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NOTE

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

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

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

Transition economies: South-East Europe and the Commonwealth of Independent States.
Developing economies: in general all economies not specified above.

The reference to a company and its activities should not be construed as an endorsement by
UNCTAD of the company or its activities.

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

The following symbols have been used in the tables:

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

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

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

Reference to “dollars” ($) means United States dollars, unless otherwise indicated;

Annual rates of growth or change, unless otherwise stated, refer to annual compound rates;

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

The material contained in this study may be freely quoted with appropriate
acknowledgement.
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Visit the website of the
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OVERVIEW

WIDESPREAD GROWTH IN FDI

Global FDI flows approach their 2000 peak level ...

For the third consecutive year, global FDI inflows rose in 2006 — by
38% — toreach $1,306 billion. This was close to the record level of $1,411
billion reached in 2000, and reflects strong economic performance in many
parts of the world. The growth of FDI in 2006 occurred in all three groups
of economies: developed countries, developing countries and the transition
economies of South-East Europe and the Commonwealth of Independent
States (CIS).

The rise in global FDI flows was partly driven by increasing
corporate profits worldwide and resulting higher stock prices that raised the
value of cross-border mergers and acquisitions (M&As). M&As continued
to account for a high share of FDI flows, but greenfield investment also
increased, especially in developing and transition economies. As a result
of higher corporate profits, reinvested earnings have become an important
component of inward FDI: they accounted for an estimated 30% of total
inflows worldwide in 2006 and for almost 50% in developing countries
alone.

While FDI inflows in developed countries rose by 45% — well
over the rate of the previous two years — to reach $857 billion, flows to
developing countries and the transition economies attained their highest
levels ever: $379 billion (a 21% increase over those in 2005) and $69
billion (a 68% increase) respectively (table 1). The United States regained
its position as the leading host country, followed by the United Kingdom
and France (figure 1). The largest inflows among developing economies
went to China, Hong Kong (China) and Singapore, and among the transition
economies to the Russian Federation.

Developed-country TNCs remained the leading sources of FDI,
accounting for 84% of global outflows. While there was a rebound of FDI
from the United States, almost half of world outflows originated from
European Union (EU) countries, notably France, Spain and the United
Kingdom in that order. TNCs from developing and transition economies
continued their international expansion in 2006, led by Hong Kong (China)
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Overview 3

Figure 1. Global FDI flows, top 20 economies, 2005, 2006
(Billions of dollars)

(a) FDI inflows (b) FDI outflows
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Source: UNCTAD, World Investment Report 2007: Transnational Corporations, Extractive Industries and

Development, annex table B.1 and FDI/TNC database (www.unctad.org/fdistatistics).
@ Ranked by the magnitude of 2006 FDI flows.

in the former group of economies and the Russian Federation in the latter. Total FDI
outflows from these groups of economies reached $193 billion, or 16% of world FDI
outflows.

... driven by cross-border M&As with the increasing
involvement of private equity funds ...

Increased cross-border M&A activity supports the current rise in global FDI.
Such transactions rose significantly in 2006, both in value (by 23%, to reach $880
billion) and in number (by 14% to 6,974), approaching the previous M&A peak in
2000. This growth was driven by higher stock market valuations, rising corporate
profits and favourable financing conditions. In contrast with the M&A boom of the
late 1990s, this time transactions have been predominantly financed by cash and debt,
rather than through an exchange of shares. As many as 172 mega deals (i.e. deals
worth over $1 billion) were recorded in 2006, accounting for about two thirds of the
total value of cross-border M&As.

These transactions were widely spread across regions and sectors. In North
America, due to several deals in the mining industry, cross-border M&As almost
doubled. In Europe, the United Kingdom was the main target country, while Spanish
companies were very active as acquirers. Cross-border acquisitions by Spanish
companies (e.g. Telefonica and Ferrovial) were valued at $78 billion, a record level
for that country. Companies from developing and transition economies have also
been increasingly engaged in such transactions, the largest in 2006 being the $17
billion acquisition of Inco (Canada) by CVRD of Brazil.
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Another noticeable trend in global M&A activity has been the growing
importance of private equity funds and other collective investment funds. In 2006,
they were involved in cross-border M&As valued at $158 billion, an 18% increase
over 2005. A growing appetite for higher yields and ample liquidity in world financial
markets helped fuel these acquisitions. Private equity firms are increasingly acquiring
large listed companies, in contrast to their former strategy of investing in high-yield,
high-risk assets, and they are likely to continue to play a prominent role in M&A
transactions. However, this scale of activity may not be sustainable due to a number of
factors: competition is intensifying and the asset prices involved in recent acquisitions
have increased substantially; there is also a possibility that the favourable fiscal
treatment such firms enjoy in some countries may not last. Investments by private
equity firms are often more akin to portfolio investment than to FDI, in that they tend
to have relatively short time horizons. This has raised some concerns regarding the
impact of such investments, in particular as regards the dismantling of the acquired
companies and worker layoffs. As cross-border M&As by private equity firms are
a relatively recent phenomenon, more research is needed to better understand their
1mmpact.

... and resulting in further growth of international production.

The production of goods and services by TNCs outside their home countries
grew more rapidly in 2006 than in the previous year. The sales, value added and
exports of some 78,000 TNCs and their 780,000 foreign affiliates are estimated to
have increased by 18%, 16% and 12% respectively (table 2). They accounted for the
equivalent of 10% of world GDP and one third of world exports. China continued to
host the largest number of foreign affiliates in the world, while the growth rate of the
number of TNCs from developing countries and transition economies over the past
15 years has exceeded that of TNCs from developed countries.

Employment in foreign affiliates of TNCs has increased nearly threefold since
1990, although at a slower pace than FDI stock. Foreign affiliates in China had the
largest number of employees: 24 million as estimated by the country’s Ministry of
Commerce. Between 2001 and 2004, employment in foreign affiliates in the United
States shrank to 5.1 million, representing a reduction of half a million. In comparison,
reflecting the fact that United States firms are by far the largest direct investors abroad,
their foreign affiliates created the largest number of jobs (9 million) among foreign-
affiliates of all home countries. The employment impact of FDI in host economies
varied by region, but for a given amount of inward FDI more jobs were created in
developing and transition economies than in developed countries.

As 1n previous years, services accounted for the bulk of world inward FDI
stock in 2005 — nearly two thirds — compared with 49% in 1990. Within services,
the share of infrastructure-related industries rose in both absolute and relative terms.
Manufacturing was the second largest sector, but its share declined from 41% in 1990
to 30% in 2005, while the share of the primary sector was less than 10% of world
inward FDI stock. The share of extractive industries in total FDI increased somewhat
between 2000 and 2005, having been on the decline since the Second World War.
This rebound was fuelled by new investments in mineral exploration and extraction,
as well as by a number of large cross-border M&As (see Part Two).
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TNCs from emerging economies continue to expand
overseas.

While the universe of TNCs is dominated by developed-country firms, the
picture is changing. The number of firms from developing economies in the list of the
world’s 100 largest non-financial TNCs increased from five in 2004 to seven in 2005
(the most recent year for which data are available), in line with the rise of TNCs from
the South. Rankings in the list of the world’s top 100 TNCs have remained relatively
stable, with General Electric, Vodafone and General Motors having the largest foreign
assets (see table 3, which lists the top 25 non-financial TNCs). Although the foreign
assets of the top 100 TNCs have remained virtually unchanged since 2004, their
foreign sales and employment increased by about 10%.

