a).

Faced with new competitors in Brazil in
the late 1990s, the management of Petrobras
sought increasingly to diversify its markets and
products; company’s directors transformed
Petrobras into an integrated energy company,
developed the gas market and entered refinery
and distribution markets in other Latin American
and Caribbean countries without neglecting the
international expansion of its exploration and
production activities.

In 2006, Petrobras continued this strategy
of investing in exploration and production within
and beyond Latin America and the Caribbean.
In terms of distribution activities, Petrobras

purchased Gaseba (Uruguay’s main natural
gas distributor) from Gaz de France and also
acquired Shell’s distribution assets in Colombia,
Paraguay and Uruguay. In Uruguay, Petrobas
had already bought the gas distribution company
Conecta from the Spanish group Unién Fenosa.
These acquisitions are yet another example of
the tendency for trans-Latins to fill the gaps
left by European companies in the services
sector.? Petrobas is now entering a third phase
of international expansion: it has consolidated
large crude-oil production flows in Brazil and
other countries, and begun to invest in refining
near some of its main markets. With a view to
increasing its Brazilian heavy crude refining
capacity and adding value to its export products,
it paid out US$ 370 million to purchase 50% of
a refinery in Pasadena, Texas (in association
with the Belgian Astra Oil) and invested US$ 500
million in its modernization.” The company
also made a bid for the Cartagena refinery
in Colombia, but lost to the Swiss company
Glencore. It then announced it was seeking
opportunities in refining assets in Europe and
Asia (probably Japan).

change to its internationalization policy. It has
moved away from the United States market and
closer to other Latin American and Caribbean
countries, China, India and other developing
countries. In 2006, the company sold the
share of its subsidiary Citgo in a refinery in
Houston, Texas, signed an agreement with
Petrobras for the construction of a refinery in
Brazil (in the framework of broader cooperation
agreements), and began studies for buying a
refinery in India. The company has invested in
exploration and production in several countries
of Latin America and the Caribbean. It has
also invested in the construction of a gas
pipeline between Colombia and the Bolivarian
Republic of Venezuela. In the fuel distribution
segment, PDVSA also bought the ANCAP
share in Petrolera del Cono Sur (PCSA),
which has a large network in Argentina. As
a result of intergovernmental agreements,
several targets have been set in terms of
energy integration and cooperation between
the Bolivarian Republic of Venezuela and
other countries in the region.

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of Foreign Investment in Latin America and the Caribbean, 2005 (LC/G.2309-
P/E), Santiago, Chile, 2006; official websites: www.petrobras.com.br and www.pdv.vn; “Petrobras vai &s compras na Asia e Portugal’, Gazeta mercantil, 6 April 2006;
“Petrobras investira US$ 500 mi nos EUA”, Valor econdmico, 6 April 2006; “Petrobras compra e se torna a 5 no Uruguai”, Gazeta mercantil, 1 June 2006; “Petrobras
conclui compra da uruguaia Gaseba”, Valor econémico, 1 June 2006; “Petrobras compra refinaria no Japéo”, Gazeta mercantil, 14 September 2006.

2 Using a similar strategy, ENAP of Chile bought Shell’s distribution assets in Ecuador and Peru and invested in diversifying its sources of raw materials both within and

outside the region.

b Brazil's refinery facilities were mainly built before large volumes of petroleum began to be produced there. Previously, it was processing lighter petroleum from the Middle
East, but the national production of large volumes of heavy oil means there is a deficit in the country’s refinery capacity in relation to its production of crude.

Having said that, transactions such as the purchase of Rinker by CEMEX could bring OFDI flows to similar levelsin 2007.
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Many of the region’s countries do not publish official OFDI figures. For these countries, dataon FDI by Latin American and OECD country of

origin suggest that Ecuador and Panama are the main investors. Similarly, official figures for Uruguay seem to significantly underestimate the

FDI that other countries report as originating in Uruguay.
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As with FDI, much of the variation in the attributed to the effect of afew very large operations
OFDI/GDP ratio from one year to another can be (seefigure 1.16).
Figure 1.16
LATIN AMERICA AND THE CARIBBEAN: RATIO OF NET OFDI TO GDP, 2005-2006
(Percentages)
El Salvador
Uruguay
Honduras
Costa Rica
Mexico
Colombia [—
Argentina [E—
Venezuela (Bol. Rep. of) [—
Average ——
Chile
Brazil
2005 m 2006

Source: Economic Commission for Latin America and the Caribbean (ECLAC), based on
official figures as at 24 April 2007.

2. Latin American and Caribbean OFDI from the viewpoint
of trans-Latins and their strategies

The previous edition of thisreport contained an in-depth goods and services; and (iii) intermediate-technology

analysisof the strategies of trans-Latins (ECLAC, 2006a). manufactures. Each of these sectors has adifferent outward

This section covers some of the trends observed during investment strategy in response to the competition patterns

2006 in the following sectors: (i) natura resources and of eachindustry. All of the main acquisitions made during

natural -resource-hased manufactures; (ii) mass consumer the year fit into one of these strategies (seetable1.7).
Table 1.7

MAIN ACQUISITIONS BY TRANS-LATINS OUTSIDE THEIR COUNTRIES OF ORIGIN, 2006 2
(Millions of dollars)

Country of Company Country of

Acquired by acquiring or assets company Annotmced Sector
company acquired acquired value
Companhia Vale do Brazil Inco Ltd. Canada 16 727 Mining
Rio Doce
América Movil Mexico Operations in Latin America Dominican Republic, 3700 Telecommunications
and the Caribbean Puerto Rico
Techint (Ternium) Argentina Hylsamex Mexico 2581 Steel
Techint (Tenaris) Argentina Maverick United States 2390 Steel
Telmex Mexico Embratel Brazil 812 Telecommunications
Companhia Vale do Brazil Canico Resource Corp. Canada 678 Mining
Rio Doce
Banco Ital Brazil BankBoston Chile and Uruguay 650 Financial
Alfa Mexico Hydro Castings Germany, Austria, 545 Motor vehicle parts
Hungary, Sweden
Interconexién Colombia Companhia Paulista de Brazil 535 Electricity
Eléctrica SA Transmisséo de Energia
Elétrica (CTEEP)

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of figures provided by Bloomberg and press reports.
2 The table includes transactions over assets which are located in Latin America and the Caribbean. It does not include internal reorganizations of corporate groups. The purchase
of Rinker (Australia) by CEMEX (Mexico) is not included because it was not completed in 2006.
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(&) Natural resources and natural-resource-based
manufactures: trans-L atins seek global leader ship

The initial growth of many of the region’s magjor
companies was based on exports of natural resources or
natural -resource-based manufactures from their countries
of origin. In recent years, these enterprises have managed
to broaden and diversify their markets, products and
the location of their assets by investing in production
capacity and reserves abroad, thereby ensuring their
own competitiveness and financial robustness (ECLAC,
2006b). In this context, and in many cases owing to the
high prices of their respective products, these companies
have been involved in some of the main transactions
and offers at the global level in 2006. Such operations
are now part of a pattern of global competition based on
scale, diversification and appropriate risk management
for primary activities.

In the case of hydrocarbons, the peculiarities of the
market and the fact that the region’s main petroleum
companies are State-owned has generated some unique
experiences (see box 1.6).

Box 1.7
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Inthe mining sector, thelargest acquisition made by a
trans-Latin (indeed one of thelargest transnationd acquisitions
in the world) during 2006 was the purchase of the nickel
mining company Inco (Canada) by CVRD (Brazil). This
operation ispart of the company’s strategy to diversify the
location of its assets and its supply of mining products, in
contrast with the strategies of other major Brazilian groups
towards a growing diversification of activities (ECLAC,
2006b). Theacquisition of Inco brings down the percentage
of CVRD mining reserves in Brazil from 98% to 60%,
and the company is reducing its dependency on iron ore,
which moved from 74% of salesin 2005 to 56% in 2006
(Valor econdmico, 2006f). By purchasing Inco, CVRD
is intensifying its concentration on its main business of
mining (see box 1.7). In November 2005, in keeping with
the move towards focusing on mining while diversifying
geographically and in terms of products, the company
purchased Canico Resource Corp. (agold mining company
in the United States) and made new investmentsin Latin
Americaand Africa. Those new investmentsincluded coal
production in M ozambique, where the company isexpected
to invest some US$ 2 hillion.

CONDITIONS PLACED ON THE ACQUISITION OF INCO BY CVRD

The Government of Canada approved
the acquisition of the mining company
Inco in Canada by Brazil's CVRD, subject
to some major conditions regarding the
future running of the company. The legal
basis for these conditions is the Investment
Canada Act, which makes approval of
acquisitions conditional upon the existence
of net advantages for Canada, in terms

of a transaction’s effects on the country’s
level of economic activity, the participation
by Canadians in the project, the effect of
the investment on industrial output and
productivity, its compatibility with national
economic, industrial and cultural policy and
its contribution to Canadian competitiveness.
In this case, the government-imposed
conditions on the transaction were that

the buyer’s current and future nickel
business management be transferred
to Canada (under the new CVRD Inco);
CVRD Inco’s global activities be managed
from Toronto; Canadian executives remain
in key positions; no employees be made
redundant for at least three years; and that
the workforce should never fall below 85%
of current levels.

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of information obtained from the Official website www.cvrd.com.br; Investment

Canada Act, 1985.

In other news of trans-Latin mining companies,
Antofagasta Minerals (controlled by the Chilean Luksic
group) made headway in its expansion beyond Latin
Americaby gaining control of the Australian companies
Tethyan (whose main assets are copper and gold reserves
in Pakistan) and Equatorial. The company also announced
long-term plans to invest between US$ 600 million and
US$ 700 million in Pakistan and bought exploration licenses
for that country from BHP Billiton. Within Latin America,
the company signed a joint venture with AngloGold to
explore copper and gold reserves in Colombia.

Asfor iron and steel, CSN, Gerdau and Techint have
al sought to take an active rolein the new wave of steel-
sector consolidations at the global level.

CSN, which owned 50% of Lusosider (Portugal),
bought the remaining 50% from Corus. Thistransaction

means that CSN can increase its exports of crude steel
to Europe, using processing facilities in Portugal and
selling products with higher value added while avoiding
trade barriers to exports. Thisis along the same lines as
previous CSN investmentsin the United States (ECLAC,
2006b). However, CSN was unsuccessful initstwo main
endeavours of the year. It failed in its bid for Wheeling-
Pittsburgh in the United States and, following several
months of offers and counter-offers in early 2007, lost
out to Tata Steel in the battle for Corus Steel.

The Brazilian company Gerdau, which by 2005 had a
majority of itssalesand capacity outside Brazil, purchased
Sheffield Steel in the United States and GSB Acero in
Spain. The purchase of Sheffield Steel provides entry to
thelong steel market in the south-west of the United States
(Valor econémico, 2006g). As these acquisitions were
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carried out by Gerdau-controlled companiesin the United
States and Spain, they do not necessarily affect Brazil’s
OFDI flows. In Latin America, Gerdau gained control of
Siderpert. Following thelead of other companies, Gerdau
isalso beginning to explore opportunitiesin China(Valor
econdmico, 2006h).

The Techint group’s production of flat and long
stedl is currently concentrated in Latin America and the
Caribbean. In 2006, the group (through its subsidiary
Ternium) finalized the purchase of Hylsamex in Mexico,
which had been announced in 2005. In the steel tubes
market, the group has expanded into other regionsthrough
itssubsidiary Tenaris. In 2006, thelargest acquisition abroad
by an Argentine company was the purchase by Tenaris of
the Maverick Tube Corporation in the United States, for
US$2.39 hillion (and taking on US$ 700 million of debt).
This transaction will facilitate access to the hydrocarbon
exploration, production and transport market inthe United
States. Spurred on by the buoyancy of the petroleum sector,
Tenaris also announced investments in a tube-finishing
centre in China. Early in 2007, Tenaris purchased Hydril
(a deep-water drilling valve and gauge manufacturer in
the United States) for approximately US$ 2 hillion, and
Ternium acquired control of thested firm IMSA inMexico
for approximately US$ 3.2 hillion.

In the cement market, CEMEX isoneof thetop three
global operators, along with Lafarge and Holcim. After
doubling in size by buying RMC in the United Kingdom
during itslast major expansionin 2005 (ECLAC, 2006a),
the company geared up for further expansionin 2006. The
new target of CEMEX was Rinker (Australia), for which
it made an offer of US$ 12.062 billion in October 2006.
Thetransaction was approved in April 2007 for an amount
of US$ 14.627 billion. Rinker isin one of theworld’'s 10
largest construction materials companies, with operations
in Australia and the United States (Expansion, 2006d).
CEMEX isalso exploring the possibility of entering the
Chinese market (Financial Times, 2006c).°

Besides CEMEX, smaller companies in the region
have been investing in cement and concrete manufacturers,
especialy in the United States. In 2006, the Colombian
firm Argos purchased two major cement manufacturersin
the United States (Ready Mixed Concrete and Southern
Star) for atotal of US$ 680 million, in addition to buying
the smaller Concrete Express. Cementos de Chihuahua
(GCC) of Mexico purchased Mid-Continent Concrete Co.
andAlliance Transportation Inc. for US$ 271 million, and
announced the construction of new production plantsin
the United States.

Economic Commission for Latin America and the Caribbean (ECLAC)

Insummary then, thesegloba playersin natural resources
and natural-resource-based manufactures have made good
useof thefinancia opportunities offered by theinternational
environment by successfully handling risk and borrowing to
consolidatetheir globa positionswhiledeploying anaggressive
acquisitions strategy. Thanksto the competitive advantages
of the natural resourcesin their markets of origin, they have
progressed from being exportersto globa producers.

(b) Mass consumer goods and services: market-
seeking within and beyond Latin America and
the Caribbean

A second category of investment involvestrans-Latins
using competitive advantages acquired in their countries of
originto expand into markets where competition isfocused
on reaching the final consumer: mass consumer goods
and services. The success of these companiesin seeking
markets is attributable to a combination of competitive
advantages relating to knowledge of regional consumption
patterns (in some cases the Hispanic community in the
United States) and the fact that they operatein economic
and regulatory environments that share some common
features (ECLAC, 2006b). There are two characteristics
that define the recent internationalization of Latin American
companies in these sectors.

First, some trans-L atins have expanded in marketsin
the region with strong TNC presence. The integration of
AmBev and Bavariainto transnational groupsin 2004 and
2005, respectively, raised the question of whether trans-Latins
could survive in the face of competition from such major
international groups, who were attracted by the penetration
of these companieswithin theregion, among other factors.
In 2006, the acquisition of Banistmo by HSBC followed
a similar logic (see box 1.3). Nevertheless, in contrast
with that trend and as mentioned previously, the year was
aso marked by the expansion of trans-Latins, which in
some cases took over market shares previously occupied
by TNCs. In the services sector, América Movil bought
Verizon'sassetsin the Dominican Republic and Puerto Rico,
while the Itall bank purchased Bank of America assetsin
Brazil, Chile and Uruguay, and the petroleum companies
Petrobras and ENAP acquired Shell fuel-distribution assets
in a number of countries (see box 1.5). The managers of
Chilean retail chains have also taken measures to face
up to competition from major global chains (Caderdn,
2006). Having consolidated their position in Argentinaand,
increasingly, in Peru, during 2006 these companies began
toinvest strongly in the Colombian market. As mentioned

50 CEMEX sold its 24.9% share of Semen Gresik in Indonesia following a dispute with that country’s government over the purchase of additional
shares in the company. The case was brought before the International Centre for Settlement of Investment Disputes (ICSID).
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previously, FEM SA hasinvested in capturing the Brazilian
market, whereit faces stiff competition from TNCsin sales
of soft drinks and beer.

The second trend observed in these markets during
2006 is an expansion into new destinations outside the
region. For along time, Mexican companies have been
using their regional competitive advantagesin the Hispanic
market within the United States. In 2006, Banorte (M exico)
purchased 70% of thebank INB (United States) for US$ 259
million and, in early 2007, bought the money transfer
firm UniTeller (also of the United States). AméricaMévil
also expressed possible interest in the North American
market, where it is currently active only in the sector of
prepaid tel ephone cards. The company also began to show
interest in Europe, as suggested by the announcements of
possible negotiationsto acquire Telecom Italia(TheWall
Street Journal Americas, 2007). Interms of manufactures,
Mexican firms are expanding even further. In 2006, the
food companies Bimbo and Gruma, which were already
strong players in Latin America, the United States and
Europe, began investing in Asia. Bimbo purchased the
Chinese operations of the Spanish firm Pan Rico (Valor
econdmico, 2006i). Gruma bought Rositas Investments
in Australia and invested in food production projectsin
China and Japan, costing an estimated US$ 200 million
(Latin Trade, 2006b).51

Most of the manufacturing companiesinthisgroup are
Mexican. The exceptionisthe Peruvian firm Ajegroup. In
addition to its above-mentioned regional investments, the
group hasa so launched operationsin Thailand, helped dong
by the similarity between the two marketsin terms of per
capitaproduction costs and consumption, plus advancesin
the opening up of bilatera trade between the two countries
that facilitate the export of packaged and prepared goods
from Peru (Agenda Empresarial, 2006).

(c) Medium-technology manufactures: trans-L atins
seeking efficiency

In sectorswhere the comparative advantage of trans-
Latinsisunrelated to the availability of natural resources,
such as medium-technology manufactures (motor vehicle
parts, vehicles, white goods, white goods components,
engines, etc.), there isatendency to increase production
closeto main marketsor in third countrieswith low costs
and proximity or good access to those markets. Many of
theinvestment by trans-L atinsin these sectors have been
directed outside of Latin America and the Caribbean.

