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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
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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
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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.

Economic Commission for Latin America and the Caribbean (ECLAC)

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)

100%
90%
80%
70%
60%
50%
40%
30%
20%
10%

” 1990 1995 2000 2005

ETNCs W State-owned Local private firms

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).



38

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).
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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



50

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.



56

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).
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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
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- Specific advantages

Y

Country attractiveness

Foreign
investor’s
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Competitor-country attractiveness

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.
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* 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
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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 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
IPA-INVESTOR RELATIONS
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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.
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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
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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.
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Chapter llI

Republic of Korea: investment and
corporate strategies in Latin America
and the Caribbean

A. Introduction

The development experience of the Republic of Korea is impressive and provides important
lessons for developing countries. The country was brought to a rude awakening during the
twentieth century, first, by Japanese col onization (1910-1945), second, by asevere dependence
on direct aid from the United States that conditioned its devel opment options after the Second
World War and, third, by the global clash between capitalism and communism that, as a
result of the Korean War (1950-1953), left the country divided into a communist north and a
capitalist south. The Republic of Korea, then apoor country with an economy based mainly on
agriculture and mining —the two sectors accounted for about 50% of GDP— and a per capita
GDP similar to that of some African countries such as Mozambique and Senegal, began in
the early 1960s to take drastic measures aimed at becoming an independent economy (“Jarip
Gyongj€") through guided capitalism (“ Gyodo Jabon-Jui”). As a consequence, public policies
were deliberately aimed at building up national industrial and technological capabilitiestogain

international competitiveness.
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The Republic of Korea sprolific GDP growth thereafter
was based on an outward-oriented industrialization process
that endowed the Korean economy with theworld’ stenth
largest GDP, madeit thetwelfth largest trader (Invest Korea,
2005a) and raised its per capita GDPto the equivalent of two
thirds of the average for the countries of the Organisation
for Economic Co-operation and Development (OECD,
2003).! The Republic of Korea thus became one of the
principal showcases of therapid industrialization process
known asthe “East Asian Miracle”.

In spite of thisstellar growth, adebilitating financial
crisistowards the end of the twentieth century obliged
the country to rethink its existing devel opment strategy.
At the sametime, it found itself in an Asian “ nutcracker”
between atechnology |eader (Japan) and several Asian
fast followers (especially China), which challenged its
international competitiveness. In short, the Republic
of Korea was losing wage competitiveness without
gaining advanced technology. Hence, the government
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opted to promote a knowledge economy in order to
make the transition from “technology follower” to
“innovator”. The Republic of Korea thus opted to
concentrate on continually restructuring its economy
through technological upgrading and innovation in
higher value, knowledge-based activities in order to
advance towards a knowledge economy that would
better sustain GDP growth. The Korean economy has
made a very significant R&D effort, expending the
equivalent of over half of the developing world’s total
private-sector R& D spending.2 From this stronger base,
the country has embraced globalization and become
a world leader in information and communications
technologies (ICTs), among other knowledge-based
activities. The Korean experience is thus particularly
relevant for Latin Americaand the Caribbean, since the
country has been able to face up to severe challenges
by taking tough decisions to reorient its devel opment
strategy under trying conditions.

1. The initial burst of growth, 1962-1997

The principal drivers of the first rapid growth phase
were, initially, labour-intensive industries, such as
apparel, footwear and domestic appliances and, later,
capital-intensive activities such as textiles, automobiles,
shipbuilding and semiconductors. In only three or four
decades, the Republic of Korea made its presence felt
in several global manufacturing industries by way of
a focused investment programme that resulted in brisk
growth. By the turn of the century, the Korean textile
industry ranked seventh in the world by production
capacity and fifth by exports and, measured by global
market shares or production, the Republic of Korearanked
first in shipbuilding, third in petrochemicals and fifth in
both the automotive and steel industries (Invest Korea,
20054). FigureI11.1 suggeststhat dynamic manufactures
evolved mainly in asmall number of industries that for
the most part came on stream between 1970 and 2000. In
general, manufacturing evolved from simple to complex
activities and from lower to higher technology.