Large TNCs from emerging economies are internationalizing particularly
fast. In 2005, the foreign sales and foreign employment of the top 100 TNCs from
developing economies increased by 48% and 73% respectively. However, these TNCs
are still significantly less transnational in their reach than the world’s top 100, with a
presence in fewer countries abroad.

Asia dominates the list of the 100 largest developing-country TNCs (see table
4 for the top 25 non-financial developing-country TNCs), with 78 firms, followed by
11 each from Africa and Latin America. These TNCs operate in a broader range of
industries than the largest TNCs from developed countries. As in previous years, the
single most important industry in 2005 was electrical/electronic equipment, especially
for a large number of companies from Asia.

The geographical pattern of FDI is changing, with greater
South-South FDI flows.

The geographical pattern of FDI is showing signs of change, with new countries
emerging as significant host and home economies. The rise of FDI from developing and
transition economies and the growth of South-South FDI are important recent trends.
Changes are taking place in the pattern of bilateral flows of FDI as well. In 2005, the
largest bilateral outward FDI stock was that of the United Kingdom in the United States
— at $282 billion (table 5); 20 years earlier, it was the reverse. Whereas bilateral links
between selected economies, such as those between the United States on the one hand
and Canada, the Netherlands and the United Kingdom, on the other, dominated the
global picture of bilateral FDI relationships in 1985, today, the situation is considerably
more multifaceted, reflecting the involvement of many more countries in international
production.

With strengthening relationships between countries within the same region,
and the emergence of many developing countries as sizeable investor economies,
geographical proximity is becoming increasingly important in bilateral FDI relations.
For example, in the top 50 pairs of countries with the largest bilateral inward stock,
22 were from Europe in 2005, compared to 17 in 1995. FDI relationships between two
economies can be further examined on the basis of the intensity of FDI, which compares
the actual volume of bilateral FDI stocks with what would be “expected” on the basis of
the share of each economy in global inward and outward FDI. Such a measure shows that
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Overview

Table 5. FDI home-host partner economies ranked by inward FDI stock of
host partner: top 20 pairs, 1985, 1995, 2005

(Billions of dollars)

Rank Home economy Host economy 1985 1995 2005
1 United Kingdom United States 44 116 282
2 Hong Kong, China China 120 242
3 United States United Kingdom 48 85 234
4 Japan United States 19 105 190
5 Germany United States 15 46 184
6 United States Canada 49 83 177
7 Netherlands United States 37 65 171
8 China Hong Kong, China 0.3 28 164
9 British Virgin Islands Hong Kong, China . 70 164
10 Canada United States 17 46 144
11 France United States 7 36 143
12 Switzerland United States 11 27 122
13  Luxembourg United States 0.3 6 117
14  Netherlands Germany 5 34 111
15  Netherlands France 10 31 102
16  United Kingdom France 9 26 96
17 Netherlands United Kingdom 17 27 93
18  Germany United Kingdom 3 14 86
19  United States Netherlands 8 25 84
20 France United Kingdom 5 13 80

Source: UNCTAD, World Investment Report 2007: Transnational Corporations, Extractive
Industries and Development, table 1.9.

the United States has a stronger-than-average FDI intensity with Canada, European
countries with each other, and Japan with Asian countries. It also shows that South-
South relationships have strengthened over the past decade, especially in the Asian
region.

Most policy changes continue to favour FDI, though some
restrictions have emerged in certain industries.

Governments continue to adopt measures to facilitate FDI. In 2006, 147
policy changes making host-country environments more favourable to FDI were
observed (table 6). Most of them (74%) were introduced by developing countries.
They included in particular measures aimed at lowering corporate income taxes (as
in Egypt, Ghana and Singapore) and expanding promotional efforts (as in Brazil and
India). Further liberalization of specific industries is under way in various countries,
such as that relating to professional services (Italy), telecommunications (Botswana
and Cape Verde), banking (the Lao People’s Democratic Republic and Mali) and
energy (Albania and Bulgaria).

In some industries, however, new restrictions on foreign ownership or
measures to secure a greater government share in revenues were observed. Such steps
were the most common in extractive industries and in industries deemed to be of
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Table 6. National regulatory changes, 1992-2006

Item 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006
Number of countries that 3 g 49 63 g6 76 60 65 70 71 72 8 103 93 93
introduced changes

’C\'#a’?]:irs"”eg“'atory 77 100 110 12 114 150 145 139 150 207 246 242 270 205 184

More favorable to FDI 77 99 108 106 98 134 136 130 147 193 234 218 234 164 147
Less favorable to FDI 0 1 2 6 16 16 9 9 3 14 12 24 3% 41 3I;

Source: UNCTAD, World Investment Report 2007: Transnational Corporations, Extractive Industries
and Development, table 1.8.

“strategic” importance. For example, in Algeria, State-owned oil and gas enterprises
must now hold a minimum of a 51% stake, and in Bolivia, by signing new contracts
TNCs have returned ownership of petroleum reserves to the State oil company. In
the Russian Federation, foreign investment is to be restricted in “strategic sectors”
such as defence and extractive industries, with only minority stakes permitted in
the latter. In Venezuela, nationalizations in the “strategic sectors” of energy and
telecommunications are in progress.

The perception that these and other changes might trigger renewed
protectionism has led to some concern. However, as in 2005, the trend appears to be
confined to a relatively small number of countries, and to specific industries.

The number of international investment agreements (IIAs) has continued to
grow, reaching a total of almost 5,500 at the end of 2006: 2,573 bilateral investment
treaties, 2,651 double taxation treaties and 241 free trade agreements and economic
cooperation arrangements containing investment provisions. The number of
preferential trade agreements with investment provisions has almost doubled in the
past five years. Developing countries are becoming increasingly important participants
in international investment rule-making, partly reflecting growing South-South FDI.

FDI in Africa peaked, as its resources attracted increasing
FDI.

At $36 billion in 2006, FDI inflows in Africa were twice their 2004 level. This
was due to increased interest in natural resources, improved prospects for corporate
profits and a more favourable business climate. The value of cross-border M&A
sales reached a record $18 billion, half of which represented purchases by TNCs
from developing Asia. Greenfield projects and investments in expansion also grew
significantly. Despite this increase, Africa’s share in global FDI fell to 2.7% in 2006,
compared with 3.1% in 2005, much lower than that of other developing regions. FDI
outflows from Africa also reached a record $8 billion in 2006, up from $2 billion in
2005.

FDI inflows rose in 33 African countries and in all subregions except for
Southern Africa. The top 10 host African countries received about 90% of such flows.
In eight of them, inflows exceeded $1 billion each. Large cross-border M&As as well
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as greenfield investments and expansion projects played an important role in the top
host countries, particularly Egypt and Nigeria. In Egypt, the leading recipient in the
region, inflows exceeded $10 billion, 80% of which were in expansion and greenfield
projects in non-oil activities. South Africa witnessed a major decline in inflows due
to the sale of a foreign equity stake in a domestic gold-mining company to a local
firm, but it generated most of the outflows from Africa. The search for new natural-
resource reserves led to increased FDI to African least developed countries (LDCs),
amounting to $8 billion, following two consecutive years of decline. As a result, the
LDCs accounted for 23% of the FDI inflows to the region — a significant rise over
2005. Of these LDCs, Burundi, Cape Verde, Djibouti, Ethiopia, Gambia, Guinea-
Bissau, Madagascar, Somalia and Sudan saw the largest increases in FDI inflows
mainly directed at new oil exploration and mining activities.

In 2006, many African countries adopted measures to attract FDI as well as
to improve the impact of FDI on their development. Prospects for FDI inflows into
Africa remain positive due to persistently high global commodity prices, though
some moderation is expected in 2007.