In terms of motor vehicles and parts, the main
investments were motivated by proximity to customers,

51

the benefitsfor the development of products and solutions
and the need to avoid trade barriers. In 2006, Nemak
(part of the Alfa group) announced the construction of
a new production plant in China and the expansion of
its European operations. The company, which already
had plants in North America and Mexico, made severa
investments in automotive parts abroad. It extended
its auminium-head and car-engine plant in the Czech
Republic. The company also purchased operations of the
high-technology aluminium-component manufacturer
TK Aluminum in China, North America and South
America, and then integrated those operations with the
European plants of Hydro Castings (which it purchased
from Norsk Hydro) in Austria, Germany, Hungary and
Sweden. The Brazilian company Marcopolo launched
a project with Tata Motors (see box 1.2) to supply the
Indian market (Valor econémico, 2006j). This operation
means that the company can avoid high import tariffs
and transport costs, while benefiting from the strength
of amajor local chassis producer and distributor in the
promising Indian market.

Other motivationsinclude more efficient production
conditions to satisfy market needs traditionally met
through exports. The main exampleisagroup of Brazilian
companies that began to invest abroad when currency
appreciation damaged their export competitiveness.

The case of Marcopolo, referred to above, was
examined in the previous edition of this report. It began
its process of internationalization in the form of assembly
operations for Brazilian-produced automotive parts.
The company is slowly transforming and has begun
to produce parts closer to destination markets to avoid
the risks of exchange-rate volatility and trade barriers
(ECLAC, 20064). In 2006, other companies followed
the same trend. Metalfrio set up arefrigerator factory in
Turkey to supply the European market, abandoning its
earlier plans to transform its headquarters in Brazil into
an export platform. Weg, aproducer of industrial engines
and transformers, purchased shares in a transformer
company in Mexico, withwhichit also carried out ajoint
venture to supply the North American market as part of
its strategy to increase production in other countries.
Lastly, the automotive part manufacturer Sab6 began
construction of a factory in the United States, with a
view to increasing local production for the United States
automobile industry while reducing exports from Brazil
(Valor econdmico, 2006k, 20061, 2006m).

These trends show the capacity of Latin American
companies to make use of their competitive advantages
in a market based on combining cost with technology.

51 Televisa made an unsuccessful bid for control of Univision, the most watched Spanish-language television chain in the United States, and is

seeking other ways of expanding into that market (Expansion, 2007b).
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At the same time, in some cases the outward investment
seems to be partly associated with shortcomings in the
domestic business environment that lead firmsto diversify
the location of their assets and seek protection against

3. Conclusions

In summary, recent investments by the trans-L atins have
been motivated by forces that differ according to the
competition patterns of their respective sectors. the need to
maintain aleading position in the natural resources sector;
opportunities to explore competitive advantages in new
markets; and the need to ensure competitive production
conditionsto ward off threatsto export competitiveness.
Most of the increasein OFDI is concentrated in a small
number of companies and sectors. It remains to be seen
whether this investor base will expand, to what extent
and with what consequences for home countries.

For the Latin American and Caribbean countries
in general, these companies are a potential new source
of investment. In each individua country of origin, the
increased international integration of local companies
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instability factors such as exchange-rate volatility. This
stresses the importance of developing attractive local
production featuresthat go beyond low labour costsor the
local market, and improving the business climate.

generates positive feedback, including direct effects on
company growth, increased investment capacity for local
operations, improved management skillsand greater exposure
to international levels of competition and best practices.

Nevertheless, theincreasing capacity of local companies
to internationalize their production aso highlights the
problemsthat prevent them from operating competitively
intheir countries of origin. Thesefactorsincludetheloss of
advantagesrelated to cheap labour, currency appreciation,
risks created by macroeconomic, regulatory or political
factors, and the effects these have on capital cost. In this
regard, public policy geared to productive development
must seek not only to attract foreign investment but also
to broaden the range of activities that can be conducted
competitively in each country.

E. General conclusions

In 2006 net FDI in Latin America and the Caribbean
reflected a continuation of the period of stability that
followed the sharp decline observed in the early part of
the decade. Such growth is, to a great extent, the result
of good macroeconomic performancein preceding years
and high commodity prices, which boosted inflows of
FDI seeking markets and natural resources, respectively.
Efficiency-seeking operations, mainly in Mexico and the
Caribbean basin, face challenging times due to growing
competition from other regions and changes in market
access conditions for the products involved.

Although the figures are stable in absolute terms,
therelative share of Latin Americaand the Caribbeanin
global FDI inflows has fallen. Data on the presence of
transnational corporations among the largest companies
in the region and the nature of the main transnational
acquisitions suggest a loss of interest on the part of
some traditional investors from the United States and
Europe, although this has been partly offset by the entry

of new investors. There has been no surge in strategic
asset-seeking investments. Some contributing factors to
this may be shortcomings in the business environment
and slow advances in terms of skilled workforce and
logistic, scientific and technological infrastructure. The
region would have greater success with more active and
integrated FDI policies (see chapter 11).

There is growing demand for a greater share in the
benefits generated by FDI, especially from investments
in the extraction of natural resources. Improving the local
distribution of these benefitsis amajor challenge for the
region’spolicymakersand, in addition to regulatory changes,
will require human resources and business capacity to
be developed in order to take advantage of the potential
profits from the operations of foreign companies.

As for OFDI from the region’s countries, volumes
continue to rise. Thisis attributable to a combination of
thefollowing factors: (i) large transactionsin the natural
resources sector and natural -resource-based manufactures
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by enterprises which export worldwide and are seeking
asset bases so that they can continue competing with major
operators, mainly outside theregion; (ii) market-seeking
investment in consumer services, food and beverages
concentrated in the region but increasingly gaining
ground in North America, Europe and Asia; and (iii) a
move towards efficiency-seeking and market-seeking
investment for medium-technology manufactures, also
outside the region. This increased investment abroad
reflectsthe capacity of local groupsto react to pull factors
on the world market. Nonetheless, higher investment
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is also areflection of negative factors in local business
environments and trade imbalances.

The public-policy implications of FDI and OFDI
trendsrun along similar lines: the business environment,
macroeconomic climateand local capacities (human capitd,
supplier base, science and technology infrastructure)
must al be improved not only in order to attract foreign
investment but also to ensure that theinternationalization of
local companies’ production isbased on their competitive
advantages, thereby complementing and contributing to
industrial development in their countries of origin.
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Annex

Latin America and the Caribbean: main characteristics of foreign
direct investment in 2006, by country

Argentina

In Argentina, net inflows of FDI fell by 4% in 2006
compared with 2005, to stand at US$ 4.809 billion. The
balance of payment figures show a strong increase in
reinvestment (from 13% in 2005 to 47% in 2006) and
in inter-company loans, while there was a reduction in
the share of FDI in transnational acquisitionsand equity
investments (INDEC, 2007).

According to theinvestment database of the Production
Research Centre (CEP), the value of investment projects
announced by foreign firms in the first nine months of
2006 was 6% higher than for the whole of 2005. The
same database shows the main investor countries to
be Spain (27% of total investment), the United States
(21%) and Brazil (17%). Capital-formation investment
projects accounted for 61% of the total (compared with
72% the previous year), with acquisitions representing
the remaining 39%. The main destination sectors of
capital-formation investments were infrastructure and
industry (ADI, 2006).

Flows of OFDI rose by 74% in 2006, to stand at
US$ 2.008 hillion.

In terms of investment-attraction policy, 2006 saw
the investment promotion system strengthened thanksto
budgetary and operational improvementsat the I nvestment
Development Agency, followed by the official establishment
of the new National Investment Development Agency,
with enhanced authority, instruments and budgetary
independence.

Bolivarian Republic of Venezuela

The Bolivarian Republic of Venezuela recorded
negative net FDI inflows of US$ 543 million in 2006,
in sharp contrast to the previous year's positive figure
of over US$ 2.583 hillion. These outflows were mainly
attributable to transactions between foreign companiesin
the hydrocarbon sector and PDV SA. Between 2003 and
2004, PDV SA did not published itsfinancia accounts, thus
preventing the distribution of profits among the foreign

participantsin strategic partnerships set up to operatein the
Orinoco Belt. In 2005 and 2006 these financial accounts
were published and the distributed profits were recorded
as US$ 3.258 hillion worth of disinvestment. Plans to
nationalize the energy, mining and telecommunications
sectors could have a negative effect on FDI inflows.

According to information from the Venezuelan Council
for Investment Promotion (CONAPRI, 2007), non-petroleum
and non-financia investment fell from US$ 629 million
inthefirst three quarters of 2005 to US$ 76 millioninthe
same period of 2006. The main investors were Colombia,
Panamaand the United States. The main recipient sectors
were manufactures, commerce and construction (CONAPRI,
2007). Many of the groups investing in the country are
from the tourism sector: Pestana (Portugal), Decameron
(Colombia) Embassy Suites (United States) and Hesperia
(Spain) (CONAPRI, 2006).

Asfar as OFDI is concerned, the US$ 2.089 hillion
recorded in 2006 was al so the result of PDV SA transactions.
That company invested around US$ 1 billion abroad in
the form of reinvested profit, while also selling assets
abroad (a stake in a United States refinery) for asimilar
amount. Accounts receivable by PDV SA for petroleum
salesto companies abroad, which are considered as FDI,
are the main component of the country’s OFDI in the
hydrocarbons sector (information from the Central Bank
of the Bolivarian Republic of Venezuela).

Bolivia

In Bolivia, net FDI inflows went from a negative
balance of US$ 242 million in 2005 to a positive balance
of US$ 237 million in 2006. Data on gross inward FDI
show stableflowsto the hydrocarbon sector and increased
investment of around US$ 68 million (37%) in mining.
The difference in liquid flows is mainly attributable to
lower disinvestment in 2006 than in 2005. According
to the Central Bank of Bolivia (2007), disinvestment
in the first nine months of 2006 corresponds entirely to
|oan amortizations by resident companiesto their parent
companies abroad.
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Brazil

In Brazil, net inflows of FDI stood at US$ 18.782
billion in 2006, which is 25% higher than the previous
year. Thisisdueto the combined effect of higher inflows
and lower disinvestment. Some 55% of net inflowswent to
the services sector, especialy to financial intermediation
and electricity, gas and water. Industry received 39%,
particularly the metallurgy (including iron and steel) and
paper and pulp sectors, which were up considerably on
2005. In the primary sector, which accounted for 7% of
inflows, the dominant segments were hydrocarbons and
mining. The main countries investing in shareholdings
in Brazil were the United States, the Netherlands and
Switzerland (Central Bank of Brazil, 2007). Switzerland
was particularly significant in the purchase of the Pactual
bank by UBS.

The main new development in 2006 is that outward
foreign direct investment (OFDI) overtook net FDI inflows
for thefirst time, at US$28.202 hillion (seefigurel-A-1).
The purchase of the Canadian mining company Inco by
CVRD (for US$ 16.727 hillion) wasamajor factor in that
result. In fact, 62.9% of Brazil’s external investmentsin
shareholdings were in the mining sector.

Figure I-A-1
BRAZIL: INWARD FOREIGN DIRECT INVESTMENT (FDI)
AND OUTWARD FOREIGN DIRECT
INVESTMENT (OFDI), 1990-2006
(Billions of dollars)

. Y/\'/\
N

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

-=-Foreign investment in Brazil -=-—Brazilian investment abroad

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the
basis of figures provided by the Central Bank of Brazil as at 24 April 2007.

Chile

In Chile, net FDI inflows amounted to US$ 8.053
billion in 2006, which is 16% higher than the previous
year. Reinvestments have risen constantly since 1999,
and represent a large proportion of the country’s FDI
inflows. Figuresfrom the Foreign I nvestment Committee
(2006) indicate that the main destination sectorsfor FDI
during 2006 were €electricity, gas and water, followed
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by mining and transport and communications. The main
investors were Canada (54%), United States (11%)
and Australia (6%). These data refer to gross inflows
of FDI and are strongly influenced by the purchase of
92% of Transelec, with control of the company passing
from one group of Canadian investors to another. That
transaction reflectsthe large roles of the electricity sector
and of Canada, but should not have a strong effect on
net investment flowsto Chile, inwhich miningislikely
to be the dominant sector.

Chile’'s OFDI amounted to US$ 2.797 hillion in
2006, 27% higher than in 2005. Retail commerce is
one of the main sectors of Chilean OFDI. Data from
the General Directorate for International Economic
Affairs (DIRECON) of the Ministry of Foreign Affairs
of Chile show that Argentina, Brazil, Colombiaand Peru
received 80% of Chilean OFDI realized between 1990
and 2006. The Santiago Chamber of Commerce predicts
that US$ 3.0 billion will beinvested in this sector outside
Chile between 2006 and 2009 (Santiago Chamber of
Commerce, 20063, 2006b).

Colombia

Colombia posted net inflows of FDI totalling
US$ 6.295 hillion in 2006, a steep fall compared to the
figure of US$ 10.255 billion in 2005, due mainly to the
purchase of the Bavaria brewery by SABMiller. Taking
into account only thefirst three quarters of 2005 (Bavaria
was purchased in the fourth quarter), FDI to Colombia
in 2006 was up 25% on the previous year, thanks to a
positive international environment for the exploitation
of natural resources, national growth, macroeconomic
stability, improved security conditionsand anincreasingly
FDI-friendly regime (Proexport, 2006a). In 2006, FDI was
mainly channelled into mining and hydrocarbons, which
accounted for 60% of net flows received (data from the
Bank of the Republic).

Asinthecaseof FDI inflows, the decline of Colombia’s
outward investment to US$ 1.098 in 2006 is due to the
unusually high levelsrecorded in 2005 when SABMiller
purchased Bavaria. Part of the compensation to the owners
took theform of shares, which wererecorded in the balance
of payments as an outward investment from Colombia.
Taking into account thefirst three quarters only and thereby
excluding the sale of Bavaria, Colombia s OFDI increased
considerably during 2006. According to datafrom the Bank
of the Republic, the manufactures sector and electricity,
gasand water were the main destinationsfor Colombia’'s
outward foreign direct investment in 2006.

In terms of FDI attraction policies, the foreign
investment promotion agency Coinvertir closed at the
end of 2005 and its mandate passed to Proexport, whose
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infrastructure abroad has been fundamental for the
adoption of a more proactive strategy. The entry into
force of the free-trade agreement with the United States
should attract investors seeking access to the Colombian
market as an export platform for manufactures (Valor
econbmico, 2006n; Proexport, 2006h).

CostaRica

Net inflows of FDI for 2006 stood at US$ 1.436
billion, which is 67% higher than the 2005 figure
(Central Bank of Costa Rica, 2007). Preliminary
estimates suggest that the main recipients of FDI
in 2006 were industry, the property sector and the
financial sector, which combine to account for 78%
of total flows. The sectors that recorded the highest
growth were the financial sector and tourism. Within
the industrial sector, investments were recorded in
medical equipment and electronics (including Intel’s
US$ 80 million expansion). Reports by the Costa Rican
Coalition for Development Initiatives (CINDE) and
the Inter-agency Group on Foreign Direct | nvestment
emphasize the elevated level of FDI growth in high-
technology sectors, both in terms of manufactures and
services (el ectronics, medical equipment and information
technology services) (CINDE, 2006, 2007; Inter-agency
Group on Foreign Direct Investment, 2007). The main
countries of origin of FDI (not including the property
sector) were the United States and Canada, followed
by Colombia and El Salvador.

As far as Costa Rica's outward investment is
concerned, OFDI flows amounted to US$ 96 million,
compared with the US$ 105 million recorded in
2005.

Dominican Republic

In the Dominican Republic, FDI flows reached
US$ 1.183 hillionin 2006, 16% higher than the previous
year. Investment was boosted by a growth rate of around
10% (ECLAC, 2006b). The main sectors of attraction for
FDI in 2006 were tourism and telecommunications. Spain
and the United States were the main sources.

Ecuador

FDI inflowsto Ecuador in 2006 amounted to US$ 2.087
billion, 27% higher than in 2005. Some 88% of FDI was
channelled into the mining and quarrying sector, mostly
hydrocarbons. Investment in this sector was 26% higher
than the previous year. The main investor countries in
2006 were Canada and the United States (data from the
Central Bank of Ecuador).
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El Salvador

Net FDI inflowsto El Salvador amounted to US$ 204
millionin 2006. Although thisrepresentsafal in comparison
with earlier years, information on projects which have
been announced promises good prospects for arecovery
in FDI. In 2005, the country received US$ 517 million,
with an average of US$ 357 million between 2001 and
2005. Although most foreign investment ischannelled into
the clothing sector, there has also been a diversification
towards other sectors, such asvehicle partsand electronics,
software development, telecommunications, business
process outsourcing and distribution and call centres. The
year 2006 saw the entry into force of the Tourism Act,
which offers fiscal incentives for investment in tourism.
The completed construction of the Puerto de la Unién
and the expansion of the international airport’s freight
terminal are expected to encourage new investment. The
United States was the largest source of investment in
2006, although flows from other countries in the region
(Guatemala, Colombia, Peru, and Panama) were also
significant (Proesa, 2006).

El Salvador generated OFDI of US$ 50 million. The
country was one of the maininvestor countries of Central
America, channelling resourcesinto air transport, hotels
and real estate, especially within the region.

Guatemala

Inflows of FDI to Guatemalaare estimated at US$ 325
million in 2006. Data from the Central Bank show that
investment was directed mainly at the communications,
commerce and chemical s sectors. Information on acquisitions
and investment projects suggeststhat the el ectricity, tourism
and banking services sectors al so received inflows.