Figure 1.1
REPUBLIC OF KOREA: DYNAMIC MANUFACTURES, 1970-2000
(Percentages of GDP)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the
basis of M-K. Pai, “How are Korea’s core industries faring?”, KIET Industrial
Economic Review, vol. 8, No. 6, Seoul, November-December 2003.

1 By way of comparison: Korea's real per capita GDP grew from US$ 1,110 to US$ 12,230 between 1960 and 2003, while Mexico's increased

from US$ 2,560 to US$ 5,790 over the same period (Chen, 2006).
To give another example: the Republic of Koreaundertook 35 times more R& D by industry asaproportion of GDP than did Mexico with roughly

the same manufacturing value-added (UNCTAD, 2003).
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The conventional interpretation of the Republic
of Korea's success tends to focus on market reforms
and export performance (World Bank, 1993), but this
largely misses the central point.2 The country achieved
phenomenal success based on strategic industrial and
technological policies designed and implemented by a
developmental State? for the purpose of strengthening
national private conglomerates or chaebol > That strategy
combined selective import-substitution with forceful
export promotion, protecting and subsidizing targeted
industries that were chosen to provide the main exports.
The government sought to keep control firmly in local
hands and foreign direct investment (FDI) was allowed
only where considered necessary (UNCTAD, 2003). The
most significant aspect of thisformative stage of the Korean
experience —until the financial crisis of 1997— was
the unorthodox development strategy employed by the
Government of Koreato coordinate investment decisions
during the first rapid growth phase.

Themost unique aspect of the devel opment strategy
was the “government-business risk partnership” 6 under
which domestic private firms engaged in government-
monitored export bidding processes in order to secure
government-guaranteed |oans, thereby becoming agents of
the State in carrying out its economic devel opment plans
(Lim, 2000). Or, viewed from another perspective (Rodrik,
2001, 1994), the country’s coherent national strategy
sought to raise the return on national private investment
by awarding subsidies (loans at negative interest rates,
government guarantees, export benefits), providing protective
import tariffs, nationalizing the domestic banking sector,
condoning the reverse engineering of foreign patented
products and imposing performance requirements (trade
bal ancing and domestic content requirements) on foreign
companies operating in the economy.” While the initial
vision of development did not formally exclude FDI,
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the government was unwilling to depend on it, clearly
preferring foreign loans as the main form of external
financing in order to build up national companies as the
principal economic agents.

Another unique aspect of the Republic of Korea's
devel opment strategy wasthe way it went about promoting
inward technology transfer and developing domestic
absorptive capacity to digest, assimilate and improve
upon transferred technologies. According to Chung, S.
(2006), the government contracted foreign loanson alarge
scale and allocated them to major investmentsin selected
industries, which led to massive importation of foreign
capital goods and turn-key plants. This, in turn, helped
Korean companies to reverse engineer imported capital
goodsin order to acquire the technologies necessary for
the development strategy.

The business-government risk partnership and
the technology transfer policies were consolidated by
the emblematic Heavy and Chemical Industries (HCI)
policy of the 1970s, since the intermediate products
—petrochemicals and steel— manufactured by State
enterprisesformed the principal inputsfor thetextile and
apparel, automotive and shipbuilding industrieswhich led
the export boom. In the late 1970s, investment in these
industries accounted for amost 80% of al fixed investment
in the manufacturing sector, even though they accounted
for only half that percentage of manufacturing output (Lim,
2000). And, indeed, the State picked winners. During the
first threefive-year economic development plans (1962-
1976), the government focused on State-led planning by
designing sectoral investment plans and mobilizing and
allocating domestic and external resourcesto support their
implementation. Thereafter, during the next threefive-year
economic development plans (1977-1991), the government
shifted to more indicative planning by affording alarger
role to private initiative (Woo, 2006).

This orthodox view has been strongly criticized for its neoliberal bias and for failing to recognize the developmental role of the State in East
Asia's successes (Amsden, 1994; Kwon, 1994; Lall, 1994; Chang, 1993 and Stiglitz, 1996).

Doner, Ritchie and Slater (2005) define adevelopmental State as an organizational complex in which expert and coherent bureaucratic agencies
collaborate with an organized private sector to spur national economic transformation. They apply the term to the experiences of the Republic
of Korea, Taiwan Province of China and Singapore.