Inflows to South, East and South-East Asia reached $200
billion, and outflows soared ...

FDI inflows to South, East and South-East Asia maintained their upward trend
in 2006, rising by about 19% to reach a new high of $200 billion. At the subregional
level, South and South-East Asia saw a sustained increase in flows, while their growth
in East Asia was slower. However, FDI in the latter subregion is shifting towards
more knowledge-intensive and high value-added activities.

China and Hong Kong (China) retained their positions as the largest FDI
recipients in the region, followed by Singapore and India. Inflows to China fell in
2006 for the first time in seven years. The modest decline (by 4% to $69 billion)
was due mainly to reduced investments in financial services. Hong Kong (China)
attracted $43 billion in FDI, Singapore $24 billion (a new high), and India $17 billion
(an amount equivalent to the combined inflows to that country of the preceding three
years).

FDI outflows from the region as a whole rose by 60% to $103 billion, with
higher investments from all subregions and major economies. Outflows from Hong
Kong (China), the largest source of FDI in the region, rose by 60% to $43 billion. China
consolidated its position as a major investor, and India is rapidly catching up. Their
emergence as important sources of FDI is challenging the dominance of the Asian
newly industrializing economies (NIEs) in outward FDI from the region. Resource-
seeking FDI from China and India continued to increase. In addition, the efforts of
Chinese State-owned enterprises and of Indian privately owned conglomerates to
acquire strategic assets abroad, as highlighted by the $11 billion acquisition by Tata
Steel (India) of Corus Group (United Kingdom and the Netherlands), have led to
greater FDI flows from these countries to developed economies.

Rapid economic growth in South, East and South-East Asia should continue
to fuel growing market-seeking FDI to the region. The region will also become more
attractive to efficiency-seeking FDI, as countries such as China, India, Indonesia and
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Viet Nam plan to significantly improve their infrastructure. During the first half of
2007, the value of cross-border M&A deals in the region increased by nearly 20%
over the corresponding period of 2006. Increased FDI outflows from the region are
also expected to continue.

... while FDI inflows into West Asia continued to climb to
unprecedented heights.

In 2006, FDI inflows to the 14 economies of West Asia rose by 44%, to an
unprecedented $60 billion. Privatization of various services progressed in 2006,
and there was an improvement in the general business climate. The region’s strong
economic growth has encouraged investment, and high oil prices have been attracting
increasing amounts of FDI in oil and gas and in related manufacturing industries.

A few mega cross-border M&As and the privatization of financial services
made Turkey the largest recipient in West Asia, with inflows of $20 billion. Saudi
Arabia was the second largest with $18 billion (an increase of 51% over its 2005
levels), followed by the United Arab Emirates, where the free zones attracted a
significant share of its FDI inflows. Services remained the dominant sector for FDI
in West Asia, a major proportion of which went to financial services as a result of
privatization and liberalization policies of a number of countries in the region. There
were also several major deals in the telecommunications industries in Jordan and
Turkey. Efforts by the Gulf countries to diversify their production activities beyond
oil-related activities succeeded in attracting greater FDI flows into the manufacturing
sector. During the first half of 2007, the value of cross-border M&A sales increased
by nearly 3% over the corresponding period of 2006.

FDI outflows from West Asia rose by 5% to reach a new high of $14 billion
in 2006, as a result of the high oil prices and the current-account surpluses of the oil-
producing countries. Kuwait accounted for the lion’s share (89%) of the region’s total
outward FDI, mainly in the telecommunications industry. The value of cross-border
M&As by firms from the region totalled $32 billion, 67% of which involved firms
from the United Arab Emirates, the second largest investor from West Asia.

In 2006, FDI inflows to Oceania amounted to $339 million, a decline of 11%,
and they remained concentrated in the mining industry. Investments also went to
onshore fish-processing activities in Papua New Guinea and the Marshall Islands,
and to the tourism industry in some economies such as Fiji and Vanuatu.

Greenfield investments and reinvested earnings boosted FDI
in Latin America and the Caribbean, and outflows hit new
records.

FDI flows to Latin America and the Caribbean increased by 11%, to $84
billion. If the offshore financial centres are excluded, however, they reached $70
billion in 2006, which was the same level as in 2005. This is in sharp contrast to the
soaring FDI outflows, which jumped by 125% to $43 billion (or $49 billion if offshore
financial centres are included). Brazil and Mexico remained the leading recipients
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(with $19 billion each), followed by Chile, the British Virgin Island and Colombia.
The stagnation of FDI inflows in the region (excluding the offshore financial centres)
hides disparities among different countries: in South America, most of the countries
registered strongly positive growth in FDI flows, but this was offset by a significant
decline in Colombia and Venezuela. Two features characterized the region’s FDI
inflows: greenfield investments became more important than cross-border M&As,
and reinvested earnings became an increasingly important component (the largest
component in South America alone).

Manufacturing again received the largest share of inflows, and the services
sector’s share increased slightly. In services, TNCs continued to withdraw from
public utilities, mainly from the electricity industry. The primary sector remained
attractive due to persistently high commodity prices.

FDI outflows were mainly targeted at extractive industries, followed by
resource-based manufacturing and telecommunications. Brazil’s outward FDI was
the largest in the region, at $28 billion — its highest level ever — exceeding for the first
time its inward FDI. This was mainly due to the above-mentioned purchase of Inco
(Canadian nickel producers) by the mining company CVRD, the largest transaction
ever by a developing-country company. Companies from other countries, especially
those from Argentina, Chile, Mexico and Venezuela, are also increasingly seeking to
internationalize through FDI.

The trend towards greater State intervention continued in 2006, but unlike the
previous year when this occurred mainly in the extractive industries, it extended to
other industries such as telecommunications and electricity, in particular in Bolivia
and Venezuela. In Venezuela, a deal was negotiated with Verizon, AES and CMS
(all United States firms) whereby the three firms agreed to divest their assets to the
Government, while the Government of Bolivia is planning to take over Empresa
Nacional de Telecomunicaciones (Entel), controlled by Telecom Italia. By contrast,
the Government of Colombia is proceeding with a programme of FDI promotion and
downsizing of the public sector, including in the extractive industries.

FDI inflows into Latin America and the Caribbean, excluding the offshore
financial centres, are expected to rise moderately in 2007, increasingly driven by
greenfield investments rather than by cross-border M&As.

FDI flows to South-East Europe and the Commonwealth of
Independent States increased for the fifth consecutive year ...

FDI inflows into South-East Europe and the CIS grew by 68%, to $69 billion
— a significant leap from the inflows of the two previous years. The top five recipient
countries (the Russian Federation, Romania, Kazakhstan, Ukraine and Bulgaria in that
order) accounted for 82% of the total inflows. Those to the Russian Federation almost
doubled to $28.7 billion, while those to Romania and Bulgaria grew significantly,
in anticipation of their accession to the EU on 1 January 2007 and due to a series of
privatization deals. FDI outflows from the region increased for the fifth consecutive
year, to reach $18.7 billion. Virtually all of this outward FDI reflected the expansion
abroad of Russian TNCs, especially some large resource-based firms seeking to
become global players and some banks expanding into other CIS countries.
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While the services sector was particularly buoyant because of increased cross-
border M&As in the banking industry, the primary sector received higher inflows
as a result of soaring demand for natural resources. In some natural-resource-based
economies of the CIS, such as the Russian Federation, the State continued to increase
its control in strategic industries. In countries of South-East Europe, FDI-related
policies continue to be in line with their accession or aspirations to accede to the EU,
and with their aim to step up the privatization of State-owned enterprises.