Honduras

The Central Bank of Hondurasreportsnet FDI inflows
of US$ 385 millionfor 2006, plusabout US$ 110 millionfor
the maquila sector. Within maguilaoperations, investment
is concentrated in the textiles sector and is mainly from
the United States. I n response to the challenge of Chinese
competition and the prospect of CAFTA-DR, Honduras has
begunto shift theindustry towardsmoreverticaly integrated
operations that encompass from thread production to the
end product. Nonetheless, estimates for the first half of
2006 suggest adeclineininvestment in the maquilasector.
Apart from maguilaactivities, the main destination sector
for FDI inthefirst half of 2006 was telecommunications
(44.5%), followed by manufacturing, in the milling,
paper and cement sectors. The financial sector received
12.2% of non-maguila investment. The main investors
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outside the maquila sector in the first half of 2006 were
the United States (with 73.8% of the total), followed by
Central America(17.1%) and Europewith 12.1% (mainly
from Switzerland and the United Kingdom). There was
disinvestment from Bahamas-based companies, owing
to repayments on business credit and loans.

Honduran OFDI amounted to US$ 22 millionin 2006,
and consisted of investmentsin commerce, industry and
finance, mostly within Central America. El Salvador is
the main destination of such investment (Central Bank
of Honduras, 2006).

Mexico

InMexico, inflowsof FDI in 2006 stood at US$ 18.939
billion, approximately 4% below the 2005 figure. According
to datafromthe Secretariat of Economic Affairs, thelargest
component of these flowswas new investments, followed
by inter-company accounts, profit reinvestment, maquila
investment (maguilacompaniesusing foreign investment
to import fixed assets) and mergers and acquisitions.
There was a decline in the volume of new investments
and acquisitions. Levels of investment and reinvestment
in the maquila sector remained relatively stable (up by
5% and 7%, respectively) while inter-company account
movement increased. Investment remained concentrated
in manufactures (61.3% of net inflows), with the main
segments being metal products, machinery and equipment.
Commerce chalked up considerably lower flowsin 2006
thenin previousyears, whichislargely dueto the purchase
of Carrefour assets by thelocal Chedraui group (announced
in 2005), resulting in negative FDI flowsto thissector. In
terms of the sources of investment, the United Stateswas
the main investor country, followed by the Netherlands,
the United Kingdom and Spain (Secretariat of Economic
Affairs, 2006, 2007a).

Mexico’'s OFDI amounted to US$ 3.897 hillion,
significantly below the 2004 and 2005 figures. The
reduction is the result of a year that featured no major
transactions, unlike 2005, when CEMEX acquired RMC.
In addition, there were investment withdrawals, such as
that of CEMEX from Indonesia.

Nicaragua

In Nicaragua, net FDI inflows are estimated at
US$ 290 million in 2006, 20% higher than the previous
year. Information on investment projects suggeststhat the
United States was the top investor, with the main sectors
being retail trade and clothing. The country also has new
investment opportunities in hydrocarbons and biofuels.

In January 2006, the country announced the setting
up of aninter-agency group to monitor foreign investment

and private capital. The group includesthe Central Bank
of Nicaragua, the Ministry of Development, Industry and
Commerce and the Supreme Council of Private Enterprise,
and will carry out surveys to compile private-sector
information used to produce the balance of payments
(Central Bank of Nicaragua, 2006).

Panama

In Panama, FDI flowswere US$ 2.56 billion, almost
three times the 2005 figure. FDI has surged since 2003,
following a decline between 1997 and 2002 which was
partly due to the end of the cycle of privatizations and
management concessions, the closure of some banks after
1999 and banking lossesin 2002, and the transformation of
the Canal Commission into adomestic enterprisein 2000.
Much of the upturn in 2006 islinked to the acquisition of
Banistmo and other Panama-based banks. Other significant
sectorsin 2006 wereinfrastructure, property and tourism.
Thewidening of the Panama Canal, approved by referendum
in October 2006, should have asignificant impact on FDI
in the coming years (data from the Comptroller-General
of the Republic (2006), and the Ministry of Economic
Affairs and Finance (2006a, 2006b).

Information on the origin of FDI received in other
countries shows that Panamais one of the region’smain
investors, which is partly areflection of its position asa
financia centre.

Paraguay

In Paraguay, net FDI stood at US$ 87 million as of
the third quarter of 2006, close to the figure for the same
period in 2005. There was a steep fal in shareholding
investments and a rise in FDI in respect of reinvested
profits and inter-company loans. The largest investors
were the United States and Brazil.

In terms of investment promotion, in December
2006 the responsibilities of the trade and investment
promotion agency Proparaguay were incorporated into
the Investment and Export Network (REDIEX), which
is part of the Ministry of Industry and Trade, with a
view to rationalizing the use of available resources. New
officeswill soon be opening abroad (www.rediex.gov.py,
22 January 2007).

Peru

In Peru, net inflows of FDI represented US$ 3.467
billion, 34% more than the previous year, thanks to high
growth ratesand an international context favourableto the
country’smining and hydrocarbon production (information
from the Central Reserve Bank of Peru). The FDI stock
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in the petroleum sector has not changed since 2002.
This does not include investment in gas development
projects (such as Camisea), however. Another factor is
that hydrocarbon investments can be classified according
to specific activities (transport, services, construction).

Datafrom the Private I nvestment Promotion Agency
(PROINVERSION) show that the countries investing
most in Peru in 2006 were the United Kingdom and the
United States, and the main recipient sectors were mining
and manufactures.

59

Uruguay

In Uruguay, 2006 saw inflows of US$ 1.374 hillion
in FDI, 62% higher than the 2005 figure. Much of the
increase is due to investments in the paper and cellulose
sector. According to the Central Bank, 17% of FDI received
went to the banking sector and 22% to the property sector
(Central Bank of Uruguay, 2007).

Net OFDI amounted to a negative US$ 2.83
million.

Table I-A-1
LATIN AMERICA AND THE CARIBBEAN: NET INFLOWS OF FOREIGN DIRECT INVESTMENT, BY COUNTRY, 1997-2006
(Millions of dollars)

1992-1996

(annual 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

average)
Anguilla 17 21 28 38 40 30 33 29 87 78
Antigua and Barbuda 22 23 23 32 43 98 66 166 77 114
Argentina 4 683 9 160 7291 23988 10418 2166 2149 1652 4584 5008 4809
Bahamas 49 210 147 149 250 102 153 190 274 360
Barbados 12 15 16 17 19 19 17 58 -12 62
Belize 16 12 18 54 23 61 25 -11 112 126 153
Bolivia 243 731 949 1011 734 703 674 195 63 -242 237
Brazil 4497 19650 31913 28576 32779 22457 16590 10144 18146 15067 18782
Chile 2 465 5271 4628 8761 4860 4200 2550 4307 7173 6 960 8 053
Colombia 1443 5562 2829 1508 2395 2525 2139 1758 3084 10255 6 295
Costa Rica 307 408 613 619 409 460 659 575 617 861 1436
Cuba 16 442 207 178 448
Dominica 26 21 7 18 18 15 18 29 24 26
Ecuador 436 724 870 648 720 1330 1275 1555 1160 1646 2087
El Salvador 13 59 1104 216 173 279 470 142 376 517 204
Grenada 20 34 49 42 37 59 54 89 54 26
Guatemala 91 84 673 155 230 456 111 131 155 208 325
Guyana 91 52 44 46 67 56 44 26 30 7
Haiti 1 4 11 30 13 4 6 14 6 26 160 2
Honduras 50 122 99 237 282 193 176 247 325 372 385
Jamaica 136 203 369 524 468 614 481 721 602 682
Mexico 8724 14180 12416 13704 17776 27487 19342 15345 22301 19643 18939
Montserrat 4 3 3 8 2 1 1 2 2 1
Nicaragua 62 203 218 337 267 150 204 201 250 241 290
Panama 271 1299 1203 864 624 467 99 771 1012 1027 2560
Paraguay 116 236 342 95 104 84 10 25 28 75 1172
Peru 2000 2139 1644 1940 810 1144 2156 1335 1599 2579 3467
Dominican Republic 217 421 700 1338 953 1079 917 613 909 1023 1183
Saint Kitts and Nevis 19 20 32 58 96 88 80 76 46 47
Saint Lucia 32 48 83 83 54 59 52 106 80 108
Saint Vincent and the Grenadines 33 92 89 57 38 21 34 55 66 56
Suriname -27 -9 9 -62 -148 -27 -74 -76 -37 -37 -144°
Trinidad and Tobago 346 999 730 643 680 835 791 808 998 940 883
Uruguay 110 126 164 235 273 297 194 416 332 847 1374
Venezuela (Bol. Rep. of) 996 6 202 4985 2890 4701 3683 782 2 040 1483 2583 -543

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures as at 24 April 2007.

2 Extrapolated from third-quarter data.

b Extrapolated from data for the first half of the year.
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Table I-A-2
LATIN AMERICA AND THE CARIBBEAN: NET INFLOWS OF FOREIGN DIRECT INVESTMENT BY DESTINATION SECTOR, 1997-2006
(Percentages)

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006
Argentina 100 100 100 100 100 100 100 100
Natural resources 2 18 74 26 41 53 -17 53
Manufactures 36 16 8 14 2 46 69 29
Services 53 50 13 46 58 -21 33 3
Other 9 16 4 14 -2 23 15 16
Bolivia 100 100 100 100 100 100 100 100 100 100
Natural resources 38 57 47 53 65 72 63 44 71 82
Manufactures 3 2 15 11 10 9 11 23 14 11
Services 59 42 38 36 26 19 26 33 14 7
Brazil 100 100 100 100 100 100 100 100 100 100
Natural resources 3 1 2 2 7 3 12 5 10 7
Manufactures 13 12 25 17 33 40 35 53 30 39
Services 84 88 73 81 60 56 54 42 60 55
Chile 100 100 100 100 100 100 100 100 100 100
Natural resources 34 42 15 12 23 59 31 8 39 37
Manufactures 12 9 9 8 16 6 18 9 10 3
Services 54 49 76 80 61 34 50 83 51 60
Colombia 100 100 100 100 100 100 100 100 100 100
Natural resources 12 3 -3 5 42 42 53 57 32 60
Manufactures 9 28 34 21 10 15 18 8 54 11
Services 78 69 70 73 49 43 29 35 14 29
Costa Rica 100 100 100 100 100 100 100 100 100 100
Natural resources 9 7 8 -3 0 -1 -6 6 4 3
Manufactures 68 72 59 75 51 74 69 57 43 31
Services 22 21 32 27 48 28 37 36 52 65
Other 1 0 1 0 1 0 1 0 0 1
Ecuador 100 100 100 100 100 100 100 100 100 100
Natural resources 78 88 93 95 86 84 56 81 90 89
Manufactures 6 3 1 1 4 4 5 3 4 3
Services 16 8 5 4 10 11 39 15 6 8
El Salvador 100 100 100 100 100 100 100 100
Natural resources -7 -6 11 4 -1 5 0 12
Manufactures 10 30 32 27 92 18 76 7
Services 98 77 57 69 9 77 24 82
Honduras 100 100 100 100 100 100 100 100 100 100
Natural resources 6 3 47 11 5 13 9 11 6 2
Manufactures 41 24 20 63 43 40 51 53 48 45
Services 53 73 33 27 52 47 39 36 46 53
Mexico 100 100 100 100 100 100 100 100 100 100
Natural resources 1 1 2 2 0 2 1 1 0 1
Manufactures 60 60 67 56 21 45 44 57 58 61
Services 39 39 32 43 79 54 56 42 42 38
Nicaragua 100 100 100 100 100 100 100 100 100
Natural resources 14 16 8 3 4 0 0 0 0
Manufactures 8 13 11 27 37 34 24 13 36
Services 78 71 81 70 59 66 76 86 64
Panama 100 100 100 100 100 100 100 100
Natural resources 0 0 0 0 0 0 0 0
Manufactures 3 -3 5 0 68 =77 0 4
Services 99 108 98 63 46 100 79 99
Other -2 -5 -3 37 -14 77 20 -3
Peru 100 100 100 100 100 100 100 100 100 100
Natural resources 9 20 21 1 8 11 3 87 88 56
Manufactures 20 16 9 3 21 38 73 -38 2 33
Services 72 63 70 96 71 51 24 51 10 11
Dominican Republic 100 100 100 100 100 100 100 100 100 100
Natural resources 0 0 0 0 0 2 11 7 3 2
Manufactures 51 25 17 21 22 29 21 40 36 25
Services 49 70 80 71 74 68 58 47 55 60
Other 0 4 4 9 3 3 9 -2 0 0
Trinidad and Tobago 100 100 100 100 100 100 100 100
Natural resources 80 70 90 94 98 88 89
Manufactures 2 1 -6 -2 2 1 2
Services 0 2 3 0 4 5 1 5
Other 16 26 15 4 5 7 4
Venezuela (Bol. Rep. of) 100 100 100 100 100 100 100 100 100 100
Natural resources 54 36 68 26 59 67 0 -35 34 -356 2
Manufactures 21 48 17 22 14 -22 14 157 28 146
Services 25 16 15 51 31 55 36 27 38 110

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures as at 16 April 2007.
2 Refers to negative net flows in the petroleum sector, totalling US$ 1.958 billion.
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Table I-A-3
LATIN AMERICA AND THE CARIBBEAN: NET INFLOWS OF FOREIGN DIRECT INVESTMENT, BY COUNTRY OF ORIGIN, 1996-2006
(Percentages)

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 Total
Argentina 100 100 100 100 100 100 100 100 100
Netherlands 19 15 2 4 60 -20 -10 23 9
United States 22 13 5 9 25 16 -15 14 11
France 2 18 6 6 24 -29 -11 9 6
Italy 3 5 3 9 -3 -4 24 0 4
Spain 20 12 70 65 23 -15 2 1 43
Other 34 38 13 7 -29 152 110 52 27
Bolivia 100 100 100 100 100 100 100 100 100
Argentina 11 21 10 10 11 3 4 2 10
Brazil 8 3 14 5 8 18 11 2 9
Italy 17 11 6 6 7 3 5 0 8
Spain 10 5 1 6 7 27 11 11 9
United States 30 35 34 44 40 29 33 36 35
Other 24 25 35 29 26 20 36 48 29
Brazil 100 100 100 100 100 100 100 100 100 100 100
France 8 8 7 7 9 10 6 2 7 3 7
Netherlands 10 15 8 8 9 18 11 38 15 16 14
Portugal 5 8 9 9 8 5 2 3 2 1 5
Spain 4 23 21 33 13 3 6 5 6 7 14
United States 29 21 30 19 21 14 18 20 21 20 21
Other 45 26 25 25 40 50 57 32 50 53 38
Chile 100 100 100 100 100 100 100 100 100 100 100
Australia 4 7 0 1 13 4 4 3 24 6 5
Canada 21 17 6 24 3 27 15 8 4 58 16
Spain 29 15 50 21 8 7 12 81 10 2 29
United Kingdom 10 12 4 5 9 45 11 2 13 3 10
United States 17 22 15 26 36 16 29 3 4 11 18
Other 20 27 26 22 31 1 29 4 45 20 22
Colombia 100 100 100 100 100 100 100 100 100 100
Netherlands 2 6 18 5 10 2 6 0 4 1 5
Panama 33 4 8 7 7 3 14 4 3 8 10
Spain 26 15 7 15 10 6 13 7 7 16 13
United Kingdom 0 2 1 0 1 -1 3 1 46 1 12
United States 4 13 23 4 13 46 22 43 17 48 20
Other 35 61 43 70 59 43 42 45 23 28 41
Costa Rica 100 100 100 100 100 100 100 100 100 100
Canada 2 6 6 -1 8 -1 3 1 4 3
Mexico 5 3 15 7 7 4 7 5 5 6
Netherlands 1 0 0 0 1 35 5 3 1 6
Panama 0 0 11 6 14 5 0 3 2 4
United States 75 79 56 68 57 50 62 72 80 67
Other 17 11 12 19 15 7 23 17 8 14
Ecuador 100 100 100 100 100 100 100 100 100 100 100
Canada 17 26 23 27 34 29 22 28 35 36 29
Italy 2 11 11 10 7 9 4 4 6 5 6
Panama 3 2 2 2 6 4 6 6 6 5 5
Spain 4 0 0 13 7 7 3 4 8 8 6
United States 46 46 40 37 25 33 14 28 22 16 27
Other 28 15 24 11 20 18 52 30 23 31 27
El Salvador 100 100 100 100 100 100 100 100 100
Canada 1 0 10 1 1 2 17 12 7
Mexico -6 0 1 2 8 131 8 2 27
Panama 3 4 2 7 0 1 10 32 8
Spain 18 0 19 19 2 8 0 0 8
United States 66 63 38 70 48 -1 -15 4 24
Other 18 33 30 1 41 -40 80 51 26
Honduras 100 100 100 100 100 100 100 100 100 100 100
Canada 3 12 22 6 10 12 9 13 3 1 8
El Salvador 21 9 6 3 -1 9 3 5 7 3 6
Mexico 0 1 2 0 3 1 1 11 12 7 5
United Kingdom 10 7 1 6 6 0 -1 19 13 5 7
United States 41 36 47 18 31 83 60 21 35 65 44
Other 24 35 22 66 51 -5 28 31 30 18 30
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Table 1-A-3 (concluded)