Chaebol refersto the original core of Korean “big business’, consisting of several dozen large, family-controlled corporate groups that became
the privileged agents of government industrialization and export policy. This process began with the Park Chung Hee military government in
1961 and was deepened by the Heavy and Chemical Industries (HCI) policy in the 1970s. The chaebol werein many ways similar to the Japanese
keiretsu, but there are important differences. For instance, the former are till largely controlled by the founding families while the latter tend
to be controlled by professional managers. The former are more centralized in ownership, while the latter are more decentralized and, until
recently, connected by cross-shareholdings. The former were prohibited from owning private banks (to facilitate government leverage via credit
allocation), while the latter historically relied on an affiliated bank.

According to Lim (2003), the government-business risk partnership was the core of the Korean model and consisted initialy of the public
management of private risk. Investment risk was shared through government loan guaranteesfor international lenders providing credit for private
Korean companies and by way of direct government credits and incentives for dynamic exporters based on export market performance.

Many of these policy instruments are no longer available to developing countries because they are either prohibited under multilateral and
bilateral agreements or disapproved of by international financial institutions, or both (Chang, 2002).
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Many of the dynamic manufacturing industries
peaked as a percentage of manufacturing GDP during
this period. Figure 111.1 shows that textiles and wearing
apparel peaked at 21.3%in 1975 and domestic appliances
reached ahigh point of 4.1% in 1990. General machinery
and automobiles reached their highest level, at 3.1% and
9.0%, respectively, in 1995 and industrial chemicals, iron
and steel, and shipbuilding did soin 1998, at 7.0%, 8.2%
and 5.8%, respectively. Only the more modern elements of
the electronicsindustry (semiconductors and computers)
continued to expand as a percentage of manufacturing
GDP after that time. Thus, while the Republic of Korea's
success was built on cumulative bursts of growth by a
handful of dynamicindustries, therate of expansion beganto
decline, and these sectors’ evident efficiency did not spread
throughout the overall economy to the extent required, and
especially not to services. Moreover, eveninindustriesin
which the country was among the global leaders, itslabour
productivity often fell significantly behind that of market
|eaders such as Japan and the United States (1-J. Lee, 2005)
and domestic wage rises began to outpace productivity
gains (Hussain, 2006), thus weakening the international
competitiveness of many of the smpler exports.

The Korean economy was in need of afresh set of
dynamics. For Korean firms, thisimplied seeking out new
growth opportunities—beyond exports— by establishing
global production networks (Park, 2005). For the economy
asawhole, it required the development of an effective
globalization strategy to improve the competitiveness of
non-export sectors (Cho and Kim, 2005; Kim and Choo
2002) and to deepen the incipient knowledge-intensive
phase of development (Lee, 2000).

2. The 1997 financial crisis

Eventually, a series of bankruptcies among prominent
chaebol drained the confidence of international lenders,
who calledintheir short-termloans. In effect, although the
Korean development strategy based on the government-
business risk partnership proved an efficient choice
during the 1960s, given the country’s political economy
and resource endowment at the time (Lim, 2001), the
1997 financial crisis revealed that model’s limitations
as regards corporate governance, especialy in terms of
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Inthiscontext, the Korean devel opment strategy faced
a very significant dilemma with regard to the principal
economic agents driving the capital-intensive phase of
accelerated growth. The huge scale of the investment
effort absorbed by the outward-oriented industrialization
processobliged the Stateto prefer the chaebol asits primary
economic agents. For that reason, the government felt the
need to guarantee the stability of the chaebol-based system,
since the bankruptcy of any large national conglomerate
would destabilizethe entire national financia system. This
implicit guarantee al so encouraged competing chaebol to
undertake excessive investments, however (Lim, 2001),
which undermined the efficiency of the Korean economic
system based on the government-businessrisk partnership,
in spite of its evident dynamism as seen in the growth of
the manufacturing sector. Finally, thefinancial crisisthat
erupted in 1997 —stemming from the over-indebtedness
and consequent bankruptcy of many of the dominant
Korean companies— forced policymakers to rethink the
development strategy.