FDI inflows in the region are expected to be particularly buoyant in large
economies such as the Russian Federation and Ukraine, as well as in the two new EU
members (Bulgaria and Romania).

... while the surge in FDI to developed countries was
widespread.

FDI inflows to developed countries surged to $857 billion — 45% higher than
in the previous year — reflecting another rise in cross-border M&As. In contrast to
the upward trend of the previous FDI cycle at the end of the past decade, the current
increase was widespread, across all the developed regions. FDI inflows to the United
States rebounded strongly to $175 billion in 2006, with record flows in the chemical
industry, while a wave of cross-border M&As in the mining sector caused Canadian
inflows to double, to a record of $69 billion. Inward FDI in the 25 EU countries
grew by 9%, to reach $531 billion. Declines in FDI flows to Ireland, Spain and the
United Kingdom were more than compensated for by increases in Belgium, Italy
and Luxembourg, while inflows in the 10 new EU members amounted to $39 billion
—their highest level so far. Due to some large sell-offs of foreign affiliates to Japanese
companies, FDI inflows to Japan turned negative for the first time since 1989 (-$6.5
billion). The share of foreign investment from developing countries in the total value
of cross-border M&A sales was 9% in 2006 compared to 7% 2005, largely as a result
of several mega deals.

FDI outflows from developed countries also grew by 45%, to $1 trillion. The
United States and five EU countries ranked among the 10 largest outward investor
economies in the world. France remained the second largest investor worldwide for
the second year in a row ($115 billion), while Spanish companies continued their
outward expansion at a rapid pace to reach $90 billion, the largest ever recorded for
Spain. FDI outflows from the Netherlands amounted to $23 billion, mainly due to
the acquisition of Arcelor (Luxembourg) by Mittal Steel (a company registered in the
Netherlands) — the largest deal of the year.

While continuous financial deregulation was the main reason for the
significant increase in cross-border M&As in financial services, high commodity
prices and consolidation efforts spurred such deals in the mining industry. Many
developed countries adopted policies that could, directly or indirectly, increase their
attractiveness for FDI, although some protectionist sentiment remains or is again on
the rise in certain developed countries.

The prospects for FDI in developed countries remain bright. Strong economic
growth, albeit at a more moderate pace than in 2006, high corporate profits and the
upward movement of equity prices are expected to further stimulate cross-border
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M&As; they had already increased by 66% during the first half of 2007 over the same
period in 2006.

Overall, prospects for global FDI flows remain positive.

The upward trend in FDI is expected to continue in 2007 and beyond — albeit
at a somewhat slower rate than in 2006. This would be in line with global economic
growth, which should remain above its longer term trend, although it might slow
down moderately. This forecast is confirmed by the rise in global cross-border M&As
to $581 billion in the first half of 2007 — a 54% increase over the corresponding
period of 2006 — and by the results of various surveys.

In UNCTAD’s World Investment Prospects Survey, more than 63% of the
responding TNCs expressed optimism that FDI flows would increase over the period
2007-2009 (figure 2). According to the survey, the most attractive FDI destination
countries are China and India, while East, South and South-East Asia is considered
the most attractive region. This is reinforced by several international organizations
and research institutes, as well as by another survey conducted by UNCTAD/
WAIPA, in which 76% of the responding CEOs of foreign affiliates expected to
continue to increase investments in
host economies over the next three Figure 2. Prospects for global FDI flows in
years. 2007-2009: UNCTAD survey responses
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TRANSNATIONAL CORPORATIONS,
EXTRACTIVE INDUSTRIES AND DEVELOPMENT

High prices of metals, oil and natural gas have led to
increased activity of TNCs in extractive industries.

The involvement of TNCs in extractive industries has had a chequered history.
In the early twentieth century, these industries accounted for the largest share of FDI,
reflecting the international expansion of firms from the colonial powers. With a
growing number of former colonies gaining independence after the Second World War,
and the creation of the Organization of the Petroleum Exporting Countries (OPEC),
the dominance of these TNCs declined, as did the share of extractive industries in
global FDI. From the mid-1970s, in particular, the share of oil, gas and metal mining
in world FDI fell steadily as other sectors grew much faster. However, as a result of
rising mineral prices, the share of extractive industries in global FDI has recently
increased, although it is still much lower than those of services and manufacturing. It
is therefore an opportune time for the WIR07 to revisit the role of TNCs in extractive
industries and their impact on development.

Global mineral markets are characterized by an uneven geographical
distribution of reserves, production and consumption. Some developing and transition
economies are among the main producers and net exporters of various minerals, while
developed countries and fast-growing emerging economies are the major consumers
and importers. These imbalances sometimes create concerns among importing
countries over the security of supply, and concerns among exporting countries over
market access. The supply of minerals is essential for economic development: no
modern economy can function without adequate, affordable and secure access to
these raw materials. TNCs can be important for both host and home countries in this
context. For countries that lack the necessary indigenous capabilities for transforming
their natural resources into commercial goods, TNCs can bring the needed capital,
knowledge and access to markets; for home countries, they can serve as vehicles for
securing access to foreign supplies. Indeed, some of the world’s largest TNCs are
active in extractive industries, and a number of new ones have emerged in resource
extraction in the past decade, not least from developing and transition economies.
The overseas expansion of TNCs from the South is reflected in FDI data. Between
2000 and 2005, the aggregate share of developed countries in global FDI in extractive
industries fell from 99% in 2000 to 95% in 2005.

Both government policies and TNCs’ investment decisions are influenced by
the volatility of mineral markets. The current price boom reflects in part a surge
in demand for oil, gas and various metallic minerals, especially from some rapidly
growing developing economies, notably China. Although by June 2007, prices of
commodities such as aluminium, copper, gold and oil remained close to their highest
levels in nominal terms, their future trends are difficult to forecast. However, experts
agree that the costs of exploiting new mineral deposits are likely to rise, which might
keep prices at relatively high levels in the coming years. The high prices have spurred
an investment boom in mineral exploration and extraction. For example, global
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private investment in non-ferrous metal exploration rose from $2 billion in 2002 to
an estimated $7 billion in 2006, and drilling for oil and gas doubled over the same
period, pushing the rig utilization rate up to about 92%.

The relative importance of foreign affiliates in mineral
production varies by economy and mineral...

Developed countries still attract the bulk of FDI in extractive industries, partly
explained by significant cross-border M&A activity. However, their share in global
inward FDI in these industries fell from about 90% in 1990 to 70% in 2005. The
share of developing and transition economies as destinations for TNC investments
in extractive industries has increased over the past two decades. Between 1990 and
2000, their estimated combined stock of inward FDI in those industries more than
doubled, and between 2000 and 2005, it increased again by half. Following new
mineral discoveries, a number of new FDI recipients have emerged, including LDCs
such as Chad, Equatorial Guinea and Mali. During this period, the Russian Federation
and other CIS members also became important destinations for FDI in extractive
industries.

The importance of extractive industries in inward FDI varies by host economy.
In all the major country groups, the extractive industries of some countries account
for a significant share of the total inward FDI stock: for example, Australia, Canada
and Norway among developed countries; Botswana, Nigeria and South Africa in
Africa; Bolivia, Chile, Ecuador and Venezuela in Latin America and the Caribbean;
and Kazakhstan in South-East Europe and the CIS (figure 3). In a number of low-
income, mineral-rich countries, extractive industries account for the bulk of inward
FDI; many have few other industries that can attract significant FDI, due to their
small domestic markets and weak production capabilities

The relative importance of foreign companies in the production of metallic
minerals and diamonds varies considerably by country. Foreign affiliates account
for virtually all of the (non-artisanal) production in LDCs such as Guinea, Mali, the
United Republic of Tanzania and Zambia, as well as in Argentina, Botswana, Gabon,
Ghana, Mongolia, Namibia and Papua New Guinea (figure 4). In these countries,
TNCs generally operate through concessions granted in the form of exploration and
mining licences. In another 10 major metal-producing countries, foreign affiliates
account for an estimated 50% to 86% of production. By contrast, in the Islamic
Republic of Iran, Poland and the Russian Federation their share is negligible.