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 Total
Mexico 100 100 100 100 100 100 100 100 100 100 100
Canada 2 3 5 4 4 1 2 2 2 3 3
Netherlands 3 13 8 15 9 8 4 15 11 8 10
Spain 3 4 8 12 3 4 12 33 7 4 10
United Kingdom 15 2 -1 2 0 6 7 1 5 5 4
United States 61 65 54 71 78 67 63 37 52 64 61
Other 16 13 27 -4 6 14 13 12 23 17 13
Panama 100 100 100 100 100 100 100 100 100 100
Japan 16 5 4 5 -9 6 -29 14 7 5
Mexico 8 4 11 27 -11 -5 36 -1 -3 5
Spain 2 1 1 0 4 -6 27 6 28 6
United Kingdom -1 63 14 12 2 18 19 3 -4 18
United States 16 8 36 37 30 19 174 11 8 22
Other 59 19 35 19 83 68 -128 66 65 44
Paraguay 100 100 100 100 100 100
Argentina -33 49 -26 22 4 9
Brazil =77 -71 -2 21 24 7
Japan 229 13 29 7 1 13
Portugal -8 2 72 -1 -1 8
United States 355 112 6 68 84 80
Other -366 -4 20 -18 -12 -17
Peru 100 100 100 100 100 100 100 100 100 100 100
Spain -5 4 2 74 -3 13 1 277 2 0 25
United Kingdom 22 31 52 6 31 28 38 -317 -2 42 21
United States 23 21 18 4 -11 -43 18 161 56 28 16
Panama 26 3 1 0 1 36 102 11 -17 1 6
Netherlands 13 3 8 9 31 6 32 -8 -65 3 5
Other 21 38 19 7 53 60 -91 -24 126 26 26
Dominican Republic 100 100 100 100 100 100 100 100 100 100
United States 31 29 15 26 46 58 100 26 28 70 40
Spain 10 33 38 25 20 5 -3 18 24 19 21
Canada 39 21 8 17 1 3 -5 40 21 9 14
Netherlands 0 0 5 5 26 18 5 0 4 -3 6
France 0 0 3 13 6 17 7 12 9 0 6
Other 20 18 31 14 1 -1 -5 4 14 5 11
Venezuela (Bol. Rep. of) 100 100 100 100 100 100 100 100 100
(hydrocarbons)
United States 39 39 5 31 3 36 6 17 13
Netherlands 1 0 2 0 22 4 0 53 8
Panama 3 0 5 3 0 0 0 0 2
United States 0 0 0 1 4 0 0 0 1
France 1 2 1 0 0 0 0 0 1
Other 57 59 87 66 71 59 94 29 74
Venezuela (Bol. Rep. of) 100 100 100 100 100 100 100 100 100 100 100
(other)
United States 27 8 11 15 13 18 85 35 40 21 31
Netherlands 3 2 13 14 51 24 4 0 3 5 10
Spain 22 1 4 10 3 2 1 4 3 5 5
Switzerland 2 1 6 7 0 1 0 32 0 9 4
Colombia 2 4 11 9 5 3 2 4 0 10 4
Other 44 85 55 45 28 52 8 24 53 50 46

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures as at 16 April 2007.
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Table I-A-4

LATIN AMERICA AND THE CARIBBEAN: TOP 50 NON-FINANCIAL TRANSNATIONAL CORPORATIONS, BY CONSOLIDATED SALES, 2005

(Millions of dollars)

Ranking  Ranking ) Consolidated  Main subsidiaries
2005 2004  Corporation Country Sector sales in the region
1 3 Wal-Mart United States Commerce 21124 Mexico, Brazil, Guatemala
2 1 General Motors Corp. United States Motor vehicle 19 965 Mexico, Brazil, Colombia
3 2 Telefénica de Spain S.A. Spain Telecommunications 19 425 Brazil, Argentina, Venezuela

(Bol. Rep. of), Chile, Peru,
Mexico, Colombia

4 4 DaimlerChrysler AG Germany Motor vehicle 15971 Mexico, Brazil, Argentina
5 5 Volkswagen Germany Motor vehicle 15 680 Mexico, Brazil, Argentina
6 6 Bunge United States Agro-industry 10 407 Brazil, Argentina
7 7 Endesa Spain Electricity 10 252 Chile, Brazil, Argentina
8 9 Telecom ltalia SpA Italy Telecommunications 9904 Brazil, Argentina
9 12 Repsol YPF Spain Petroleum/Gas 9661 Argentina, Peru
10 14 Royal Dutch-Shell Group Netherlands/United Kingdom Petroleum /Gas 8033 Brazil, Argentina
11 24 Arcelor Luxembourg Steel 7747 Brazil
12 13 Carrefour France Commerce 7229 Brazil, Colombia, Argentina
13 17 Cargill, Inc. United States Agro-industry 6 489 Brazil
14 21 BHP Billiton Plc Australia/United Kingdom Mining 5989 Chile, Brazil, Peru
15 25 ChevronTexaco United States Petroleum/Gas 5874 Brazil, Colombia
16 16 ExxonMobil United States Petroleum/Gas 5727 Brazil, Colombia
17 8 Ford Motor Co. United States Motor vehicle 5665 Mexico, Argentina
18 11 AES Corp. United States Electricity 5662 Brazil, Chile, Venezuela
(Bol. Rep. of)
19 20 Nestlé Switzerland Food 5183 Brazil, Mexico
20 30 Fiat Auto Italy Motor vehicle 4708 Brazil, Argentina
21 35 The Coca-Cola Company United States Beverage/beer 4327 Brazil
22 26 Siemens AG Germany Electronics 4210 Brazil, Mexico
23 29 Iberdrola SA Spain Electricity 4007 Brazil
24 22 General Electric United States Electronics 3993 Mexico, Brazil
25 34 Portugal Telecom Portugal Telecommunications 3611 Brazil
26 11 Dow Chemical United States Petrochemical/chemical 3328 Brazil, Argentina
27 37 PepsiCo United States Beverage/beer 3072 Mexico
28 28 Bayer Germany Petrochemical/chemical 2762 Brazil, Mexico
29 50 BP Amoco Plc United Kingdom Petroleum/Gas 2704 Argentina, Colombia
30 32 British American Tobacco United Kingdom Tobacco 2 676 Brazil, Venezuela
Plc. (BAT) (Bol. Rep. of), Argentina
31 31 Anglo American Plc United Kingdom Mining 2636 Chile
32 - Caterpillar United States Machinery 2594 Brazil
33 - Renault France Motor vehicle 2298 Brazil, Colombia, Argentina
34 48 Electricité de France France Electricity 2087 Brazil
35 44 Kimberly-Clark Corporation  United States Cellulose/paper 2067 Mexico
36 47 Sonae SGPS Portugal Commerce 1978 Brazil
37 - Samsung Corporation Republic of Korea Electronics 1877 Brazil, Mexico
38 15 Unilever Netherlands/United Kingdom  Agro-industry 1851 Mexico, Argentina
39 18 Hewlett-Packard (HP) United States Computing 1763 Brazil
40 42 E.l. Du Pont de Nemours United States Petrochemical/chemical 1753 Brazil, Mexico
41 - Robert Bosch GmbH Germany Motor vehicle parts 1715 Brazil
42 46 BASF AG Germany Petrochemical/chemical 1651 Brazil
43 49 Procter & Gamble United States Hygiene/cleaning 1556 Mexico
44 - Mittal Steel Co. Netherlands Steel 1551 Mexico
45 - Volvo Sweden Motor vehicle 1505 Brazil
46 - Newmont Mining United States Mining 1490 Peru
Corporation
a7 - Avon United States Hygiene/cleaning 1490 Brazil, Mexico
48 - Rhodia France Petrochemical/chemical 1482 Brazil
49 - Intel United States Computing 1444 Costa Rica
50 - Makro Netherlands Commerce 1441 Brazil
Total 271616
Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of information provided by the Special Studies and Projects Department of América

Note:

economia magazine, Santiago, Chile, 2006.

This table was produced by aggregating the sales of the subsidiaries of each transnational corporation operating in the region, on the basis of primary
information on the sales of the largest companies. In cases where the subsidiary is owned by two or more transnational corporations, its sales are distributed
among them according to the percentage ownership of each parent company. This is the case with: Vivo (Brazil), which belongs to Telefénica of Spain and
Portugal Telecom; Dofia Inés de Collahuasi mining company (Chile), owned by AngloAmerican (United Kingdom) and Falconbridge (Canada/United Kingdom);
and the mining company Antamina (Peru), owned by BHP Billiton (Australia/United Kingdom) and Falconbridge (this last example is not included in the list).
In terms of the subsidiaries in the region, the table mentions only those for which sales information was available, which means that the list does not necessarily include
all subsidiaries of each transnational corporation.
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Table I-A-5
LATIN AMERICA AND THE CARIBBEAN: NET FLOWS OF OUTWARD FOREIGN DIRECT INVESTMENT, BY COUNTRY, 1997-2006
(Millions of dollars)

1992-1996

(annual 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

average)
Argentina 1196 3653 2 325 1730 901 161 -627 774 442 1151 2008
Barbados 2 1 1 1 1 1 0 1 4 9
Bolivia 2 2 3 3 3 0 0 0 0 0 0
Brazil 516 1042 2721 1690 2282 -2 258 2 482 249 9 807 2517 28 202
Chile 726 1463 1483 2558 3987 1610 343 1606 1527 2209 2797
Colombia 205 809 796 116 325 16 857 938 142 4662 1098
Costa Rica 5 4 5 5 8 10 34 27 61 -43 96
El Salvador 0 0 1 54 -5 -10 -26 19 -53 217 -50
Honduras 0 0 0 0 0 0 0 20 26 22 22
Jamaica 42 57 82 95 74 89 74 116 60 101
Mexico 0 0 0 0 0 4 404 891 1253 4432 6 474 3897
Paraguay 2 6 6 6 6 6 -2 6 6 6 oa
Peru -2 85 62 128 0 74 0 60 0 0 0
Trinidad and Tobago 0 0 0 264 25 150 106 -225 25 341 370
Uruguay 0 13 9 -3 -1 6 14 15 18 36 -2
Venezuela (Bol. Rep. of) 400 557 1043 872 521 204 1026 1318 619 1183 2089

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of official figures as at 24 April 2007.
2 Based on third-quarter data.
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Active policies for attracting foreign direct
investment: international experiences and
the situation in Latin America and the

Caribbean

A. Introduction

Transnational corporations (TNCs) are constantly seeking out and assessing possible new

geographical locations for their investments, while countries compete globally to attract such

investments and harness the benefits they provide. Beyond the theoretical, and, in some cases,

ideological, considerations that may be brought to bear, governments face two fundamental

policy optionsin their pursuit of foreign investment. Thefirst isto do nothing, that is, to adopt

apassive stance in terms of attracting investment; the second is to intervene actively to obtain

the maximum benefit from the investment process.

The passive policies associated with the first option
essentially rely on a country’s comparative advantages
or macroeconomic or structural conditions, which
are taken as a given. In the extreme case, countries
limit their role to defining the legal framework and
administrative procedures that regulate foreign direct
investment (FDI), and refrain from influencing firms
decision-making processes. This passive strategy may
be sufficient to attract investments for which the key
inducementsareintrinsic to aparticular country (domestic
or neighbouring markets and natural resources). In such

cases, the success of thispolicy is measured mainly by
the size of the investment.

However, the global tendency has been to move
towardsincreasingly sophisticated policy frameworksin
which it is not just the volume of flows that isimportant
but also the type of investment, that is, its quality in
terms of its contribution to, and consistency with, the
country’s economic devel opment objectives. Whilethere
are multiple strategies and emphases relating to FDI
attraction, the countries that have been most successful
in attracting these types of investmentsand in harnessing
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their benefits have been those that have adopted more
active and targeted policies.

To the extent that a country’s political objectives
coincidewith theinterests of aparticular TNC, avirtuous
circle can be generated from which both parties stand to
gain. Although the benefits of investment do not come
automatically, taking into account the fact that FDI
does not on its own —except in very rare cases— solve
development and growth-related problems, it may play an
important roleif it isaligned with the strategic objectives
of recipient countries.

As shown in the 2005 edition of this report, this
trend is not unknown in the countries of Latin America
and the Caribbean (ECLAC, 2006a, chapter II).
Neverthel ess, in comparison with the policiesfollowed
by some devel oped (mainly European) countries, certain
transition nations (the Czech Republic and Hungary) and
some emerging Asian economies (Malaysia, Republic
of Korea, Singapore and Thailand), the efforts made

in the Latin American countries have been weaker in
terms of both the definition of explicit policies and
their degree of integration with other national economic
development policies.

The main purpose of thischapter isto discussfactors
that may contribute to the design of more active policies
that can help close the existing gap with countries that
have been more successful in attracting quality FDI. The
first section develops a conceptual framework, based on
corporate motivations and requirements, for the different
components of an active and integrated policy. The second
section examines various experiencesin Asiaand Europe
which show how the concepts presented in the first
section have been implemented. An effort is then made
to determine how policies used by Latin American and
Caribbean countriesto attract FDI differ from those applied
by countriesthat are more advanced in thisrespect, and a
number of policy proposals are put forward with a view
to narrowing this gap.

B. An analytical framework for attracting FDI: the
importance of active policies

Theeementsof atheoretica framework which can serveas
abasisfor thedesign of policiesfor promoting and attracting
quality FDI are set out in this section. Consideration will
first be given to the motivations and other factorsthat have
abearing on acompany’s appraisal and selection of agiven
geographical location when it decidestoinvest abroad. The

discussion will then move on to the approaches adopted by
different countries—depending on the degree of proactivity
and i ntegration with devel opment policies— for influencing
those decisions and deriving the maximum benefit from
existing FDI. Lastly, the promotion policiesand incentives
for attracting these capital flows are examined.

1. Motivations and factors that influence foreign investment

decisions

A government that has prior knowledge of the motivations
and requirements of TNCs is in a better position to
design and implement policies and actions to improve
conditionsin its country and to convey these advantages
appropriately to potential investors, thereby enhancing
its competitivenessin attracting quality FDI. ECLAC has
classified the motivationsfor foreign companiesinvesting
in Latin America and the Caribbean in four categories:
natural-resource-seeking, local or regional market-seeking,
efficiency-seeking and strategic asset-seeking investments
(see chapter 1).

The needs of investors will depend on the main
purpose of theinvestment. Once acompany hasdetermined
what these needs are, it prepares a plan of action for
identifying the geographical locations where they can
best be satisfied.

TNCsuseafairly structured approach for evaluating
different investment options. This processusually includes
the following stages (see figure 11.1):

« Anaysisof opportunities. companiesare constantly

seeking and analysing locations that are likely to
satisfy their requirements.
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e Longlist: oncetheformal appraisal has been started
in accordance with the parameters and criteriathat
have been defined, firms collect general information
and draw up aninitial list of countriesor locations
that meet their requirements.

 Shortlist: based on thisanalytical process, ashortlist
of the most attractive countries is prepared and
more detailed information is then compiled. This
stage usually includes visiting the countries on the
shortlist to evaluate, check and compileinformation
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in the field and may include negotiations with
local authorities.

e Appraisa: thefina decision istaken on the basis of
the information and data gathered in the previous
stage. The process may involve severa repetitions,
sincethe conditionsoffered by countriesmay vary as
negotiations concerning incentivesor other facilities
proceed. Onceal ocation hasbeen selected, the company
keepsthe possibility of making additiona investments
and reinvestments under constant review.

Figure 11.1
CORPORATE DECISION-MAKING

Country attractiveness

Source: Economic Commission for Latin America and the Caribbean (ECLAC).

During this process, companies explicitly set out
the requirements they consider most relevant for their
decisions. Crucial elements include access to resources
or markets and a stable economic, political and social
environment. Other conditions frequently mentioned
are an enabling business climate, the existence of good,
reliable infrastructure and basic services, the availability
of professional, technical and managerial skillsand alow
level of corruption (MIGA, 2002). Interestingly, even
though tax exemptions or rebates are some of the most
commonly used policies for attracting investments, the
tax system actually appearsto be of secondary importance
onthislist of requirements.

Thus, the starting point for the design of policiesfor
atracting FDI isto understand the motivations, factorsand
decision-making processes of TNCs. Whether acountry will
be included on the longlist depends on structural factors

Analysis of
opportunities

Implementation of the
investment
Operation and
reinvestment

Competitor-country attractiveness

which determine how attractive a country isto would-be
foreigninvestors. Generally speaking, economically stable
countrieswith good growth prospects and conditions, such
as clear regulatory frameworks, efficient and transparent
ingtitutions, skilled human resources, afavourable business
environment and opennessto foreign trade, arein abetter
position to attract FDI. These variables may beinfluenced
by general policiesfor improving competitivenessin the
context of each country’sdevel opment plan, prioritiesand
resources. Similarly, policies designed to promote growth
and economic stability generate amoreinviting investment
climate and make the country more appealing to foreign
investors (see figure 11.2). When a country determines
that FDI or a certain type of FDI has the potential to
contribute to these development objectives, it may then
decide to design specific FDI policies to facilitate the
inflow of such investments.
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Figure 11.2
LINKS BETWEEN COMPETITIVENESS, INVESTORS
AND POLICIES

Specific: facilitate
investment

General: boost
competitiveness

Country makes itself
attractive to investors

Country
competitivenes

Investors

FDI generates increased
competitiveness

Source: Economic Commission for Latin America and the Caribbean (ECLAC).

Economic Commission for Latin America and the Caribbean (ECLAC)

In order to have a positive impact on corporate
evaluation processes, countries can generate mechanisms
or ingtitutions that interact with foreign companies at
different levels. Specific attributes of a country can be
highlighted through promotional efforts and can be
brought to the attention of corporate decision-makers.
Investor support services help to generate knowledge and
facilitate the evaluation of the country’s attributes on the
ground. Furthermore, many countries have decided to
provideinvestment incentives which help to enhance their
attractiveness vis-a-vis potential competitors.

Different models and policy options for attracting
investments exhibit varying degrees of proactivity.

2. Models and policy options

There is increasingly intense competition for the
resources and benefits to be derived from the
international expansion of TNCs. The quality of FDI
is also increasingly important, not just the quantity
(Mortimore and Vergara, 2006). In terms of specific
policies, national authorities have two basic options:
either to adopt a passive stance, which does not imply
alack of interest in or rejection of FDI, or to intervene
actively to tap into these capital flows.

Globally, the present trend isto establishincreasingly
sophisticated policy frameworks that are integrated into
the country’s other development policies. Countriesthat
have been successful in attracting quality investments
and in taking advantage of their benefits have been those
that have adopted more active and more targeted policies
(UNCTAD, 2004; UNCTAD, 2005a; and Mortimore,
Vergara and Katz, 2001). There are three basic models
that can serve as a basis for aconceptual framework for
the design of policiesfor attracting FDI: passive, active
and integrated policies.