The move towards partial market liberalization and
democracy during the 1980s had the unintended effect
of actually strengthening the chaebol with respect to the
government. By the 1990s, the top 30 family conglomerates
in the Republic of Korea generated more than 46% of
industry revenues, their combined assets accounted
for 47% of the entire economy (Kim, Kandemir and
Cavusgil, 2004) and the indebtedness of the top chaebol
was manifested in debt-equity ratios in excess of 500%.
Thus, thefinancid crisis coincided with mounting pressure
to break away from past practices and face up to new
development challenges.

“crony capitalism” (Leeand Hobday, 2003), and inefficient
financial resource allocation.

The devastating effects of thefinancia crisis, inwhich
nonperforming loans reached the equivalent of 28% of
GDP, made clear the need for anew round of drastic policy
changes. The sheer scale of the crisisforced the government
to seek financial assistance from the International Monetary
Fund (IMF)8in November 1997. The economic conditions
imposed by the international financial institutions (IMF

8 IMF extended resources to the Government of the Republic of Korea on the order of US$ 19.5 hillion, consisting of a supplementary reserve
facility of US$ 13.5 hillion (which was repaid by September 1999), and a standby loan of US$ 6 hillion (which was repaid in August 2001).
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and the World Bank) encompassed five major market
reforms (Tcha, 2006). Thefinancial reform package was
based on restructuring and prudential regulatory measures
aimed at shifting the Korean financial system to amore
market-based (less bank-based) and more arm’s-length
(rather than rel ationship-based) model. The corporate sector
reform was directed at improving corporate governance,
eliminating overcapacity, improving bankruptcy procedures
and removing regulations that stifled competition. The
labour market reform sought to introduce flexibility and
stability while reducing economic and social disparities.
The objective of the public sector reform wasto achieve
a more market-oriented economy by improving the
institutional regime and privatizing public corporations.
L astly, the Republic of Koreawas encouraged to open up
more to the international economy and to globalization.
Ultimately, the Korean Government took these measures
much further of its own accord.

Therecuperation was quite impressive. The country
soon regained a growth trgjectory, with GDP expanding
by 6.7% in 1998 and 10.7% in 1999 (Woo, 2006). The
government put itsfinancial housein order, accumulating
over US$ 200 billion in international reserves by 2004.
Thefinancial sector was reorganized: the number of banks
fell from 33in 1997 to 20 in 2001 (Woo, 2006), bad |oans
dropped from 66.7 trillion won to 31.8 trillion won between
1999 and 2002, the proportion of nonperforming to total
loansfell from 11.3% to 3.9% (Tcha, 2006) and the debt-
equity ratios of Korean companies decreased from 396%
in 1997 to 111% in 2005 (M-S Chung, 2006).

Inward foreign investment became asignificant new
element of the evolving Korean development strategy.
Thereformsincluded vastly increased accessfor foreign
direct investors to the Korean economy through firm
measures to open the capital account and liberalize the
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capital market (Lim and Hahn, 2006). The results of
government liberalization of FDI legislation were soon
evident: over US$ 90 hillion entered the country in 1998-
2005, compared to only US$ 25 billionin 1962-1997, and
the market share of foreign banksin the Korean banking
sector rose from less than 9% to almost 22% over the
same period (Invest Korea, 2005a). Numerous national
companies, including State corporations, were sold to
foreign investors. Moreover, the foreign-held share of
the stock market jumped from 27% to over 40% in 2000-
2004. The traditionally restrictive treatment of foreign
capital by Korean policymakers (Hill, 2004) underwent
adramatic transformation, for which there were also two
other important reasons. One was that foreign capital
gained new credibility in the Republic of Korea for its
significant contribution to effective corporate restructuring
and debt resolution (Sohn, 2002; Ha, 2004). Ancther was
the need to design and implement aglobalization policy,
which pushed Korean policymakers to accommodate
international standards, given that the country had become
a member of the World Trade Organization (WTO) in
1995 and of OECD in 1996 (Kim and Choo, 2002; Lee,
Kim and Choi, 2004).