Inoil andgas, foreign affiliates generally account foralower share of production
than in metal mining. In 2005, they were responsible for an estimated 22% of global
oil and gas production, with the average share being higher in developed countries
(36%) than in developing countries (19%) and transition economies (11%). However,
there was wide variation among developing countries. In West Asia, foreign aftiliates’
output amounted to an average of only 3% of production, whereas the corresponding
share in sub-Saharan Africa was 57% on average. Foreign companies accounted for
more than half of production in Angola, Argentina, Equatorial Guinea, Indonesia,
Sudan and the United Kingdom. On the other hand, no production was attributed to
foreign affiliates in, for instance, Kuwait, Mexico and Saudi Arabia (figure 5).
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Figure 3. Share of extractive industries in the inward FDI stock
of selected economies, 2005
(Per cent)
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... reflecting a diverse and changing universe of extractive-
industry TNCs, with the dominance of privately owned firms
in metal mining and of State-owned enterprises in oil and gas.

The relative importance of TNCs in the production of metallic minerals and
of oil and gas varies considerably. In metal/ mining, 15 of the 25 leading companies
in 2005, ranked by their share in the value of world production, were headquartered
in developed countries (see table 7, which lists the top 10 TNCs). Eight others were
from developing countries and the two remaining were from the Russian Federation.
The top three were BHP Billiton (Australia), Rio Tinto (United Kingdom) and CVRD
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Figure 4. Foreign affiliates’? share in metal mining production®
of selected host countries with notable deposits of minerals,® 2006
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(Brazil). Three State-owned companies also featured on the list: Codelco (Chile),
Alrosa (Russian Federation) and KGHM Polska Miedz (Poland). Following CVRD’s
acquisition of Inco (Canada), it was estimated to have become the largest metallic
mineral producer in the world in 2006 — the first time that a Latin America-based
company will have occupied that position. The level of internationalization of these
leading companies varies greatly. In 2005, Rio Tinto had mining operations in the
largest number (10) of host countries, followed by Anglo American, AngloGold
Ashanti and Glencore International. In contrast, large producers like Codelco, CVRD
and Debswana (Botswana) had no overseas mining production.

In oil and gas, private companies remain the largest corporations in terms of
foreign assets. For example, 10 of them were included among the firms on UNCTAD’s
list of the world’s top 100 TNCs (by foreign assets) in 2005. In terms of production,
however, TNCs from developed countries no longer rank among the largest companies
in the world. In 2005, the world’s three largest oil and gas producers were all State-
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Figure 5. Share of foreign companies in the oil and gas production® of
selected major oil- and gas-producing economies, 2005
(Per cent)
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production has been split between the firms involved according to their net percentage share of the output.

owned enterprises based in developing or transition economies: Saudi Aramco (Saudi
Arabia), Gazprom (Russian Federation) and the National Iranian Oil Company.
Saudi Aramco’s annual production in 2005 was more than double that of the largest
privately owned oil and gas producer, ExxonMobil (United States). More than half
of the top 50 producers were majority State-owned, 23 had their headquarters in
developing countries, 12 in South-East Europe and the CIS, and the remaining 15 in
developed countries.

Although State-owned companies based in developing and transition
economies control most of the global production of oil and gas, their degree of
internationalization is still modest compared with that of the top privately owned oil
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Table 7. The world’s 10 largest metal mining and oil and gas companies,
ranked by total production, 2005

State Share in world  Number of host
ownership production economies with
Rank Company name Home country (%) (%) production
Metal mining
1 BHP Billiton Australia - 4.8 7
3 Rio Tinto United Kingdom - 4.6 10
2 CVRD Brazil 12 4.4 -
4 Anglo American United Kingdom - 4.3 9
5 Codelco Chile 100 3.2 -
6  Norilsk Nickel Russian Federation - 2.2 1
7  Phelps Dodge United States - 2.0 2
8  Grupo México Mexico - 1.6 2
9  Newmont Mining United States - 1.3 7
10  Freeport McMoran United States - 1.3 1
Top 10 29.7
Oil and gas
1 Saudi Aramco Saudi Arabia 100 8.8 -
2  Gazprom Russian Federation 51 7.7 2
3 NIOC Iran, Islamic Rep. 100 3.9 -
4  ExxonMobil United States - 3.7 23
5 Pemex Mexico 100 3.5 -
6 BP Bniteg ﬁinggom/ - 3.3 19
nited Kingdom
7 Royal Dutch Shell o~ 7 dgs - 3.2 25
8 CNPC China 100 2.4 14
9 Total France - 2.1 27
10  Sonatrach Algeria 100 1.9 1
Top 10 40.5

Source: UNCTAD, based on data from the Raw Materials Group and IHS.

TNCs. Indeed, none of the top three State-owned producers had significant foreign
production in 2005, whereas foreign locations accounted for 70% of the production
of the top three privately owned oil majors. However, some companies from
developing and transition economies are expanding their overseas interests, and are
fast becoming global players. The combined overseas production of CNOOC, CNPC,
Sinopec (all China), Lukoil (Russian Federation), ONGC (India), Petrobras (Brazil)
and Petronas (Malaysia) exceeded 528 million barrels of oil equivalent in 2005, up
from only 22 million barrels 10 years earlier. China’s CNPC, Sinopec and CNOOC,
and India’s Indian Oil Corporation and ONGC Videsh have invested large sums in oil
and gas production deals around the world during the past two years. Both CNPC and
Petronas are involved in oil and gas production in more than 10 foreign countries. A
few State-owned oil TNCs from emerging economies have invested in host countries
that developed-country TNCs are less likely to operate in, for a variety of reasons,
including sanctions.

In metal mining, the top 10 companies account for a growing share of global
production. Following a series of cross-border M&As, the 10 largest metal mining
companies in 2006 controlled an estimated 33% of the total value of all non-energy
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minerals produced globally, compared with 26% in 1995. Concentration levels are
even higher for individual metals. In the case of copper, for example, the top 10
companies accounted for 58% of world production in 2005. Conversely, in the oil
and gas industry, the level of concentration has remained fairly stable over the past
decade, with the top 10 producers accounting for about 41% of world production.

Varying motives drive the overseas expansion of different
TNCs.

The drivers and determinants of investments by extractive-industry TNCs
differ between activities, industries and companies. Natural-resource-seeking
motives dominate FDI and other forms of TNC involvement in upstream (exploration
and extraction) activities. A TNC might seek resources to meet its own needs for its
downstream refining or manufacturing activities, to sell the minerals directly in host,
home or international markets, or to secure the strategic requirements of its home
country (as formulated by the country’s government) for energy or other minerals.
The latter has been a major driver of the recent overseas expansion of State-owned
TNCs from Asia, for instance.