Passive policies rely on a country’s comparative
advantages and are confined to the establishment of policy
frameworks geared to facilitating investment inflows.
Active policies entail specific measures designed to
attract types of investment that have a greater potential
to trandlate into positive externalities for agiven country
(for example, production linkages or the generation of
val ue added, know-how and employment). When acountry
chooses to attract a certain type of investment that it
feels can contribute to its strategic objectives within the
framework of its development policies, it is using what
areknown asintegrated investment attraction policies. In
thiscase, thereisafeedback |oop between the investment

and general policieswhich givesriseto avirtuouscircle
that is of benefit to both parties.

These three basic FDI intervention models will be
discussed below, starting with the simplest scheme and
progressing to the most complex. Depending on the
situation prevailing in a given country, an effort can
be made to determine which type of policy would be
the most appropriate. As shown in figure 11.3, passive
policies would be the most appropriate for a country
whose attractions surpass those of its competitors, while
active policies could be adopted by a country whose
situation is slightly inferior to that of its competitors.
The third case, that of a country which is far behind
its competitors, would not benefit particularly from
active policies and would call for long-term action to
produce structural changes through the implementation
of integrated policies (see figure 11.3).

Figure 11.3
POSSIBLE COUNTRY SCENARIOS
Scenario 3

Scenario 1 Scenario 2

Minimum needs of
foreign investor

|:| Country’s FDI attractiveness

. Competitor countries’ FDI attractiveness

Source: Economic Commission for Latin America and the Caribbean (ECLAC).
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(a) Passive policies: making the most of a country’s
compar ative advantages

Inthiscase, no specific policies are adopted to attract
FDI, although this does not necessarily signify a lack
of interest in such investments. Rather, the authorities
feel that the country’s comparative advantages or
macroeconomic conditions are sufficient to result in FDI
inflows and do not consider it necessary to intervenein
the process. Thistype of schemefor attracting FDI isnot
necessarily integrated with any productive devel opment
policy, and its successis measured basically by the size
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of investment inflows. This approach may be sufficient
to attract companies pursuing the advantagesintrinsic to
aparticular country (domestic or neighbouring markets
and natural resources). Inthismodel, the host country’s
circumstances —for example, its macroeconomic
situation, human resources, infrastructure and business
environment— and the FDI regulatory framework are
the basic components of what the country is offering
to investors (see figure 11.1). Investors then compare
these elements with the profile of competing countries
and evaluates the situation in the light of their own
requirements (see figure 11.4).

Figure 11.4
PASSIVE POLICIES

~
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- Geographic location
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- FDI protection
- FDI limits

Competitive position
- Infrastructure
- Business environment
- Macroeconomic equilibria
- Openness of economy
- Specific advantages

Y

Country attractiveness

Foreign
investor’s
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of Nicolo Gligo S., “Politicas activas para atraer inversion extranjera directa en América
Latina y el Caribe”, Desarrollo productivo series, No. 175 (LC/L.2667-P), Santiago, Chile, January 2007. United Nations publication, Sales No. S.07.11.G.18.

A passivepolicy issuccessful whenacountry’ sadvantages
meet the investor’s needs and surpass those offered by its
closest competitor (scenario 1) (seefigurell.3). Thecompany’s
appraisal can result in other outcomes, however.

(b) Active policies: attempting to close the gap with
competitors

These types of policies are used when national
governments wish to take a more proactive approach
to FDI attraction. The general idea here is to determine
what kind of investment will produce the desired benefits
and then to create —within the limits of the country’s
possibilities— the conditions needed to attract it. In many
cases, these policies are geared towards attracting quality

investments that will generate significant benefits for
the host economy in terms of know-how, employment,
production linkages, technology transfers, etc. In these
cases, microeconomic variables —availability, quality
and cost of factors of production— are highly important,
and competition among countries to attract investorsis
much more intense.

In order toimplement thistype of policy, countries set
up aningtitutional structurefor promoting and attracting FDI
and take explicit stepsto achievether stated objectives (see
figure11.5). The main components of this model are:

e Investment promotion agencies (IPAS): these
bodies disseminate information about the country’s
attributes among potential investorsand assist them
with their appraisals.



70 Economic Commission for Latin America and the Caribbean (ECLAC)

* Incentives. many countries have opted to create
investment incentives, which basically take two
forms: tax incentives (exemptions or rebates)
and financia inducements (direct subsidies for
investment projects).

* Investment facilitation measures. improvementsin
the regulatory framework are part of a continuous
process involving ongoing contact with investors.

e Selective policies for boosting a country’s
competitiveness. a government may make a

deliberate effort in the short run to improve factors
that influence the country’s attractiveness (by, for
example, training scarce human resources).!

All these elements hel p to enhance what the country has
to offer and to close the gap separating it from competitors,
provided that it is not too wide (i.e., when the costs of
doing so are clearly lower than the expected benefits and
the government can afford to do so (scenario 2)) (seefigure
11.5). If thisgap isnot closed, the country runsthe risk of
losing the investment.

Figure 11.5
ACTIVE POLICIES

A 4

Investment promotion agency
Targeting Facilitation

- Sector - Information g

- Geographic - Facilitation %

- Type of project - Negotiation g

- Type of firm - Support 3

>

) \_ -/ &

FDI policy Y 3

- Selective Attractiveness of 2

policies aimed country 5}

at specific Natural ]

i - Natural I3

} ::Z:;:s:sts advantages _Foreign g

- Legal framework investor’s g

- Procedures for for EDI appraisal S

reducing B <
restrictions and - Competitive

barriers to FDI position

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of Nicolo Gligo S., “Politicas activas para atraer inversion extranjera directa en América
Latina y el Caribe”, Desarrollo productivo series, No. 175 (LC/L.2667-P), Santiago, Chile, January 2007. United Nations publication, Sales No.: S.07.11.G.18.

A country may prioritizeaparticular type of investment
or prefer it over other types and take certain stepsto attract
it. Thistype of policy isbased on atargeting strategy and
uses al the elements outlined above. There are at least
two reasons for adopting this type of strategy: (i) when
the country wishes to achieve a specific objective; and
(ii) when funds are scarce and the authorities decide to
concentrate the avail able resources on effective promotion
activities.

In these cases, the strategy’s areas of emphasis are
usually defined interms of the advantagesthat the country

hasto offer, the requirements of potential investorsand the
country’sinterestsas set forthinits FDI policy objectives. In
the best-case scenario, these criteriamatch, and the country
therefore has attributesthat enableit to attract FDI inthose
areas that are of interest to it. If, however, the country’s
aspirations far exceed its actual assets, it may run the risk
of setting aside resourcesfor activitiesthat do not produce
the expected results (scenario 3) (seefigurell.3). Targeting
should be a natural outcome of a defined development
strategy. Failing this, it will be aprimarily operational tool
for guiding the work of investment promotion agencies.

1 CostaRicaand El Salvador have set up specific training programmes to satisfy the growing demand for skilled bilingual technical personnel in
international services sectors. Chile has created a national register of persons with a mastery of English to facilitate recruitment by firms that

need bilingual personnel.
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(c) Integrated policies. towards structural changes

When FDI attraction policies and development
policies are coordinated and integrated, they can both
leverage the conditions that make a country attractive
to investors and make the most of the potential benefits
that FDI hasto offer. In such cases, the country defines
its strategies, and FDI helps it to carry them out. This
meansthat, within the context of international competition
for investment, a country’s profile may be structurally
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modified (Gligo, 2007, p.24).2 In addition, countries can
use a series of indicators to monitor the impact of FDI,
track progress in policy implementation and compare
their performance with that of their main competitors.
These policies do not seek only to attract FDI, but also
to maximize absorption of the benefitsit brings. To this
end, it is crucial to raise the competitiveness of local
firms so that they can be integrated into the production
and marketing networks of the foreign corporations
(seefigurell.6).

Figure 11.6
INTEGRATED POLICIES
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With integrated policies, structural improvements
may be implemented that enable countriesto move out of
scenario 3 over the medium or long term and eventually
transition into a situation more in line with scenarios 2

or 1inawider range of activities and sectors (see figure
11.3). Such policiesaso alow countriesto absorb greater
benefits from FDI.

2 Aswill bediscussed later on, inthe cases of Ireland and Singapore, FDI has become a pivotal factor of devel opment around which the definition
of other policiesrevolves. In other cases, FDI has contributed to growth surgesin sectorsthat are strategically important for acountry’s productive
development plan (e.g., Malaysia's export-oriented electronics industry).
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3. Active and integrated policy tools

Therearetwo magjor promotion instrumentsthat can be used
to implement active and integrated policies: facilitation
by investment promotion agencies, and incentives.

(&) Investment promotion agencies (1PAS)

One of the challengesfaced by countriesin seeking
to attract FDI is potential investors' lack of familiarity
with the features and advantages of a particular location
or country. Thisisdueto:

« Information asymmetries. Firmsreguireinformation
as decision-making inputs, but this information
is not always available or readily accessible.
Potential investors may therefore be unaware of a
country’strue situation or may develop adistorted
perception of its situation in the course of the
appraisal process.

e High learning and set-up costs: For companies
investing inacountry for thefirst time, unfamiliarity
with legal procedures, factor markets, the business
culture or even basic conditions of everyday life
can become an obstacle to installation and may
result in the loss of a potential investment.

The most common way inwhich countriesand, in some
cases, provinces or regions seek to solve these problems
is by setting up an organization, unit or programme to
promote investment (what is generically referred to
as an “investment promotion agency”, or IPA). The
main purpose of such institutions is to make known the
advantages of a location, provide relevant information
to potential investors and facilitate decision-making and
establishment in the country. Recently, as a result of
growing competition for FDI, IPAs have been springing
up in alarge number of countries.®

Most 1PAs are designed to provide support to
investorsin the different phases of the decision-making
process (seefigurell.7). At least five primary functions
of such agencies and three others, which, while not
necessarily crucial, complement their promotion

activities, can be identified. The first group includes:
(i) analysis of investment opportunities, bearing in
mind potential investors and the conditionsin the host
country; (ii) definition and promotion of afavourable
country imageintermsof FDI; (iii) promotional efforts
targeting potential investors; (iv) services for the
investor during the appraisal process and project start-
up; and (v) monitoring and post-investment service.*
The complementary functions include (i) advising
authorities on how to improve thelocal business climate;
(ii) allocating and evaluating incentives,® and (iii) helping
local companies to become more competitive so that
they can become potential suppliers of products and
services to foreign firms.

Such an agency’s scope for action is determined,
among other factors, by the size of its budget and its
human resource endowment. As pointed out by a recent
study, abasic minimum of financial resourcesisnecessary
if promotion is to yield effective results (Morisett and
Andrews, 2004). In addition, since attracting FDI depends
on the establishment of relationships and networks, an
ongoing presence and proximity to potential investors
abroad —through offices abroad— can greatly facilitate
this task (Gligo, 2007, p. 29). However, given the high
cost of this type of operation, few countries maintain
offices beyond their bordersthat are devoted exclusively
to investment promotion.

(b) Incentive policies

The use of incentives as part of an active and
integrated investment-promotion policy can heighten
the attractiveness of a country or specific locality whose
structural conditions assure it a place on a company’s
shortlist. Incentives are generally either fiscal (tax cutsor
temporary or permanent exemptions) or financial (direct
subsidiesin the form of non-reimbursable contributions,
reductions in the cost of production factors or provision
of infrastructure) in nature.

8 Morethan 160 countries now have national IPAs. If regional and provincial agencies are included, the number rises to 250. Two thirds of them

were created in the 1990s (UNCTAD, 2001).

4 The best promotors for a country are “ satisfied customers’ (Gligo, 2007, p. 27).
5 Sinceincentives areincluded in the negotiation process, IPAs should at least have access to information and bein constant touch with the agencies

that administer them.
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Figure 11.7
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FDI incentiveswould appear to bejustified, in theory,
insofar asthey can correct market failuresand create positive
externalities for the country. The benefits of FDI, such
as technology transfers or job creation, and the positive
effects generated by early arrivalsthat are the first to set
up operationsin acountry in agiven industry are sound
reasons for offering incentives so long as their cost does
not outweigh the expected social benefits.®

In an ided situation in which a country’s assets give
it an unquestionable edge over its competitors, incentives
would not be necessary (scenario 1). However, countries
that make it on to the shortlist often exhibit quite smilar
conditions. In such cases, incentives can influence the
investor’sfina decision. Authoritiesshould thereforeweigh
such factors as: (i) the conditions existing in their country;
(i) the incentives they are in a position to offer and their

costs; and (c) the potential benefits of the FDI projects
in question. This implies that the incentives to be granted
are the outcome of negotiations with the potential investor
(Gligo, 2007, p. 30). Thus, when acountry isgoing to offer
incentives, they should be the bare minimum required to
meet the investor’'s expectations and outdo the conditions
offered by competitor countries(scenario 2) (seefigurell.3).
The cost of the incentives should aso be significantly less
than the benefits to be obtained. Under no circumstances
should incentives be used to close a very wide gap such as
that existing in scenario 3.

Thislineof reasoningissimilar to therationaebeing used
by competitor countriesand theinvesting firm, however. Faced
with the prospect of losing a desired investment, a country
may improveitshid by increasing itsincentives, which could
prompt itscompetitorsto match that offer. Thisdynamic may

6 While incentives may easily be quantified, measuring the social benefits of FDI may be a more complex task. Methodological and practical
problems arise in assessing benefits of this type. For example, it may prove difficult to assign a value to the difference between an investment
made by a prestigious company and one made by a company that is relatively unknown.
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lead to a series of escalating bids and an “incentives war” .
Countriesmay even end up modifying their legal frameworks.
Oneexampleof thisisthe competition that occurred among
Brazilian satestrying to attract automotiveinvestmentsin the
1990s (ECLAC, 2004, p.119). Thus, thelevel of incentives
to be offered should have aceiling that is set on the basis of
the potential benefits for the host country.

This dynamic could result in a fairly complex
competitive situation in which investors press authorities
for greater benefits. Countries, for their part, arefacing a
situation analogous to the “prisoner’s dilemma’, where
they can cooperate with each other and reduce the amounts
of incentives offered, or try to make abetter offer than the
competition and thus win the project, but at the risk of
entering into an “incentiveswar” where the spiralling cost
of inducementswould eclipse the benefitsthat the country
would stand to gain (Oman, 2000 and Charlton, 2003).

In practice, incentives are allocated in one of two
ways.

» Automatic allocation: companies obtain incentives
for investment projectsthat comply with previously
established requirements.

e Allocation on a case-by-case basis: subsidies
and their amounts are determined on the basis
of pre-established criteria and the merits of the
projects. Thisapproachismoreflexible, allowing
resourcesto betargeted based on theimpact of the
investment, but the greater discretionality of this
approach increases the associated administrative
costs and may generate conflicts of interest.

Economic Commission for Latin America and the Caribbean (ECLAC)

Lastly, theempirical evidence would seemtoindicate
that in the initial selection phase, in which the company
drawsupitslonglist, incentivesare not particularly relevant,
sinceit isthe structural advantages of each country that are
a stake. Incentivestake on amoreimportant role, however,
in particular among efficiency-seeking companies, when
the time comes to evaluate and compare countries that
are aready on the shortlist. In other words, incentivesare
not the most important determining factor, but it would
appear that they can have an influence in the final stage
of the selection process.

To sum up, incentives are not the most important
factor for investors when assessing their investment site
options, but they do seem to have moreinfluencein certain
investment categories (efficiency-seeking projects) and
in the final phase of the selection process (the shortlist).
Therefore, under similar conditions, the decision could shift
towards the country that offers the best incentives. Even
atractiveincentives, however, are not enough on their own
to compensate for a weak competitive position resulting
from a poor business climate or insufficient resources.

The idea situation from the standpoint of overal
benefitsis for countries to compete on the basis of their
structural advantagesrather than on the basis of incentives.
However, when countries believe that the type of investment
they want to attract warrantsaspecial effort, it isimportant
to have transparent mechanisms for eval uating the costs
of the incentives and the potential social benefits of the
investment in order to avoid competition that resultsin
negative social effects.

C. International experiences

Following this analysis of key elements in forging
a strategy to promote and attract FDI, this section
will turn to anumber of specific cases in which these
policies have been applied. The case descriptions serve
atwofold purpose. On the one hand, they establish a

point of comparison between practicesin the region and
the more successful active policies of more advanced
countries. On the other hand, they provide information
that the region’s agencies can use in their policy design
process.

1. Developing countries: active policies that have helped to close
the gap with industrialized economies

The process of formulating and implementing active
and integrated policies has usually proved complex and

difficult. The experiencesof different countries havevaried
widely. While some have implemented on ambitious,
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sophisticated policies that have lasted for a number of
decades (Singapore), other countries have implemented
more targeted measures (Malaysia). In the case of the
Czech Republic and the Republic of Korea, crises have
prompted national authoritiesto makeradical changesin
their countries’ linkages with the rest of the world and to
assign anew roleto FDI.

(&) Singapore: a knowledge-intensive economy

Singapore hasimplemented an integrated investment-
attraction policy that isboth ambitious and sophisticated
(Lall, 2000). While focused on attracting TNCs in
knowledge-intensive sectors, it hasa so improved physical
and human infrastructurein order to increasethe country’s
attractiveness.

Since the early 1960s, Singapore has managed
to modernize its industria structure through effective
planning and the implementation of an industrial policy
in which FDI has played a central role. Initially, the
country focused its efforts on creating jobs, establishing
a production structure and attracting FDI. In the 1970s,
it strengthened its industrial base and then focused on
developing the manufacturing and service sectors as a
key element for economic growth and for research and
development (R&D) activities.