One of the most impressive results was the change
in the chaebol themselves (seetablelll.1). The corporate
reform saw some of the main conglomerates decline
(for example, Samsung and Hyundai) or disappear as
independent entities (this happened to Daewoo, as well
as Kia, Hanla, Jinro, Hanbo, Sammi, Haitai and some
others) and many of their competitive core elements,
such as Samsung Electronics Company, Hyundai Motor
Company and L G Electronics, became more independent
or were sold to competitors (as occurred with Kia Motor
and Hynix). A number of relative newcomers entered the
top 10 (Kookmin Bank, SK Networks and S-Qil).

Table 111.1
TOP 10 KOREAN COMPANIES, 1995 AND 2005
(Trillions of Korean won)

1995 2005
Rank
Company Total sales Company Total sales
1 Samsung Corporation 19.3 Samsung Electronics Company 57.4
2 Hyundai Corporation 16.7 Hyundai Motor Company 27.4
3 Samsung Electronics Company 16.2 Korea Electric Power 2 25.1
4 Daewoo 15.0 LG Electronics 23.8
5 LG International Corp. 10.4 SK 21.9
6 Hyundai Motor Co. 10.3 Posco 21.7
7 Korea Electric Power 10.0 Kookmin Bank P 17.9
8 Posco 8.2 Kia Motor © 16.0
9 SK 6.6 SK Networks 14.9
10 LG Electronics 6.6 S-Oil 12.2

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of Korea Listed Companies Association (KLCA), “A survey of Korean listed companies”,

2006.

2 Korea Electric Power Corp. was split into six generating companies in 2001. The Korean Power Exchange and the Korean Electricity Commission were established to oversee
competition in the industry, especially the separation of the generation, distribution and sales sectors.

b Kookmin Bank emerged as the result of a series of large acquisitions.

¢ The Kia chaebol went bankrupt and Kia Motor was eventually acquired by Hyundai Motor Company after a number of government auctions.
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But perhaps the most notableimpact of the financial
crisis was that Korean officials became increasingly
convinced that it was again necessary to adopt drastic
decisionsto reorient the devel opment strategy, above and
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beyond that entailed by the demands of the international
financial institutions. For that reason, the financial crisis
has been referred to as a blessing in disguise (M-S
Chung, 2006).

3. Shifting the base of growth towards the knowledge economy

The Republic of Korea shifted its development strategy
more forcefully towards higher value, knowledge-based
activitiesin an attempt to extract itself from the sandwich
between the rapidly advancing fast followers and R&D
upstarts of developing Asia, especially China, on the
one hand, and the dominant economic powers of Japan,
North America and Europe, on the other (World Bank,
2000; Ernst, 2003). In short, the country waslosing wage
competitiveness without gaining advanced technology
(An, 2005). Hence, the government opted to promote
a knowledge economy?® in order to make the transition
from technology follower to innovator.

The differences between the central aspects of the
new innovation-driven strategy (versus the old capital-
driven one) were spelled out in the 2010 Industrial Vision
(seetablelll.2).

The Republic of Korea plans to become one of the
world’stop four industrial powers by shifting the capital-
and external -growth-driven devel opment strategy to one
driven by innovation and qualitative growth. Thismeans
it will have to promote faster technology development
than the industrialized countries do in future strategic
industries (digital electronics, electronic medica equipment,
bioindustry, environmental industry and aviation,
for example) and promote upgrading, specialization
and knowledge information in manufacturing-related
services (such as business services and e-business), while
also maintaining its position among global leaders in
major basic industries (shipbuilding, semiconductors,
automobiles, textiles, petrochemicals, steel, and machine
parts and materials).

Table 111.2

REPUBLIC OF KOREA: COMPARISON OF CAPITAL- AND

INNOVATION-DRIVEN STRATEGIES

Growth strategy

Capital-driven strategy

Innovation-driven strategy

Productivity - low-cost labour - knowledge-information-driven
management human resources management
- automation - advanced production and
- economies of scale management
- sales after production - knowledge-, technology- and
information-intensive
- flexible production on demand
Value added - mass production - small quantity batch production
- assembling and - high-technology parts and
processing-centred materials
- “Korea Discount” brand - “Korea Premium” brand
Technology - imitation and imported - developing source and core

technology

- no link between basic

science and industrial
technology

- production technology

development centered

- insufficient combination

of technologies

technology

- strengthening the combination of

sciences and industrial technology

- concentrating on strategic

development of next-generation
technology

- focusing on combining

technologies

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the
basis of Ministry of Commerce Industry and Energy (MOCIE), “Toward 2010"
[online] http://english.mocie.go.kr.