Market-seeking motives figure mainly among the drivers of overseas
downstream activities. For example, Russian TNCs in extractive industries have
invested abroad to enhance control over distribution channels linked to those
activities, and Saudi and Kuwaiti State-owned oil companies have partnered with
the Chinese firm Sinopec in two separate refining and petrochemical ventures in
China. Efficiency-seeking motives apply mainly to investments in the processing or
early metal manufacturing stage, where TNCs seek to exploit differences in costs
of production between countries. Strategic asset-seeking motives can be linked
especially to the rise of cross-border M&As in various extractive industries and
activities: companies may invest to acquire strategic assets in the form of know-how
and technology from other companies or from specialized technology providers, or
to speed up their rise to global status by accessing the resources, capabilities and
markets of the acquired firms.

Access to financial resources is an advantage over domestic firms in host
countries, enjoyed by both traditional and new TNCs. International experience with
extractive projects may increase the ability of TNCs to borrow or raise funds through
stock markets. Financial strength can also be linked to home-country institutional
arrangements. State-owned TNCs from some emerging economies benefit from
financial backing by their governments, which may enable them to assume greater
risks when investing abroad and to pay more for access to mineral resources.

With some important exceptions, proprietary technology is of relatively
limited importance as an ownership-specific advantage for the internationalization of
most extractive-industry firms. Technologies used in most metal mining operations
and oil and gas extraction are well known today, and can be obtained in the open
market. Important exceptions include technologically challenging projects, such as
those related to deep offshore drilling, and production of liquefied natural gas and
development of unconventional energy sources. However, expertise in managing
long-term projects and the associated risks remains critical for successful overseas
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expansion. Access to markets and to transportation and distribution channels are other
potentially important firm-specific advantages, at least in the case of oil and gas.

TNC participation in extractive industries can have significant
impacts on host economies ...

Mineral endowments provide opportunities for economic development and
poverty alleviation in the countries where they are located. Indeed, some of today’s
developed countries as well as a number of developing countries have successfully
leveraged their mineral resources for accelerating their development process.
In other cases, however, the impact of extractive activities has been and remains
disappointing.

For many mineral-exporting countries, the current commodity price boom has
led to improved terms of trade. This applies in particular to many low-income countries,
where revenues from mineral exploitation and exports represent a large share of their
national income. But natural resource endowments do not translate automatically into
development gains for a country, with or without TNC involvement in the extraction
process. There are many underlying determinants of the performance of resource-rich
countries that are related to the global forces of demand and supply and to policy
failures rather than to TNC participation per se. Nevertheless, TNCs can influence
the outcome. They may complement domestic investment and boost production by
contributing capital, technology and management skills. Such a package of assets is
generally needed the most in low-income countries that lack domestic capabilities.
On the other hand, reliance on TNCs may also raise concerns associated with unequal
bargaining strengths, ownership and control over non-renewable resources, rent-
sharing, transfer pricing practices and various environmental and social costs.

Thus TNC involvement in extractive industries may have both positive and
negative economic, environmental, social and political impacts on a host country.
Considerable efforts to address these issues are necessary for harnessing the earnings
from extractive industries to boost development.

... including various economic impacts ...

The economic challenge for a host country is threefold: how to add value
through extractive activities, how to capture that value locally, and how to make the
best use of the revenues generated.

In terms of adding value, the benefits of TNC involvement vary by country.
Developing countries that possess sufficient financial resources, engineering
expertise and technically competent State-owned oil companies have successfully
developed their own capabilities to exploit their natural resources. West Asia is a
typical example, where much of the oil and gas extraction is undertaken with known
technology and little participation by foreign companies. In many other countries
that lack the finance and ability to manage capital-intensive, high-risk and sometimes
technologically challenging projects, TNC participation has helped boost their output
and exports of minerals.
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While there are alternatives to TNCs for accessing funds, such sources may
not be available to domestic enterprises in all countries. An advantage of involving
TNC:s in the financing of a mining project is that it does not generate foreign debt for
host-country governments, and such financing comes with a bundle of other assets,
such as technology and managerial expertise. For some extraction projects, access
to technology and management know-how can indeed be a reason for countries to
rely on TNCs. But TNC involvement comes at a price. TNCs may claim a significant
share of the revenue generated and repatriate a certain proportion of their profits,
thereby affecting the sharing of the value created.

TNC involvement also affects the second part of the economic challenge:
capturing the value locally in the form of employment and wages, local procurement,
and government revenue in the form of taxes, royalties or dividends. Large-scale
mineral extraction generally offers limited employment opportunities, and hence
has little impact on employment, at least at the macro level. This applies especially
to projects involving TNCs, as these companies tend to use more capital-intensive
technologies and processes than domestic enterprises. The scope for backward
linkages 1s generally relatively small in extractive industries. In addition, foreign
affiliates are more likely to use foreign suppliers of various inputs. In low-income
countries, a lack of qualified suppliers and skills shortages can also reduce the scope
for local sourcing as well as downstream processing. Thus the potentially most
important direct contribution from mineral extraction is the rise in host-country
income, much of which takes the form of government revenue.

The amount of net revenue and income generated for the host country from
TNC operations in extractive industries depends both on the extent of the overall
value created by their participation, and how that value is shared between the TNC
on the one hand, and host-country factors of production and the government on the
other. In general, the better the capabilities and competitive strengths of a country’s
domestic enterprises, the more choice that country has for project financing and
implementation. In countries with limited domestic capabilities, relying on TNCs
may well be the only viable option to transform dormant resources into commercial
products.

The sharing of revenue from a project partly reflects the relative bargaining
power of host governments vis-a-vis transnational firms, which influences the terms
and conditions they can impose for the participation of the latter. The sharing of
revenue 1s also influenced by TNC conduct, including their accounting practices,
financial behaviour, the possible use of transfer pricing and the repatriation of a
certain proportion of their profits. Various studies of fiscal regimes suggest that the
government’s take in revenues generated from oil and gas activities over the lifetime
of a project vary between 25% and 90%, and in metal mining between 25% and 60%.
However, empirical information on TNCs’ tax payments on a country-specific basis
is scarce, making enhanced transparency important.

There can also be various potential indirect economic impacts from TNC
involvement. First, the entry of TNCs can constitute an important channel for
knowledge and technology transfer to developing countries. However, the lack of
educated and skilled human resources and of absorptive capacity in general can
limit the positive effects on low-income countries of such knowledge transfers.
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Another potential indirect economic effect is linked to investments in infrastructure.
TNC activities in extractive industries are often associated with the development
of public utilities (such as electricity and water supplies) and with the building of
the transportation infrastructure (roads, railways and ports) needed for extracting,
transporting and exporting the minerals and fuels. If the new infrastructure is
developed in populated areas, it is likely to provide greater benefits than if developed
in more remote areas of a country.

The third part of the economic challenge is not directly linked to TNCs.
Ultimately, the overall development impact of the revenue generated is determined by
the way in which the revenues generated for the host country are managed, distributed
and used by the government, and to what extent they support the development
objectives and needs of both current and future generations. By enabling or boosting
production, TNCs may influence the overall economic performance of a host country
in terms of its macroeconomic stability, growth and income distribution. Whereas
most of these impacts relate to extractive activities in general, the income generated
through TNC involvement can help overcome initial hindrances to economic growth
(such as low levels of savings and investment) and give it a big push. At the same
time, a booming extractive industry, with or without TNC participation, can also have
distorting effects, commonly referred to as the “Dutch disease”, especially if windfall
gains are not managed carefully and in accordance with long-term development
strategies. Thus, even if TNC participation contributes to economic growth, for it to
generate substantial development gains the benefits obtained need to be wisely used
and equitably distributed.

... as well as considerable environmental, social and political
impacts.