One of the main institutions to stimulate national
development has been the Economic Development
Board (EDB). Founded in 1961 as part of the Ministry
of Trade and Industry, EDB isresponsible for general
strategic guidance and coordination of all matters
relating to FDI and industrial competitiveness. It
has thus played a central role in implementing and
executing economic policiesfor industrial and services
development. It has also been the agency responsible
for promoting and supporting FDI and has managed
to attract investments for which skills training and
development are crucial.

In this context, thanks to strong State support
for industrial development in which TNCs have
become key agents —together with the local private
sector, universities and other educational and research
institutions— Singapore has become one of the Asian
region’s main centres for innovation, incorporation of
knowledge and R&D. Critical components of this process
have included incentives for labour-intensive TNCs to
switch to capital-, training- and technology-intensive
activities. This has brought the country to astage where
it now acquires technology for subsequent adaptation,
improvement and production.

75

The State’s contribution to this process has been
fundamental, particularly in relation to developing and
improving the country’s human capital. Proactive policies
that match up with corporate needs have equipped the
country with the kind of professional and technical workers
that have the qualifications needed to meet production
requirements (see box I1.1). Thus, the combination of
appropriate policies for human capital development, a
good system of incentives, quality infrastructure and
the guiding role of the State has enabled Singapore to
out-compete other countries in attracting high-quality
investments.

Meanwhile, rising labour and land costs haveled the
government to encourage companies to reorganize their
operationson aregional basis. A number of mechanisms
have been designed for this purpose, including the
International Business Hub 2000 (IBH2000), which seeks
to encourage TNCs to site many of their administrative,
financial and logistical activitiesin Singaporein order to
provide servicesto the entire region. Its highly qualified
human resources and good road and port infrastructure are
some of the factorsthat have encouraged large companies
to move to Singapore.

Recently, efforts have been focused on creating and
strengthening clusters for manufacturing activities. In
1991, the Manufacturing 2000 programme was created
to promote not only FDI but also training in order
to improve the competitiveness of major industrial
clusters. In the sameyear, the National Technology Plan
was launched, under which the National Science and
Technology Board was created. The Board's goal was
to alocate 2% of GDP to R&D in predefined sectors.
In 1996 the second National Science and Technology
Plan was launched to provide more explicit support
for scientific knowledge. Expenditure on science and
technology doubled between 1996 and 2000, and 30%
of the total amount was assigned to strategic industries
selected by the government.

Aspart of the country’sinvestment attraction policy,
incentives for TNCs are combined with measures to
support local agents in order to move forward with the
process of national industrial development. Thanks to
these measures, about 7,000 TNCs, half of which have
regional operations, are now based in Singapore. The
country’s production structure isfocused on manufactures
and services, especialy in areasof high value added. This
is due not only to the government’s proactive attitude
towards investment attraction, but also to its capacity to
anticipate the needs of firms and formulate appropriate
solutions through a public/private partnership model.
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Box 1.1

TECHNOLOGICAL DEVELOPMENT BASED ON FDI AND EDUCATION

The Government of Singapore’s most
ambitious undertaking in recent times has
been to transform the country into a high-
level technological manufacturing centre.
In order to make more rapid progress, the
local authorities focused on FDI rather than
on local businesses. Based on a long-term
perspective, they created the conditions to
attract certain kinds of investments from
TNCs and established incentives for foreign
enterprises to bring advanced technology
into the country. This mechanism led to a
“natural selection” in favour of enterprises
with sophisticated technologies, while the
producers of low-technological-content or
labour-intensive manufactures opted to
leave the country.

Singapore has introduced measures
to create a stable and supportive business
environment for high-technology investments.
These measures include capital contributions,
tax exemptions, progressive infrastructure
and improvements in education. In all of
these ways, Singapore has sought to
maximize the benefits of FDI, which are
understood to include a learning process,
absorption of high technologies and technical
capacity-building.

After several decades of applying this
approach to industrial development, the

country has seen FDI become a powerful
engine of progress in high-technology
sectors. Despite their focus on foreign
companies, these policy measures have also
been aimed at ensuring competitiveness
by stimulating the creation of clusters,
and in this area the performance of local
businesses has been vital.

The government has also
understood the importance of education
for technological progress and has
made substantive changes in university
programmes, giving priority to courses
relating to the exact and natural sciences
rather than social sciences. In addition,
it has encouraged the development of
an industrial training system which is
now considered to be one of the most
advanced in the world.

In 1979 the Vocational and Industrial
Training Board was established to provide
and manage training programmes for
young graduates and workers based on
the needs of business enterprises. These
programmes include practical classes at the
plants themselves and theoretical classes
at academic institutions. The programmes
have had good results. They have mainly
benefited large corporations, but efforts
have been made to extend the benefits to

Source: Economic Commission for Latin America and the Caribbean (ECLAC).

small and medium-sized enterprises as
well. To this end, the Skills Development
Fund, also established in 1979, has provided
financial assistance for the training activities
of SMEs.

The most recent advance in relation
to education and training is the founding
of the Agency for Science, Technology
and Research (A*STAR). Set up in
2002, this autonomous governmental
organization’s mission is to improve the
competitiveness of the Singaporean
economy by promoting R&D, especially in
the public sector. It consists of a number
of bodies responsible for different areas
in the training of highly qualified human
resources and support for technological
progress. The substantive bodies of A*STAR
are the Biomedical Research Council and
the Science and Engineering Research
Council, which promote, support and
supervise the country’s R&D activities;
the A*STAR Graduate Academy, which
offers scientific stipends to students and
supports various initiatives and programmes
to enhance human resources; and Exploit
Technologies, which protects the intellectual
property created by research centres and
facilitates the transfer of new technologies
to industry.

(b) Malaysia: the development of an export
manufacturing industry

Over thelast few decades FDI attractionin Malaysia,
asin anumber of other South-East Asian countries, has
been integrated with devel opment strategiesand policies.
Malaysia's experienceillustrates two components of the
activeand integrated policy discussed above: therestrictions
and barriers of the FDI regulatory framework, and asystem
of incentiveswith clearly defined objectives based mainly
on fiscal measures. Both of these elements are included
and integrated into the country’s industrial policy.

Malaysiaisactively and selectively promoting FDI,
seeing it as an engine of growth and of changes in its
production structure, especially in relation to exports of
manufactures. The authorities deploy a broad system of
incentivesthat are aligned with their strategic prioritiesfor
nationa development. Thereisalso aseriesof restrictions
on factors such as ownership which limit the activity of
foreign enterprises.

The beginnings of the Malaysian policy to attract
FDI date back to 1958, when alaw was passed granting
atwo-year tax exemption for “pioneering” manufacturing
projects. This benefit was subsequently extended to

other types of projects. In 1971, a new economic policy
was promulgated under which foreign ownership of
business enterprises was limited to a 30% stake. In 1975,
in order to secure compliance with these provisions,
the Industrial Coordination Act established a system in
which manufacturing enterprises of a certain size had
to request an operating licence, which led to a drop in
foreign participation.

In the 1980s, Malaysia significantly changed the
direction of itsindustrial and investment-attraction policy
by placing greater emphasis on export manufacturing
activities. In 1986 the Industrial Master Plan was|aunched,
which defined strategic guidelines for the next 10 years.
Under this initiative, some of the conditions established
for granting licences were relaxed in order to give anew
boost to private investment. Permission wasthus given for
up to 100% foreign participation in projects where 80%
of production was destined for foreign markets. FDI was
also accepted in other sectorsin which local capacity was
limited. In the same year, the Promotion Investment Act
was promulgated. Thislaw introduced new incentives to
promote exports, tourism and agriculture, training, R&D
and other activities. Since then, the country’s exports of
manufactures have grown robustly. Thisisespecially true
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in the case of electronics, a sector dominated by foreign
companies. From 1985 to 2005, the share of total exports
accounted for by electrica productsand el ectronicsjumped
from 9% to 50%.

In 1996 the second 10-year industrial development
planwasintroduced. Thisplan camein responseto the new
challenges facing the country, which included the much
more competitiveinternational environment engendered by
the use of growth strategies based on export devel opment
and FDI attraction by other countries able to offer lower
production costs. The new plan called for the further
development of the manufacturing sector, expansion of
higher-value activitiesin the production chain, productivity
gains and the development of related services. As part of
thisscheme, the regulatory framework for FDI was made
more flexible, with up to 100% foreign ownership being
alowed regardless of thelevel of exportsinvolved or the
sector concerned.

In August 2006, the Third Industrial Master Plan
was launched. The ultimate goal of this 15-year plan
(2006-2020) is to transform Malaysia into a devel oped
country. FDI continues to play a vita role, but there is
even more emphasis on the need to attract investments
for high-value-added activities. The three pillars of this
plan are the manufacturing, services and agricultural
sectors, and theaimisto achieveincreasesin val ue added,
technology use and R&D. It is expected that by around
theyear 2020 Malaysiawill have amature manufacturing
sector, thanksto the development of 12 clearly identified
subsectors. The plan also includes measures to ensure
the best possible use of natural resources and to generate
high-value products, while also promoting the growth of
the services sector in line with international trends.

These policy guidelines have been backstopped by
the create of asuitableinstitutional structure. In 1967 the
Malaysian Industrial Devel opment Authority (MIDA) was
created to coordinate and promote the country’sindustrial
development. This organization’s supervisory role has
gradually evolved into amore proactive approach to FDI
promotion. It now has a network of 16 offices abroad
and 10 officesin different parts of the country. The main
functions of this body are as follows:

e To promote local and foreign investment in

manufactures and related services;

e Toplan and develop policy and strategy proposals

for industrial development which arethen submitted
to the Ministry of Foreign Trade and Industry;

7

e To evaluate investors applications in terms of
licences, tax incentives and customs exemptions,

 Tosupport business enterprisesin theimplementation
and operation of projects;

e To facilitate and coordinate the exchange of
information among agenciesinvolved inindustrial
development.

The Malaysian incentive system has three main
features: (i) itisbased ontax benefits; (ii) theseincentives
are aligned with the development strategy defined by
the government; and (iii) the institutional framework is
dynamic, with constant adjustments and improvements
being introduced. The main incentives are a 70%-100%
tax exemption for a period of up to 10 years (“ Pioneer
Status’) and aprovision allowing between 60% and 100%
of afirm’s capital expenditure to be offset against 70%-
100% of itstaxableincome (Investment Tax Allowance)
(Gligo, 2007, p. 77).

One of the incentive system’s requirements is that
the investor must demonstrate that the operation will
support, directly or indirectly, income distribution,
employment growth, exports, production quality, production
diversification, the use of local raw materials, training
and R&D (Thomsen, 1999). As of the mid-1990s, the
incentives have been linked to the Industrial Master Plan,
focusing on support for priority sectors, and they have
subsequently been modified to support the government’s
new strategies. In fact, in the 1990s, the incentives were
reduced and the selection of activities became stricter
(Gligo, 2007, p.78). The system has al so been expanding
toincorporate new activities and products, especially the
information and communicationstechnologies (ICT) sector,
which receives special treatment (Thomsen, 2004).”

Thus, Maaysiahas displayed avery strong capacity
for planning itsindustrial development over a10-20 year
timeline. FDI attraction policies have greater significance
when their objectives are clear. In this Asian country,
attracting FDI has been a key factor in the production
changes that have been made, particularly in the area of
exports of manufactures and electronics.

(c) Czech Republic: overcoming alack of confidence
in FDI

At the beginning of the 1990s, Czechod ovakiaunderwent
profound social, political and economic upheavals as a
result of the dissolution of the Soviet Union. The country

7 The Government of Malaysiacreated the Multimedia Super Corridor (MSC) long-term plan for the devel opment of the ICT sector. Thisinitiative
isintended to attract foreign investment by means of a package of 10 incentives and government commitments, which include the provision of
high-level physical and telecommunications infrastructure and special fiscal incentives.
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abandoned the centralized planning model and split up into
two new States: Slovakia and the Czech Republic.

In 1992, the new Czech government created Czechlnvest
with amandate to promote the country abroad and attract
FDI to support restructuring and industrial development.
Over time, new programmes and serviceswereincluded to
respond to investors' needs, and thisimproved the quality
of the products offered by the country. As a consequence
of these changes, Czechinvest, initially intended to act as
apromotion agency, became adevel opment organization.®
Itisprecisely thiscapacity to adapt and evolve according
to business needs and the country’s devel opment strategies
that has made Czechlnvest so successful.

Inview of theinitial mistrust shown by the government
and the population to the presence of FDI, Czechlnvest
understood the need to show positive and rapid results.

Economic Commission for Latin America and the Caribbean (ECLAC)

According to the government, the success achieved by
Czechinvest is mainly attributable to three of its three
programmes:

¢ Anincentive system, created in 1998 and subsequently
improved, is designed to make the country more
attractive to foreign investors. According to the
authorities, asignificant proportion of theincrease
in FDI is dueto this programme.

¢ Development of industria facilitiesto meet investors
needs for suitable facilities.

e Improved local procurement for investors, which
place ahigh value on quality local suppliers capable
of dealing with foreign companies. Thisinitiative
includesasupplier development programme, which
a so helpsthe country to absorb the benefits of FDI
(see box 11.2).

Box 1.2

THE CZECHINVEST SUPPLIER DEVELOPMENT PROGRAMME

In 1999, the Supplier Development
Programme was launched as a pilot project.
Although intended to meet the needs of
foreign enterprises in terms of finding local
providers (lower cost and more flexibility),
it also sought to ensure that the benefits
of FDI would be absorbed by the local
economy.

The programme took an eminently
practical approach. A group of 45 companies
that showed potential were selected for
training and then given individual technical
assistance to raise their technical standards
to meet investors’ requirements. In 2003, a
second phase of the programme was initiated,
based on the first phase’s success.

In addition, Czechlnvest facilitates
contacts between foreign clients and
local suppliers by managing a database
of approximately 2,000 providers from
different sectors having different production
capacities. In 2004, 15 contracts were signed
with 10 foreign companies for a total of about
US$ 40 million over a three-year period.

Source: Economic Commission for Latin America and the Caribbean (ECLAC).

The current structure of Czechinvest is based on
the merger of three bodies with complementary aims:
Czechlnvest, theinstitution responsiblefor FDI promotion
(which gaveits nameto theinstitution now in operation);
the Business Development Agency (oriented towards
SME development) and Czechlndustry, the industrial
development agency. This consolidation has given the
institution abroad enough structure and array of functions
to allow it to find solutions for meeting investors needs.
After themerger of the three organizations, the distribution
of both financial and human resources has continued to
reflect a strong focus on attracting FDI, a task carried
out by the promotion division and the investment support
division (Gligo, 2007, p. 67).

The main task of the promotion division is to
identify and attract new clients. In the case of FDI, this

involves securing the greatest possible number of high-
value investment projects for the country. The emphasis
has been on high-technology sectors, such as electronics
and microelectronics, precision engineering, R&D in
the motor vehicle industry, aviation, biotechnology,
pharmaceuticals and medical equipment manufacturing,
software development and business service centres. In
order to attract investments in these sectors, the Czech
Republic, with the support of the European Union, has
anetwork of officesin anumber of European and Asian
countries, aswell asin the United States.
Theinvestment support division workswith investors
asthey assess, implement and subsequently operate their
investment projects. It provides assistancein decison-making
regarding the siting of projects, acts as an intermediary
between the agenciesthat administer subsidiesand investors,

8 The approach adopted by the Czech Republic differs from that of Ireland in a number of ways, one of which isthat it has followed the opposite
organizationa path: while the Irish Industrial Development Agency (IDA) went from being a development agency to a promotional entity,
Czechlnvest started out as a promotional body and became a devel opment agency.
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supports relations with local suppliers and promotes the
expansion of existing investments in the country, while
also offering assistance with any problem that may arise
in the course of their activities.

The experience of Czechlnvest illustratesthe multiple
functionsthat an investment promotion agency may take on
and how important it isfor it to have sufficient resources.
Clearly, the attraction of investmentsisan areain which
promotion policies, the agencies that implement them
and resource allocations are important factors.

The specific techniques, activities and programmes
used by the different agencies around the world depend
on the type of project concerned (sector of activity), the
characterigtics of the country and the objectivesbeing sought.
For exampl e, attracting investment from enterprises that
exploit natural resourcesisvery different from attracting
it from enterprisesthat carry out R& D. Nevertheless, the
structure and functions of Czechlnvest are sufficiently broad
to serve asareference and to illustrate the complexity of
the investment-attraction process.

One of the meritsof Czechlnvest hasbeenits capacity
to adapt and evolve so asto remain in step with companies
needs and the country’s devel opment strategies. Ongoing
contact withinvestorshas madeit possible to design support
programmes better adapted to their needs. Itsprioritiesand
objectivesarea so clear, and criteriahave been established for
follow-up and evaluation of the agency’s performance.

An organization’s implementation capacity is,
of course, directly related to the human and financia
resources on which it can draw, especially as promotion
activities abroad are expensive. Czechlnvest has had the
good fortune to receive support in the form of European
Union funds and expert consultancy services.

(d) Republic of Korea: opportunitiesduring acrisis

The Asian crisis of 1997 triggered the introduction
of significant changes in FDI. For severa decades, the
Republic of Koreahad based its growth on the creation and
development of large export-oriented business conglomerates
which received strong government support. In this context,
the economy restricted the entry of foreign capital (see
chapter 111). In 1998, however, the country began to modify
itsstrategy asit shifted towards a market orientation and
started to assign a more important role to FDI.

The economic reforms of that time were intended
to bring about a shift from control and regulation to
promotion and facilitation. They were also designed to
convert the Republic of Korea into a North-East Asian
hub for FDI, trade and | ogi stics, manufactures, and R&D.
There were two main factorsthat the authoritiestook into
account. The first was the country’s location between
China and Japan, which makes it a natural centre for
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trade and logistics. The second was its need to position
itself in high-value-added sectors and knowledge-based
services, since it could not compete in manufacturing
costs with China or Taiwan Province of China. Within
this framework, the local authorities gave priority to the
establishment of R& D centresin order to take advantage
of the country’s advanced technological infrastructure
and highly skilled manpower.