In the past, the Republic of Korea has experienced
remarkabl e success as atechnology importer. Itschallenge
now is to make the leap from technology importer to
technology leader and, in a broader context, from an
industrial to a knowledge society (Dahlman, 2005).
The achievements in this field are already noteworthy
(Invest Korea, 2005a). The country’s R&D capability is
ranked sixth in the world, it generates the eighth largest
total R& D expenditure and holds third place in terms of
patent productivity. The Republic of Korea stechnological
upgrading isnow firmly based on competitive and financially

9 According to the World Bank (2006), a knowledge economy is one in which the sustained use and creation of knowledge are at the centre of
the economic development process; one in which knowledge becomes the key engine of economic growth. The four pillars of the knowledge
economy are: (i) an economic incentive and institutional regime that provides good economic policies and institutions, which promote efficient
allocation of resources and stimulate creativity and incentives for the efficient creation, dissemination, and use of existing knowledge; (ii) an
educated and skilled labour forcethat continuously upgrades and adapts skillsto efficiently create and use knowledge; (iii) an effectiveinnovation
system of firms, research centres, universities, consultants and other organizations that keeps up with the knowledge revolution, taps into the
growing stock of global knowledge, and assimilates and adapts new knowledge to local needs; and (iv) a modern and adequate information
infrastructure that facilitates the effective communication, dissemination and processing of information and knowledge.
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stable large national corporations (Lee, 2005). Itsworld-
class electronics companies have demonstrated high
productivity (Woo, 2006) and gained impressive global
market shares.’° The ICT industry alone came to account
for one third of GDP growth after the financia crisis
(Hong, 2005) and its competitivenessis demonstrated by
indicators of extensive diffusion throughout the economy,
such as Internet use (61% of the population), broadband
penetration (23%) and mobile phone subscribers (78%).
According to Lee and Kim (2001), the Republic of Korea
has demonstrated three different kinds of successes in
technological catch-up: (i) path-following catch-up in
consumer electronics, persona computers and machine
tools, (ii) path-skipping catch-up in the case of DRAM
semiconductors and automobiles; and (iii) path-creating
catch-up in CDMA telephony and mobile handsets.

The Republic of Korea's growing international
competitiveness is evident from the data reported in
tablel11.3. During the period 1985-2004, Korean exports
continuously gained international market share, rising
from 1.46% to 2.80% of world trade. This market share
demonstrated a positive evolution in that non-natural-
resource-based manufactures, which are more dynamic
within international trade, grew faster than commodities
and natural-resource-based manufactures did and, within
this category, the medium- and high-technology products
gained market share whilelow-technol ogy manufactures
declined. Thistechnologica and industria upgrading of the
Korean export structure has been central to itsimproved
international competitiveness. All of the top 10 exports,
which represent over half of the country’stotal exports,
gained international market shares and 8 of the 10 are
among the 50 most dynamic productsin internationa trade
(out of 239). Moreover, most areitems easily identifiable
with the knowledge economy, such as semiconductors,
telecommuni cations equipment, computers and their parts,
even though some are still clearly based on consolidated
industries, such asrefined petroleum, polymerization and
steel products.

The industrial vision of the Korean Institute for
Industrial Economics and Trade (KIET) for 2020
contemplates an even more focused approach to 14
promising sectors, such as next-generation semiconductors,
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new biodrugs and bio-organs, ubiquitous networks,
next-generation display, new-concept computers, next-
generation vehicles, contentsindustry, health-care services,
next-generation power production, robotics, high-tech
chemical materials, advanced air and marine transport,
hyperprecision equipment parts, and high-tech machinery
and systems (Song and Lim, 2006). In other words, the
Republic of Koreais making headway in evolving from
imitation to innovation (Kim, 1997).

In general, with regard to the Korean development
trajectory, it would seem reasonable to conclude that
when the country embarked on afast follower trajectory
it possessed a devel opment strategy adequate for the task.
Now that it has evolved into acompetitive stakeholder in
theinternational economic system and aspiresto become
a technology leader, its development strategy has been
altered accordingly. Its economic policy has become
more traditional or orthodox and focuses on objectives
associated with the knowledge economy. 1!