Extractive activities, regardless of who undertakes them, involve environmental
costs. TNCs can play both a negative and a positive role in this context. On the
one hand, they may add to environmental degradation in a host country simply by
participating in resource extraction where there would otherwise be none. On the
other hand, they may reduce adverse environmental consequences by using more
advanced technologies in production, and by applying and diffusing higher standards
of environmental management than domestic companies, where the latter — including
artisanal and small-scale mining — exist. However, the net environmental impact of
TNC activities 1s determined to a significant extent by a host-country’s environmental
regulations and its institutional capacity to implement them. In recent years, there has
been growing environmental awareness among large, established TNCs in both metal
mining and oil and gas extraction. While accidents and bad practices undoubtedly still
occur, their environmental practices have generally improved over the past decade
or so, although these vary by company. For example, TNCs originating from home
countries where environmental legislation is at a nascent stage may be relatively
less well equipped to manage the environmental consequences of their overseas
projects than those from countries with more advanced environmental legislation and
standards.
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More than in other industries, investment in extractive activities can also
have far-reaching social and political consequences; the outcome depends largely on
the specific host-country situation. Negative social and political impacts have been
observed mainly in mineral-rich poor countries with weak institutions. Problems are
often associated with particular minerals, poor governance frameworks, and weak
institutional capacities of host governments to formulate and implement laws and
regulations.

Among various social concerns, health and safety in the extractive industries
have consistently posed a challenge, particularly in artisanal mining in developing
countries. However, problems also exist in some projects operated by major TNCs.
Other concerns may arise from the relationship between TNCs and local communities,
the influx of migrants to work in TNC-operated projects and related issues. Political
problems may stem from disputes over the distribution of the resource revenues,
corruption, and even armed conflict or war among different groups seeking to benefit
from the revenues generated. TNC participation can introduce higher standards in
dealing with various social issues, but it can also add to problems. By their mere
presence, they may — directly, indirectly, or unwittingly — support or strengthen the
existing order. When mineral deposits are known to exist in weakly governed or
authoritarian States, companies need to consider carefully whether or not to operate
in those locations.

Governance systems are important for maximizing
development gains from resource extraction ...

The quality of government policies and institutions is a determining factor for
ensuring sustainable development gains from resource extraction, with or without TNC
involvement. The management of a mineral-based economy is complex, and requires
a well-developed governance system and well-considered national development
objectives. In some mineral-rich developing countries, however, government
policy-making may be aimed at short-term gains rather than long-term development
objectives. Furthermore, the distribution and use of a host country’s share of mineral
revenues may be determined with little attention to development considerations. In
some cases, easy access to revenues from mineral resources can make governments
less accountable to their populations, and more inclined to preserve and extend the
interests of a small governing elite.

These factors underline the importance of developing a legal system based
on the rule of law, as well as an institutional environment in which companies have
incentives to invest in productive activities. The quality of the physical infrastructure,
education and health care also influences investment decisions. Moreover, proactive
policies aimed at using government revenues from extractive industries to achieve
development goals are essential for ensuring social cohesion; indeed, large increases
in revenues can cause social disruptions and political instability if they are not
channelled and managed carefully. Beyond the overall framework, appropriate
sectoral institutions and policies are needed, including a legal and administrative
framework for the exploration and exploitation of minerals, for health and safety, and
for the protection of the environment and the rights of local communities.
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In this policy-making process, all relevant stakeholders — governments, civil
society, affected communities, indigenous peoples’ organizations, labour unions,
industry and international organizations — must be given a chance to participate in
order to avoid inequitable outcomes. Allocating an acceptable share of the revenues
to provincial and other lower levels of government can be a way to mitigate social
conflicts in the local areas most directly affected by extractive activities. However, this
also requires adequate governance systems and capabilities at the local-government
level.

... as are the regulations and contractual forms relating to
TNC entry and operations.

The way foreign involvement in extractive industries is governed has changed
over time and still varies considerably by country. Approaches range from total
prohibition of foreign investment in resource extraction (as in the case of oil in Mexico
and Saudi Arabia) to almost complete reliance on TNCs (as in the case of metal
mining in Ghana and Mali, or oil and gas extraction in Argentina and Peru). Various
national laws, regulations and contracts govern TNC involvement. In addition, many
countries have entered into international investment agreements (I[As) of relevance
to the operations and impacts of extractive-industry TNCs.

In the oil and gas industry, TNCs operate under contractual arrangements of
various kinds, such as concessions, joint ventures, production-sharing agreements
(PSAs) and service contracts (table 8). Overall, as of June 2007, PSAs were the most
commonly used form, accounting for more than 50% of all contracts with foreign TNC
participation in the main oil- and gas-producing developing economies. They were
the main contractual form in countries such as China, Equatorial Guinea, Indonesia,
Iraq, the Libyan Arab Jamahiriya, Qatar, Sudan and Viet Nam. Concessions and
joint ventures are the next most commonly used contractual forms, and the dominant
ones in Algeria, Angola, Brazil, Kazakhstan, the Russian Federation and Venezuela.
Service contracts are less common but are important, for example, in the Islamic
Republic of Iran and Kuwait.

The effect of a given contract depends on how its contents have been
negotiated between the host State and the investor. Royalty and taxation rates are
often contractually determined, as are issues related to local content, training, host-
government control over key decisions and the extent of participation of a State-
owned corporation, where applicable. More recently, contracts have also started to
include provisions relating to human rights and environmental issues.

In metal mining, companies obtain concessions in the form of licences,
which give them the right to explore for and produce minerals. The conditions for
investment are typically set out in a mining code or a mining agreement. Such codes
have evolved over time, reflecting changing market conditions and political priorities.
Common features of current mining laws include increased security of tenure, open
access to historical exploration reports, more streamlined and transparent exploration
application procedures, geographically defined exploration areas, provision for
dispute resolution and methods for resolving conflict over land use. A number of
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Table 8. United States outward FDI stock in extractive industries,
1985, 1990, 1995, 2000 and 2005
(Millions of dollars)

Host region/economy 1985 1990 1995 2000 2005

Total world 58 724 52 826 68 632 72 111 114 386
Developed countries 33 360 34 261 41 865 33 398 55 802
Netherlands 1928 1429 1449 2218 4018

United Kingdom 9231 10 347 12 061 8 135 5995
Norway 2 695 3537 3257 2 463 5331
Canada 10 443 10 494 9875 13 629 33718
Australia 1681 2 801 2628 6 222 5059
Developing economies 17 997 12 627 21 839 37 045 49 835
Africa 4072 2 054 2167 7 204 15 305
Egypt 1640 1073 899 1424 4 085

Nigeria " . 578 452 278

Latin America and the Caribbean 5042 4196 6 056 16 533 17 225
Argentina 466 471 707 580 508

Bolivia . 168 102 . .

Brazil 381 507 1092 680 2 040

Chile 60 . . 3248 1040
Colombia 1 053 461 1255 695 630
Ecuador . 102 657 464 557

Mexico 53 . 61 327 2082

Peru 579 . 81 1544 2082
Venezuela 66 113 398 3379 1378

Asia and Oceania 8 883 6 377 13616 13 308 17 305
West Asia 2 208 1317 2 667 2179 5665
Saudi Arabia 852 . 176 107 .

United Arab Emirates 664 299 230 . 1064

South, East and South-East Asia 6 675 5071 10 949 11 129 9602
China 211 114 951 1404 1717
Indonesia 3895 2751 4 449 7212 6 003
South-East Europe and CIS . 1 692 1670 3148
Russian Federation . 1 392 79 3148
Unspecified 7 367 5937 4 236 -2 5601

Source: UNCTAD, World Investment Report 2007: Transnational Corporations, Extractive Industries and
Development, table 1V.1.

countries also stipulate conditions related to the employment of domestic and foreign
employees in the metal mining industry.