In order to define an investment-attraction policy
which sought quality rather than quantity, the Republic
of Korea implemented a series of measures, including
the following;

e Development of investment infrastructure and
facilities. The government offersforeign investment
zones, free trade zones and economic zones for
enterprisesinvesting in selected sectors or possessing
acertain level of technology.

» Tax and financial benefits. Firmsthat meet certain
requirements may request income tax reductions.
In the case of high-technology sectors, financing
is available for up to 15% of plant construction
and equipment acquisition costs. There are also
subsidiesfor up to 50% of employees wages, with
ceilings and time and other limits.

 Theestablishment of Invest Korea. Created in 1998,
thisinvestment promotion agency has the typical
structure for institutions engaged in promotion and
facilitation. Thereisalso aninvestment ombudsman
that plays asignificant role. This office, which is
outside the hierarchical structure of Invest Korea,
helpsresolvedifficultiesbeing experienced by foreign
enterprises already present in the country.

e Decentralization. Local governments have more
autonomy to compete in developing support and
incentive packages, as well as to approve FDI
projects.

Despite its success in boosting FDI inflows, the
Republic of Koreastill facesthe challenge of improving
itsimagein businesscircles, asit isconsidered adifficult
market in which to operate. Bureaucratic costs need to be
reduced and the population’s negative view of FDI will
have to be changed. A comparison with other countriesand
citiesintheregion, such as Singapore, Hong Kong (Specid
Administrative Region of China) and Shanghai, makesit
even clearer that the country needsacomprehensive array
of infrastructure for FDI reception. Thiswould include,
for example, amore widespread use of English, improved
programmesfor new arrivals and assistancefor foreigners
in handling day-to-day affairs.

Asthisisafairly recent initiative, and there are still
some problemsto be resolved, moretimeis needed to see
whether the Republic of Korea'seffortsin thisregard will
be successful and will fulfill initial expectations.
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2. Developed countries: from passive to active policies

Because of the competition for FDI, even some devel oped
economies which have historically been the main
recipients of capital inflows have begun to adopt more
active policies.

(@) Spain: thefirst steps

In general, Spain’s strategy for FDI has been rather
passive. With few restrictions on foreign investment
and with conditions that make this country an attractive
destination for TNCs, thelack of active policies—especialy
compared to other European countries— has not been
an impediment to receiving large inflows of FDI. This
attitude contrasts with the impetus that the Spanish
authorities have given to theinternationalization of their
enterprises, both in terms of direct investments abroad
and in terms of exports.

Nevertheless, in response to the greater competition
among countries to attract, Spain decided to create an
agency to promote and attract FDI and retain it in the
country. In 2005, the Council of Ministers authorized
the creation of the State Society for the Promotion and
Attraction of Foreign Investments, SA. This new lega
entity was established with capital provided by the Foreign
Trade Institute (ICEX) and reportsto the State Secretariat
for Trade and Tourism of the Ministry of Industry, Trade
and Tourism.

At the beginning of 2006, the new institution began
to operate under the name of “INTERES Invest in Spain”.
With itsmission to promote, attract and retain FDI, it has
become a focal point for investors and a meeting place
for all institutions at the central, autonomous and local
levels that are involved in investment promotion and
attraction. The organization hasthe structure of aservice
enterprise, with specific unitsresponsiblefor promotion
and indtitutional relations, investor support, and information
and dissemination. In addition, support isprovided by the
network of officesfor economic and commercial affairs
of Spanish embassies around the world, three of which
(London, New York and Tokyo) have departments that
specialize in generating foreign investment.

(b) France: asearch for investment and talent

In recent years, France has adopted amore proactive
attitude to attracting investments and has increasingly
sought to integrate this area with its development
policies. In 2001, the French authorities created a
national agency for attracting investment (“Invest in
France Agency” (IFA)), which brings together in a
single institution the network of promotion offices
abroad operated by the national regional development
agency, Délégation a |I’aménagement du territoire et
a I’action régionale (DATAR),? the Invest in France
Network (IFN), which consists of acoalition of regional
development organi zations, major enterprises, financial
and consulting institutions, and the Del egation of Foreign
Investments of the Ministry of Economy, Finance and
Industry, which carries out trend anal yses and surveying
tasks. At present, IFA has a staff of 140 persons, 60
of whom work at the Paris headquarters while the rest
work in the institution’s offices abroad.°

Despite the fact that France is one of the main
recipients of FDI at the global level (see chapter 1), the
growing competition among countriesto attract FDI has
prompted the government to take a series of short- and
medium-term measuresto generate conditions favourable
to investment. In 2003, the authorities agreed upon an
agenda for increasing the country’s attractiveness and
decided that the country should make a continuing effort
to attract both the best human resources and investments
that will have a strategic impact on economic growth.
Specific measures have been introduced for this purpose
in three priority areas (IFA, 2003):

« Attracting talent and experience. Programmes have
been formulated to attract foreign investors and
repatriate French researchers, improve conditions
for the entry and long-term retention of foreign
executives, and offer incentives to postgraduate
students in scientific, technological and business
administration fields. Thisisaspecial feature of the
French proposal, asin most countriesthe emphasis
ison attracting enterprises, whereasin thiscasethe
intention is also to attract people.

9 In December 2005, DATAR was renamed Délégation interministérielle & I’ aménagement et la compétitivité des territoires (DIACT). Its broad
mandate includes investment promotion, investor relations and administration of regional incentives.

10 The international network consists of 22 offices: 12 in Europe, 3 in North America and 7 in Asia. They support investors in the selection of
locations, organize field tours and help to maximize the financial incentives offered by the country.
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e Attracting international investments. To boost
competitiveness, targeted improvements to the
French tax system have been carried out, especially
inrelationto R& D and innovation. In addition, there
isnow more effective business set-up support, and
investors have more legal security.

« Initiatives in specific sectors. A search has been
conducted for new enterprises, and incentives
have been offered to assist with the installation
of magjor TNC subsidiaries and R&D centres.
Procedures for the establishment of international
organizations and non-governmental organizations
have been ssimplified, and the country has become
more competitive asafinancial centreandin areas
such as cinemaand art.

This new approach has been reinforced by four
ongoing initiatives which provide institutional support:
(i) regular ministerial meetings;! (ii) astrategic council
with private-sector participation (the Consell strategique
pour I’ attractivité de la France); 2 (iii) the devel opment
of indicators to measure the country’s attractiveness
and compare it with its main competitors; and (iv) an
international communication campaign to improve France's
image in business circles.

In order to evaluate the results of the new strategy,
a set of indicators serving a twofold purpose has been
designed. On the one hand, these indicators can be used
as an objective yardstick for measuring the country’s
strengths and weaknesses as an investment destination.
On the other hand, they can be used to monitor progress
inthe application of policiesintended to make the country
more attractive. To the extent possible, the values of
theseindicators are compared with those of another nine
countries (Belgium, Germany, Italy, Japan, Netherlands,
Poland, Spain, United Kingdom and United States) and
with the European average. Other relevant countries, such
as China, are included when considered necessary. This
experience is expected to serve as a basis for a unified
measurement system for the entire European Union.13

In an increasingly competitive international
environment, where advantages are rapidly eroded,
France is a particularly interesting case study. Even
though it is aready a major FDI recipient, France has
adopted proactive measuresin order to make the country
more attractive. These measures are based on a strategic
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approach for identifying priority activities (R&D and
major subsidiaries) that attaches special importance to
human capital (that is, attracting talent and skills), an
aspect that few countries have made anintegral part of their
strategies (Gligo, 2007, p. 64). An institutional support
framework has also been set up with backing from the
country’s highest authorities, together with amechanism
to measure and monitor the results.

(c) Ireland: the capacity to evolve towards dynamic
sectors

FDI attraction hasbeen afundamenta part of Ireland’s
development strategy. This policy hasfocused on export-
oriented investments and has resulted in ailmost half of
manufacturing employment being created by TNCs,
which also sell over 80% of their output abroad (mainly
to countries of the European Union).

Inthelast two decades, the I rish economy hasundergone
profound changes, including a fall in unemployment
combined with GDP and export growth. The Industrial
Development Agency (IDA) has played a crucia role
in this process. Created in 1949, and then restructured
in 1969 and 1994, it has been responsible for attracting
new investments and for supporting the expansion of
existing ones. AsIDA has gained more experience, it has
concentrated its efforts on major sectors and companies,
especialy in electronics and pharmaceuticals.

Themaintool used by thisagency hasbeen Ireland’s
tax system. The country’s 12.5% tax rate, which applies
to all companies (with somerestrictions), iscurrently the
lowest in the European Union and among the countries
of the Organisation for Economic Co-operation and
Development (OECD). Thishasbeen particularly beneficial
for United States enterprises, which have seen Ireland as
apotential export platform for the rest of Europe.

In addition to tax incentives, IDA has other tools
at its disposal, including direct financial support for
recruitment, training, R&D and the purchase of fixed
assets. At the beginning of the 1990s, about 80% of
foreign companiesin Ireland had made use of such tools
(OECD, 1994). In 2004, IDA alocated over 65 million
euros for their financing.

Changing conditionsinthe country andintheworld are
posing new challengesfor Ireland asit strivesto maintain

11 The annual meetings are al'so referred to as “government seminars to increase France's attractiveness’.
12 Established in 2004, the Council is made up of 20 executives from major French and foreign companies. It is consultative in nature and its job
isto identify and propose ways of making France an attractive country for foreign investment. The Council meets once ayear, with the Prime

Minister presiding and IFA acting as technical secretariat.

13 Recently, acomparison was made with the situation in Eastern European countries. A joint project with Invest in Germany has been presented
with aview to applying the same set of indicators to the other countries of the European Union.
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itscurrent levels of competitiveness. On the one hand, its
success has led to price increases and higher domestic
wages. On the other hand, more recently, the euro has
appreciated against the dollar and new competitors have
emerged (Eastern Europe, China and India, to name a
few) which areimitating its export- and FDI-based growth
strategy and offering tax exemptions, incentives, lower
costs and skilled labour.

Ireland hasresponded by adjusting itsstrategy in order
to establish competitive advantages that are difficult to
replicatein specific activitiesand niches (Forfas, 2003). To
date, Ireland’s main strengths have been concentrated in
operational aspects of manufacturing and services, rather
than product or market development. Thisisparticularly
the casein relation to foreign enterprises, which produce
goods designed elsewhere in the world to meet foreign
market specifications. Ireland has thus managed to make
progressin the segments of the chain that generate more
value, such as marketing and R&D.

Thisnew strategic direction does not mean that Ireland
has decided to abandon manufacturing, which continuesto
beoneof the country’sprincipa enginesof growth. Onthe
contrary, the ideais to focus on high-value-added niches
where competitionisnot based on labour costs, but rather on
productivity and specidization. Thisnew strategy requires
a greater orientation towards innovation, and Ireland is
making substantial investmentsto generate the necessary
infrastructure and human resources (Forfas, 2004).

Thischange of strategy, which began to beimplemented
in 2000, is also reflected in the redefinition of the IDA
mission. The agency hasgradually cometo focusmoreon
securing new investments in higher-quality segmentsin
the value chain, encouraging the devel opment and growth
of companies aready present in the country in order to
increase the value added by their operations and their
strategic importance, and developing the physical and
educational infrastructure required by knowledge-intensive
businesses (IDA, 2004). In addition to modificationsin the

Economic Commission for Latin America and the Caribbean (ECLAC)

IDA strategies and mission, new tools suited to these new
orientations have been created to measure performance.

There are a number of factors underlying Ireland’s
success story. Thefirst isthat policieswere designed from
the top down, thanks to the institutions that proposed the
national strategies. Forfas, a council that reports to the
Department of Enterprise, Trade and Employment, has
the mission of leading public policymaking in relation
to business support and technological development. It
providestechnical support to IDA and to Enterprise Ireland
(the agency responsiblefor supporting local companies),
Science Foundation Ireland and other advisory councils.
Anannua assessment ismade of the country’ssituationin
terms of competitivenessand of any threatsto its position,
and thefindings of the eval uation are then used to devel op
policy proposals at the national level.

A second element that has contributed to the country’s
achievements is that its investment strategy is not only
integrated into the country’soverall competitiveness policy,
but isalso apivotal element of that policy. Asan example,
therationalefor the creation of Science Foundation Ireland
emerged as aresult of adetailed analysis of the country’s
loss of competitiveness vis-a-vis Asian and European
competitors. The possibility that companies operating
in Ireland might move to these other locations had to be
countered by encouraging them to invest in R&D in the
country rather than leaving it. The corresponding incentives
werethen created, the quality of the stock of human capital
wasimproved, and joint ventures or partnering arrangements
were promoted. This analysis also indicated that a small
country such as Ireland should focus on afew high-value-
added activities such as biotechnology and ICTs.

Yet another element has the direct involvement of
the Irish government in the management of FDI policy.
Its role in this respect includes direct implementation
of business activities, centralized planning and public
investments designed to create favourable conditions for
private investment.

D. Proposals to reduce the gap between Latin America
and the Caribbean and countries with best practices
in terms of FDI attraction policies

The various European and Asian experiences discussed
above differ markedly from the situation in Latin
Americaand the Caribbean in certain ways. In general,
theregionisat an earlier stage in its efforts to develop

a proactive investment-attraction policy. The countries
of the region are beginning to transition from a passive
system, in which investment inflows depend on the
country’s comparative advantages and where policy
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success is measured mainly by the amounts received,
towards amore active approach. This new approach calls
for greater proactivity ininvestment-attraction policies,

1. Characteristics of the gap

A comparison of promotional activity in Latin America
and the Caribbean —analysed in last year’s edition of this
report (ECLAC, 2006a)— and in countriesthat have been
more successful in attracting FDI shows that the region
is lagging behind in this respect. Some of the elements
accounting for this gap are considered below.

(&) A lack of strategic direction and targeting

In generd, theinvestment promotion agenciesof Latin
America and the Caribbean, although recognizing the
importance of FDI, have not managed to mount policies
inthisareathat areintegrated and coordinated with other
national development policies. Even in countries such as
CostaRicaand Chile, which appear to be the exceptions,
the effortsbeing madeto attract quality investments seemto
be attributable to operational factorsrather than the pursuit
of strategic objectives (Gligo, 2007, p. 100). From the
point of view of active policies, Costa Ricademonstrated
its highest degree of proactivity during the negotiations
for the installation of INTEL. From that time on, the
issue does not seem to have enjoyed the same priority on
the government agenda, and most promotional activities
have been placed in the hands of a private organization,
the Costa Rican Coalition for Development Initiatives
(CINDE). In Chile, the investment-attraction policy was
developed “from the bottom up”, and its main promoter
has been the government’s economic devel opment agency,
the Production Development Corporation (CORFO).
Recent events appear to be leading in the direction of a
rethinking of this policy and amore strategic, devel opment-
oriented stance.

In contrast, in the more advanced countries FDI has
taken on astrategic role and isintegrated into the countries
overal policies. Francewishesto bethe“New France” and
isfocusing itsefforts on attracting enterprisesto carry out
R&D. A similar effort is being made by Ireland, which,
when it saw its competitiveness in the manufacturing
sector being eroded by developmentsin Asian and Eastern
European countries, it defined astrategy to attract higher-
value activitiesin the production chain. In Malaysia, where
rapid export devel opment has been driven mainly by FDI,
especially in the el ectronics sector, effortsare al so being
made to attract these kinds of activities.
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together with complementary horizontal effortsto attract
investments by means of specific measures targeting
desirable sectors and projects.

Other nationsfacing complex political and economic
situations have used FDI to re-establish their position in
relation to the rest of the world. In the Czech Republic,
foreign capital has been fundamental to the transition
process and has contributed to productive changes. Based
on the realization that the country’s industries cannot
compete on the basis of cheap labour, efforts have been
made to maintain the quality of technica education and
to compete on the basis of quality and productivity. The
Republic of Korea, facing an acutefinancial crisisinthelate
1990s, began to makearadical shiftinitseconomic policy,
openingitself upto FDI. Thiscountry created an investment-
attraction agency and made significant resources available
for infrastructure, as well as offering offer incentives for
change in order to position itself asthe North-East Asian
business hub. Nevertheless, this effort is still at an early
stage, and more time will have to pass before the success
of thistype of agency can be evaluated.

In short, whatever the form and style of action
associated with investment-attraction policiesin the more
developed countries, they all share anumber of features:
the existence of commitment, political will, strategic
definitions, coordination and availability of resources
for effective implementation. The economies of Latin
Americaand the Caribbean can learn from the experiences
of these countries and from the way in which they have
integrated FDI into their national development goals.
In this connection, it isimportant to determine whether
active FDI promotion policies are appropriate and, if so,
to ensurethat they are properly coordinated and integrated
with productive and economic development measures.
Equipping FDI-promotion agencies with the necessary
human and financial resources is one of the steps that
must be taken in order to accomplish this.

In operational terms, the absence of strategic definitions
intheLatin Americaand Caribbean countriesresultsina
failureto target promotion policies properly. Although the
countriesin the region areworking to devel op measuresfor
targeting their policies, in most instances these efforts are
still rather general in scope and lack a strategic approach.
To date, itisonly in exceptional casesthat countries are
reaping the benefits of this type of strategy. It may be
noted that Colombiais beginning the processin afairly
structured way (see box 11.3).
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TARGETING METHODOLOGY: THE CASE OF COLOMBIA

Colombia is in the process of shifting
from a passive to a more proactive
approach for attracting FDI. To this end, it
is working with international consultants
to identify target companies, by sector of
activity and by country, using the following
methodology:
* Developing a shortlist with initial criteria
for sectoral selection. These criteria
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Box 1.3

which FDI is being directed at the
global level, growth sectors in terms
of foreign trade at the global level,
sectors with high value added, and
sectors generating positive economic
and social impacts.