The public policy focus on FDI evolved with the
changes in the Korean development strategy. During
the initial growth phase, inward FDI by transnational
corporations tended to be viewed as a necessary evil
in some situations but not to be relied upon: instead,
the primary focus of the development strategy was on
strengthening national conglomerates and accessing
foreign technology. Outward foreign direct investment
(OFDI) by Korean companies was for the most part
dissuaded for balance-of-payments reasons, except
as much as was strictly necessary to secure natural
resources and move into export markets. As the focus
of the Korean development strategy shifted towards
innovation and R&D, particularly after the financial
crisis, inward FDI was viewed much more positively
and was actively promoted in order to access new
technologies and improve the efficiency of the domestic
economy and to facilitate its further integration into the
international market. OFDI was promoted to the extent
that the balance of paymentsimproved and asit became
increasingly apparent that such investment was needed
to consolidate the international production networks of
Korean companies and backstop their effortsto acquire
world class R&D.

10 For example, in 2005, Samsung Electronics Company held the second largest global market share in semiconductors (6.9%) after world leader
Intel and was the world leader in DRAM (32.6%) and NAND Flash memory (55%). In the display industry, Samsung Electronics Company
(TFT-LCD), LG Electronics (PDP), Samsung SDI (PDP and CRT) and LG Philips (TFT-LCD and CRT) were al world leaders.

11 Inthat context, free trade agreements (FTAs) could be an important instrument for accessing foreign markets and protecting Korean companies
investing abroad and Korean owners of intellectual property. In 2004, Korea signed its first FTA with Chile. This was followed in 2005 by the
signature of FTAswith Singapore and the European Free Trade Association (EFTA) and a Framework Agreement with the A ssoci ation of South-
East Asian Nations (ASEAN). During 2006, Koreawas negotiating FTAswith ASEAN and the United States and an Economic Complementation
Agreement with Mexico, and was engaged in continuing conversations with Canada, India, Japan, Chinaand MERCOSUR.
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Table 111.3
REPUBLIC OF KOREA: COMPETITIVENESS IN THE WORLD MARKET, 1985-2004
(Percentages)
1985 1990 1995 2000 2004
I. Market shares 1.46 1.87 2.19 2.52 2.80
1. Natural resources 2 0.30 0.38 0.32 0.31 0.16
2. Manufactures based on natural resources 0.70 0.77 1.21 2.00 1.89
3.Manufactures not based on natural resources © 2.28 2.62 2.86 3.13 3.64
- Low-technology ¢ 5.01 4.72 2.97 2.69 2.23
- Medium-technology © 1.11 1.54 2.21 2.50 3.07
- High-technology 1.80 2.53 3.82 4.14 5.35
4. Other 9 0.53 0.68 1.43 1.19 1.26
Il. Export structure 100 100 100 100 100
1. Natural resources @ 4.8 3.3 1.9 1.6 0.8
2. Manufactures based on natural resources P 9.3 7.4 9.2 12.3 10.6
3. Manufactures not based on natural resources © 84.6 88.0 86.7 84.3 87.0
- Low-technology ¢ 48.9 41.8 225 16.7 119
- Medium-technology © 21.6 25.6 31.3 30.2 324
- High-technology 14.4 20.7 33.0 375 42.7
4. Other 9 1.1 1.2 2.2 1.8 1.7
111.10 main exports 17.7 24.0 42.3 52.2 57.5
776-Thermionic valves and tubes, other semiconductors * + 4.8 7.4 16.7 15.1 13.6
764-Telecommunications equipment, n.e.s. * + 3.2 3.4 3.8 7.4 12.5
781-Passenger motor cars (excl. public service type) * + 1.4 3.2 5.1 7.4 9.1
759-Parts n.e.s. of and accessories for 751 and 752 * + 0.7 11 3.4 34 43
871-Optical instruments and apparatus * + 0.1 0.2 0.2 0.6 3.4
752-Automatic data processing machines, units thereof * + 0.9 35 35 6.6 3.4
334-Petroleum products, refined + 21 0.6 19 45 34
583-Polymerization and copolymerization products * + 0.7 1.2 2.9 3.1 3.0
778-Electrical machinery and apparatus, n.e.s. * + 1.2 1.3 25 1.7 25
674-Universals, plates and sheets, of iron or steel + 2.7 2.3 2.3 24 2.2