In both the oil and gas and the metal mining industries, the evolving
arrangements reflect an ongoing process through which governments seek to find
an appropriate balance between the respective rights and obligations of States and
firms. As government revenue is among the most important benefits from mineral
extraction, it is not surprising that policymakers devote much attention to finding
a mechanism that assures the government an appropriate share in the profits from
mineral extraction. As the result of higher mineral prices in the past few years, a
number of governments have taken steps to increase their share of the profits generated
by amending their fiscal regimes or their contractual relations. Recent regulatory
changes in developed, developing as well as transition economies suggest that many
governments believed their previous regulations may have been overly generous vis-
a-vis foreign investors.

Compared with earlier waves of government policy changes and
nationalizations, an added dimension this time is the wider use of IIAs among
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countries. While such treaties subject these governmental actions to certain
international law principles, they cannot ultimately prevent a state from putting an
end to a contractual relationship under existing terms. However, IIAs may grant
foreign investors the right to claim compensation through international arbitration
in case of a dispute. Protection under I1As therefore mainly becomes relevant in the
context of an exit strategy of a foreign investor. The scope of protection granted by
such an agreement depends on how the treaty is formulated and its interpretations
by arbitration tribunals. Moreover, the outcome of the government policy changes
depends partly on the bargaining power of the parties. For those host countries that
posses proven and high-value mineral and petroleum deposits, unilateral actions may
be a viable approach to capturing a larger share of the benefits from an extractive
industry. However, other countries may be in a weaker position to take such actions.

Ensuring greater and more equitable development gains
requires shared responsibility among stakeholders, including
host and home governments ...

In order to derive maximum economic gains from TNC involvement while
keeping potential environmental and social costs to a minimum, concerted action
by all relevant stakeholders is required, based on a consensus around coherent
policies. A number of recommendations to host-country governments, home-country
governments, the international community, civil society and TNCs emerge from the
analysis in WIRO0?7.

Host-country governments bear the main responsibility for ensuring that the
exploitation of their extractive industries yields benefits that support development
objectives. Each government should formulate a clear vision as to how the country’s
oil and mineral resources can contribute to sustainable development. In that respect,
an overall development strategy, developed within a governance framework based
on the rule of law, is essential for coherent policy formulation and implementation.
It should consider all relevant stakeholders — both current and future generations.
Governments also need to strengthen their ability and capacity to design and implement
appropriate policies. Well-informed governments are in a better position not only to
design an appropriate regulatory framework, but also to enter into negotiations with
TNCs, where necessary. A clear strategy at both central and subnational levels of
government indicating how to manage and use the revenue generated from mineral
extraction is essential.

Policymakers need to consider from the outset how to derive long-term and
sustainable development gains from the extractive activities of TNCs. It is crucial that
the revenue generated from mineral extraction be invested in activities to enhance
productive capacities, including human-resource and technology development, with a
view to strengthening domestic private sector capabilities. They should also promote
backward and forward linkages within the extractive industries and with related
industries.

In designing and implementing policies, governments need to bear in mind the
cost-benefit relationship, and the fact that mineral markets are volatile. If a country
seeks TNC participation in its extractive industries, its business environment should
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be competitive to attract the desired investments and skills. To reduce the need for
unilateral actions by governments, countries may need to develop frameworks that
are robust over the different phases of the business cycle, for example by introducing
progressive taxation systems for the fiscal treatment of revenues from extractive
industries.

Host-country governments should also consider the environmental and
social consequences of extraction activities. There have been some encouraging
developments in this area in recent years. An increasing number of countries are
introducing environmental legislation, often with specific regulations for extractive
industries. However, many countries still need to develop the capabilities to implement
and enforce their environmental laws. The protection of the interests and rights of the
people that might be affected by resource extraction is first and foremost a government
obligation. Nonetheless, it is important for the various relevant stakeholders in a host
country to be given the opportunity to influence the decision-making process so
as to ensure equitable outcomes. An important factor in this context is the need to
enhance transparency. In several countries, information about revenue is still treated
as confidential, and foreign investors may be required to sign confidentiality or non-
disclosure agreements.

Home-country governments can influence the potential impact of their TNCs’
investments on host countries. A number of developed and now also developing
countries actively support their firms’ overseas expansion, sometimes with a view
to securing access to strategically important resources. They should promote
responsible behaviour on the part of these TNCs. This is equally important if the
home State is also the owner of the company. More home countries can become
involved in existing international initiatives related to the extractive industries, such
as the Extractive Industry Transparency Initiative, the World Mines Ministers Forum
and the Intergovernmental Forum on Mining, Minerals, Metals and Sustainable
Development. They may also provide the recipient economies with financial and
technical assistance for effective policy formulation and for building efficient
governance systems.

... the international community, civil society and the TNCs.

The international community can also help promote greater development
gains from resource extraction. International organizations can facilitate learning
opportunities from studying and comparing the positive and negative experiences
of different mineral-rich countries. Initiatives at the regional level might be useful.
For example, it is worth exploring the scope for regional geological surveys and for
establishing regional mining schools in Africa. In addition, the international community
can be instrumental in the development of standards and guidelines and in promoting
the use and adoption of existing tools to help ensure a more development-friendly
outcome of TNC activities in mineral-rich countries, notably in weakly governed or
authoritarian States. In very serious instances, the international community may have
to explore sanctions as a tool for protecting human rights.

Voluntary initiatives can also be a useful supplement in countries where
appropriate legislation or its enforcement is absent. A number of multi-stakeholder
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initiatives have been established with the aim of reducing the risk of conflict-related
resource extraction and setting standards for corporate behaviour in conflict situations.
The most notable ones include the Extractive Industries Transparency Initiative,
the Kimberley Process Certification Scheme, the Voluntary Principles on Security
and Human Rights and the Global Reporting Initiative. Civil society has played an
active role in promoting these initiatives. International as well as local NGOs can
contribute expertise on economic and environmental as well as human rights issues;
and they can play an important role in monitoring the actions both of governments
and companies, drawing attention to any abuse or inappropriate actions. However, it
is important for more countries and TNCs in extractive industries to become involved
in these initiatives.

When engaging in resource extraction, the role of 7NCs should be, first and
foremost, to contribute to efficient production while, as a minimum, respecting the
laws of the host country. When mineral deposits are located in weakly governed or
authoritarian States, foreign companies need to consider the implications of investing
there or not. While there are no easy choices in this respect, a number of new tools —
such as those for compliance assessment developed by the Danish Institute for Human
Rights and for risk and impact assessments and screening produced by International
Alert — can provide guidance. However, even among the largest enterprises, the
number of extractive TNCs that have signed up to relevant international initiatives
is still small. A review of the top mining and oil and gas TNCs shows that very few
of them are explicitly committed to these initiatives, particularly companies from
developing and transition economies. Until more companies participate in them and
abide by their commitments, their impact will be limited.

A concerted effort by all stakeholders is necessary to ensure that the vast
mineral resources located in some of the world’s poorest countries become a force for
development. In low-income, mineral-rich countries, TNCs are likely to play an active
role in the mineral extraction. The challenge is therefore to develop frameworks that
create the proper incentives for local and foreign firms to produce efficiently while
at the same time respecting environmental and social requirements that reflect the
interests of local communities and society at large. A win-win situation can result if
various minerals are produced efficiently and if host countries, with the support of
various other stakeholders, can make the revenues generated work more effectively
for sustainable development and poverty alleviation.
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