Mapping of the assets offered by
selected sectors in Colombia so that
they can be matched up with investors’

Verifying the impact of each sector on the
country. When this classification has been
prepared, second-order selection criteria
are applied (impact on GDP, employment
and exports, and definition of sectors
where promotional efforts are actually
required) to assign priority to certain
sectors. Efforts are then to be focused
on these sectors in terms of policies and

are designed to identify sectors to interests.

Source: Economic Commission for Latin America and the Caribbean (ECLAC).

(b) Weak promotion agencies

One specific manifestation of an active policy is the
exisgenceof aninvestment promotion agency equipped with
sufficient toolsand resourcesto carry out itswork properly. In
fact, thisisthe mechanism most frequently used to promote
the advantages of a country and to serve as an interface
between the country and investors. In 2004, there were at
least 160 organizationsof thiskind at the national level and
over 250 at the subnationd level (OECD, 2005).

Thework of these organi zationstakes placein acontext
of increasingly intenseinternational competition. At present,
export devel opment strategies based on attracting FDI are
no longer the exclusive province of the South-East Asian
countries. Favourable developments in the transitional
economies of the former Soviet Union and other Eastern
European States have brought new stakeholdersinto this
competitive arena, which, together with the appearance
of new and large competitors such as China and India,
have whittled away at the advantages of countries that
had previously seemed well-established. On the other
hand, new ICTs and falling transport costs offer new
possihilities to investors, who now have many location
options. Under these new circumstances, competition
among countriesto attract FDI is growing and becoming
more sophisticated. Although this is arelatively recent
phenomenon, countries are making increasingly frequent,
more proactive and ambitious efforts to attract the best
investment projects of foreign companies.

Seen against thisbackdrop, it isclear that investment
promotion agencies should make every effort not only
to identify the investors that can make the greatest
contribution to the country’s objectives, but also to spread
awareness of what the country hasto offer so that it will

competitiveness as well as promotion.

be considered by investors and included on their longlists
and shortlists. Thischallengeiseven present for countries
which supposedly enjoy international recognition as
investment sites. In order to be effective, then, investment-
promotion agencies must have the capacities and resources
to compete at the global level.

In Latin America and the Caribbean, most countries
have set up investment promotion agencies or equivalent
ingtitutions to centralize these functions. Nevertheless,
investment promotion activity in the region is still at an
incipient stage.™* In addition, Latin American agencies
suffer from major weaknesses when compared to the
more devel oped countries of Asiaand Europe. Themain
differences include:

e A less proactive approach and a low level of
promotion activity abroad (such as promotional
seminars, visits to companies and participation in
fairs and other events).

e Alow level of awarenessof their role as participants
in global competition for investment projects. In
general, the Latin Americaand Caribbean countries
believe that their main competitors are their own
neighbours.

 Scant resources and small operational budgets. The
agenciesin theregion, with some exceptions, operate
with budgets and staffing tables that are smaller
than the international average and, in some cases,
are even below what can be considered to be basic
minimum levels. Whereas a high-income country
spends about US$ 9.4 million and has a staff of
about 20 for promotional activities, low-income
countries spend an average of US$ 550,000 and
recruit an average of 11 people to perform these
tasks (Morisett and Andrews, 2004).

14 Inall, 12 of the 15 ingtitutions included in a recent ECLAC study had been created or had undergone major changes as of 2000 or were in the

process of ingtitutional reorganization (ECLAC, 20064).
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Latin Americaand Caribbean countries that want to
increasetheir inflows of FDI therefore need to ensure that
the resources and staff assigned to FDI attraction are up
to thetask. In this connection, the experiences—whether
successful or not— of their neighboursand other countries
that have faced similar challenges can be very valuable.

(c) Inefficient and poorly targeted incentives

Fiscal incentives (corporate tax exemptions), mainly
for theinstallation of businessesin free zones and specific
sectors, are the most commonly used promotional tool in
Latin America and the Caribbean. These incentives are
granted automatically and are general in scope, which
indicates a lack of targeting and alack of specificity in
relation to the type of investment received by the country.
In addition, infederal systems (such asthose of Mexico,
Brazil and Argentina), states and provinces can offer
incentive packages on their own. This has resulted in
poor coordination with the central level, however, and,
in some cases, in competing incentives being offered by
various regions or states.

Meanwhile, two categories of incentives predominate
in regions with more advanced FDI policies:

« Inthe South-East Asian countries, the predominant
model is a combination of restrictions
—control processes, limits on foreign ownership,
exclusionlists, among others— and fiscal incentives,
mainly corporate income tax reductions or
exemptions. This is the case of Malaysia, where
systemsof incentives and restrictions coexist, both
functioning in a coordinated manner according
to defined national development criteria. FDI is
sought out in a selective and proactive manner with
aview to maintaining consistency with industrial
development plans having timelines of from 10
to 15 years. Companies receive incentives on the
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basis of atechnical evaluation, and their projects
must be in keeping with national objectives.

 In Europe, the preferred option has been direct

subsidies, financed by the European Union, the
country or local governments, for training, job
creation, investment, R& D and other activities. In
general, these entitlements vary according to the
geographic areawithin the country and European
Union rules. Unlike fiscal incentives, this type of
benefit places significant pressure on the budgetary
resources of acountry, especialy if they arewidely
used. InIreland, financial incentives are managed
directly by IDA. Aspart of its negotiation process
with investors, this agency can offer a package of
incentives for recruitment, training and R&D, as
well asfor the purchase or establishment of fixed
assets. In 2004, the budget allocated to incentives
inIreland amounted to 65 million euros. Themain
criteria used for their allocation are the quality
of the employment created and the geographic
location, although recently promotional efforts
have also been focused on R& D-intensive projects.
The main advantage of these types of benefitslies
in the ease of evaluating their impact, thanks to
the fact that they target specific activitiesthat are
of interest to the country.

If Latin American and Caribbean countrieswish to define
their prioritiesand attract specific kinds of investments, they
would do well to review their incentive frameworks and
evaluate the advisability of applying some more targeted
measures, especially asthey will have soon haveto adjust
their free zone systems to conform to the requirements of
the World Trade Organization (WTO). Better targeting of
incentives would not only make them more competitive
—and better suited to companies requirements— but would
aso increase the probability of making the best use of the
resources allocated for such incentives.

2. Proposals to close the gap

Thiscomparison of the experiences of Latin Americaand
the Caribbean with those of more developed countriesis
not intended to serve asthe basis for the proposal of any
particular model. As each country has unique structural
conditionsand its own objectives, no singlemodel could be
appropriatein all cases. Moreover, the objective situation
makes it difficult to exactly replicate those models that
haveyielded good results owing to the differing constraints

that may exist intermsof institutional frameworksor the
availability of resources. Neverthel ess, these experiences
provide important points of reference.

The intention here is rather to offer a series of
recommendations that can be used to construct models
for attracting FDI based on national circumstances. The
first step isto define the elementsthat should be included
in any model that isimplemented.
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Thecentral element in any active or integrated policy
model isthe decision to seek to attract a certain type of
investment on aselective basis. Thisdetermination should
be based on three factors:

« Development policy objectives;

e The country’s advantages; and

e Investors needs.

Projects are viable when the country’s advantages
coincide with investors' needs. If they are not aligned
with the country’s policy objectives, however, there is
no apparent reason to employ active attraction policies.
Policy objectives, in turn, may not be in keeping with a
company’s requirements, especialy if the country lacks
the advantages that attract a certain type of investment
project. When FDI is considered to be strategic for a
nation’s devel opment, countries can build political and
institutional capacities that result in a positive dynamic
among these three factors (see figure 11.8 and box 11.4).
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Figure 11.8
RELATIONSHIP BETWEEN ADVANTAGES, NEEDS
AND OBJECTIVES

Policy
objectives
Priority investments
(active policies)
Country’'s Investors’
advantages requirements
Feasible
investments

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
the basis of Nicolo Gligo S., “Politicas activas para atraer inversion extranjera
directa en América Latina y el Caribe”, Desarrollo productivo series, No. 175
(LC/L.2667-P), Santiago, Chile, January 2007. United Nations publication,
Sales No. S.07.11.G.18.

Box 1.4

CAPACITIES NEEDED TO CONVERGE DEVELOPMENT OBJECTIVES, COUNTRY ADVANTAGES AND BUSINESS REQUIREMENTS

In order to create a policy framework that
can attract FDI, a country must have the
capacity to harmonize its development
policy objectives with the advantages it
offers and the requirements of potential
investors. Some of the elements to consider
are the following:

Capacity to define policy objectives:
Ideally, there should be a formal, explicit
development policy that can serve as a
basis to coordinate FDI promotion policy
and to define specific objectives. This is
not usually the case in Latin America and
the Caribbean. The political will must exist,
at least, for coordination with national
development objectives and policies.

Capacity to define country advantages:
This is an eminently technical task of
strategic analysis. It is necessary to be
able to evaluate both domestic factors

and the country’s position vis-a-vis its
competitors, especially the closest ones.
As has been noted, the Latin America
and Caribbean countries have little
awareness of the competition that exists
beyond the region. The ideal solution
would be to have in place a permanent
team of experts in sectoral competitive
analysis, with international connections
and experience and the capacity to
closely track international trends and even
anticipate them. This would require an
involvement in the networks of TNCs and,
possibly, a presence in the countries of
interest. Such capacities are usually the
domain of international consulting firms,
which significantly increases the cost of
this type of activity. A more economical
option would be to establish technical
teams with local-market experience

Source: Economic Commission for Latin America and the Caribbean (ECLAC).

and capacity to research and monitor
trends using public information sources.
Permanent and fluid contact with foreign
firms based in each country can help to
secure relevant information.

Capacity to assess business requirements:
A fluid relationship with both potential
investors and those already established
in the country is a core aspect of
achieving convergence. Ideally, a
country should have offices abroad or, at
least, adequate mechanisms to ensure
permanent interaction with investors. The
capacity to conduct technical assessment
of projects is also important, in order
to make sound targeting decisions in
relation to a project’s expected benefits
and to develop incentives whose benefits
can reasonably be expected outweigh
their costs.

Nevertheless, beyond the specific mechanisms
involved, if the gap isto be narrowed there must be the
political will to do so. Where the political will exists,
measures can be implemented that are highly effective
and do not necessarily require huge disbursements of
resources. More specifically:

* Investment promotion agencies should reflect the
political will to attract investments; thiswill mean
replacing their receptive approach with a more
proactive one in order to ensure that decision-
makers place the country on their “mental map”.

In a context of scarce resources, agencies should
target their efforts more precisely and identify
those measures that are likely to reap the greatest
benefits. To this end, the agencies must build up
their professional resources and accelerate their
organizational development.

e The system of incentives should evolve from the
provision of general support to amore selectiveand
targeted model. Whatever the model of incentives
used, the main point isthat it should be consistent
with policy decisions and the benefits expected from
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investments. An efficient system of incentives must
be underpinned by the requisite technical expertise.
First and foremost, ex ante evaluations must be
carried out to determine the types of projects that
the country wishes to attract (when allocation is
automatic) or to establish and describe the appraisal
criteriato be used (when the analysisis carried out
on a case-by-case basis).

When a given investment is deemed to be of
strategic importance, specific measures are needed
to close the gap between the conditions offered
by the country and investors' requirements. This
type of action often callsfor coordination between
government agencies and the private sector. This
can make it possible to identify factors that can
generate positive impactsin the short run that will
enhance the business and investment environment
without requiring major financial disbursements. A
country will be better ableto implement thistype of
measure if the necessary political will exists, and,
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above dll, if it has mature investment promotion
agencies on which to rely.®

Cooperation isafairly effective way of acquiring
financial resources and skills. At least two forms
of cooperation are worth examining in thisrespect.
The first is concerted action by the public and
private sectors, whereby the presence of experienced
professionalsin the latter can compensate for the
lack of expertise or lack of institutional maturity of
theformer (MIGA, 2005). Aninteresting caseinthis
connection isthat of Zonamericain Uruguay (see
box 11.5). The second optionisfor Latin American
and Caribbean countriesto work together to promote
the region (or given geographic areas within it).
This would enable them to acquire critical mass,
share resources and organize promotional events
that would attract investors. Thefirst stepisto focus
positive attention on the region. Oncethat is done,
each country can put forward its best arguments
for attracting investors to its own territory.

Box 1.5

ZONAMERICA: AN EXAMPLE OF PRIVATE-SECTOR FDI PROMOTION

Funded with Uruguayan and Belgian capital,
Zonamerica was originally conceived as a
free zone for trade with the countries of the
Southern Common Market (MERCOSUR).
A number of problems soon arose, however.
Under MERCOSUR regulations, goods from
free zones in member countries (except
the special customs areas of Manaus and
Tierra del Fuego) were subject to tariffs as
if they were entering from a third country,
which defeated the purpose for which the
venture had been created.

Meanwhile, reflecting global trends,
the region started to attract the attention of
companies in search of new locations from
which to provide services (such as call centres
and shared services). At the same time,
Uruguayan software firms began to set up in
Zonamerica in order to avail themselves of its
free-zone advantages. These developments

were quickly identified and it was decided
to switch strategy and create a world-class
business and technology park.

The location was appealing for a
number of reasons: on the one hand
were country factors, such as political
stability, level of education and quality
of life and, on the other, there was an
attractive framework of tax and customs
incentives linked to the free-zone regime.
Zonamerica rounded off this proposition
by creating architectural infrastructure
and telecommunications services that
met the standards required by TNCs.
It also engaged in intensive efforts to
proactively promote its services on the
international market.

Zonamerica currently has 182
companies on board and actively promotes
investments in seven business areas:

Source: Economic Commission for Latin America and the Caribbean (ECLAC).
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shared-service centres, logistics and
distribution, financial services, consultancy
and auditing, call centres, information
technologies and biotechnology.

From the viewpoint of the private
sector, Zonamerica has supported the
development of a new sector in Uruguay
—export services— underpinned by
new ICTs. The government provided the
incentives and Zonamerica was able to
use them to put together a deal of higher
value. This initiative did not result from a
concerted effort between the two parties,
however. In fact, no information has been
compiled on the size of investments or the
employment generated in Zonamerica.
It would be interesting to look at how a
similar model might be implemented with
the public and private sectors working in
tandem from the outset.

Since they are in constant touch with investors, investment promotion agencies are in avery good position to detect what types of measures are
needed and can, at the least, act as advisors to the competent authority in such matters. The resources that investment promotion agencies invest
in fostering and disseminating investment policies seem to be those that bring in the highest returnsin terms of attracting investment (M orisett

and Andrews, 2004).
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E. Conclusions

Thereisadegree of consensus asto the potential benefits
of FDI. Harnessing those benefits is not an automatic
process, however, and their transfer and absorption
will depend both on the specific characteristics of the
investment and on the particular features of the host
country, in particular in terms of such factors as the
existence of a trained workforce, the competitiveness
of local manufacturers (and their capacity to serve as
suppliers to foreign companies), and the existence of
associated clusters. Host countries face the challenge
of capturing these benefits, since if the necessary
conditions are not present, aforeign company may end
up as an enclave within the country, and no more than
a fraction of the potential benefits will be transferred
to the local economy.

More advanced countries awareness of the need to
boost technology transfer and absorption of FDI benefits
has prompted them to employ a variety of measures
which may be classified in the following categories:

e Boosting local businesses’ efficiency and
competitiveness. The aim is to ensure that these
businesses can produce goods that meet foreign
companies quality standardsand pricerequirements
and can thus become suppliers for those firms.

 Establishing programmesto create links between
local and foreign companies. Some support
programmes are geared towards collecting
information and contacts in order to facilitate
sourcing from local firms (see box 11.2).

 Specifying requirements for foreign investment.
For example, in order to promoteinvestmentsthat
arefurther up the value chain, Malaysiano longer
providesincentivesfor low-skilled labour-intensive
projects. For its part, Singapore encouragesforeign
companies to establish risk-sharing partnerships
with local firms.

e Carrying out ex ante project evaluations. These
appraisals are geared towards channelling
promotional efforts, investment searches and
support into those sectors, projects and companies
that are expected to provide the greatest benefits
for the country.

The competition for FDI isincreasingly intense, and
the countries that are competing successfully are those
which, in addition to offering the necessary conditions,
are developing active policies to attract and harness
the benefits of FDI. The economies that stand the most
to gain from these investments are the ones that have
targeted them in the light of their national development
objectives. Existing international experienceisbroad and
sufficiently varied to offer valuable points of reference
for each country.

In terms of their institutional profiles, most
investment promotion agencies in Latin America and
the Caribbean are relatively new and are still in the
midst of an institutional learning and consolidation
process. Thisis compounded, except in afew cases, by
budgetary constraints, a shortage of human resources,
and poor coordination and integration with other policies.
This suggests that the capacity to execute FDI policies
efficiently is yet to be fully devel oped.

Countries must assess their own competencies
and advantages and, on this basis, draw up appropriate
strategies for attracting investments. Among other things,
they must develop the necessary technical capacity and
the ability to conduct the kinds of evaluations that are
needed in order to design effective promotion activities,
gauge the level of incentives they offer to ensure that
their costs will not outweigh the benefits afforded by a
given investment, and identify projects and companies
that will make a positive contribution to the country’s
development strategies.

The countries of the region are making strides in
this direction, and changes are being made with aview
to consolidating theinstitutional structure for investment
promotion. Countries are aware of the benefits of, and the
need for, more precisely targeted promotion initiatives
and are taking the necessary stepsto achieve them. And,
infact, investment policies are becoming more active. It
isto be hoped that the movein thisdirection will gather
speed and become more focused so that the countries
can narrow the still yawning gap that separates them
from developed countries and the emerging economies
of Asia.