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of “TradeCAN 2006” [CD-ROM Database], January 2006.
Note:  Groups of products are based on the United Nations Standard International Trade Classification (SITC), Revision 2. The abbreviation “n.e.s.” stands for “not elsewhere

specified”.
2 Contains 45 simply processed commodities, including concentrates.

b Contains 65 items: 35 agricultural/forestry groups and 30 others (mostly metals other than steel, plus petroleum products, cement, glass, etc.).

¢ Contains 120 groups that represent the sum of d/ + e/ + f/.

d Contains 44 items: 20 groups in the textiles and wearing apparel cluster, plus 24 others (paper products, glass and steel, jewellery).
€ Contains 58 items: 5 groups in the motor vehicle industry, 22 in the processing industry and 31 in the engineering industry.
f Contains 18 items: 11 groups in the electronics cluster plus 7 others (pharmaceuticals, turbines, aircraft, instruments).

9 Contains 9 unclassified groups (mostly from section 9).

* Denotes groups that are among the 50 most dynamic in world imports, 1985-2004.

+ Denotes groups in which the Republic of Korea gained (+) market share in world imports, 1985-2004.

Therest of thischapter examinesthe nature of OFDI
by the Republic of Koreain the context of its devel opment
trgjectory. Section B containsan analysis of the evolution
of and motivations for Korean OFDI. Section C focuses
on the dominant corporate strategiesin the main industries
in which OFDI has been important (electronics, textile,

apparel, automotive, and natural resources and natural-
resource-based manufactures). Section D examines the
principal operations of Korean transnational corporations
(TNCs) in those industries in Latin America and the
Caribbean. The final section drawstogether the different
analyses and draws the pertinent conclusions.

B. The drivers of Korean OFDI

OFDI from emerging economiesisplaying anincreasingly
important role in enhancing their integration into the
global economy and improving the competitiveness
of their companies. OFDI can help strengthen firms
competitiveness by securing natural resources and
consolidating export markets, assisting them to improve
their efficiency by establishing export platformsin lower-

cost sites, and permitting their access to strategic assets
(such as technology and skills). Thus, at a certain level
of progress, OFDI becomes more relevant in asuccessful
emerging economy’s development trajectory.

Themain purpose of thissection isto survey thetrends
in Korean OFDI and the motivationsfor it, and thereby better
understand its role in the country’s devel opment trgjectory.
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1. The evolution and nature of Korean OFDI

Korean OFDI began to gain momentum in the late 1980s,
prompted by changing legal and economic circumstances.
The Export-Import Bank of Korea (Korea Eximbank)
possesses a sophisticated system for tracking the evolution
of Korean OFDI (seetablelll.4); however, official OFDI
statistics suffer from certain shortcomings as regards
reliability and interpretation which must be taken into
consideration (see box I11.1). Before the 1980s, Korean
development was constrained by serious balance-of -
payments problems, so that, except for OFDI needed to
access natural resources, open export markets or support
specid activities (foreign-currency-generating construction
projectsin the Middle East, for example), such outward
investment was generally prohibited by the Korean
government. For that reason, up to 1980, only 400 cases,
involving OFDI inthe order of US$ 274 million, had been
requested and only 352 cases, representing OFDI worth
USS$ 145 million, had been registered. However, by 2006,
over 37,000 cases, representing about USS$ 106 hillion,
had been requested and over 33,000 cases, totalling almost
USS$ 70 billion, had been registered.

The second phase of Korean OFDI was triggered by
the changing domestic and international environment in
the late 1980s. An important turning point came in 1986
when the country recorded remarkable export growth and
enjoyed a sizeable current-account surplus. The success
of Korean exports provoked a response in the form of
new trade barriers and restrictions in several mgjor export
markets; hence, therewasagrowing need to establish plants
in those markets. At the same time, rapid domestic wage
increases eroded the cost-competitive advantages of domestic
productionin foreign markets. These examples suggest that
global pull and domestic push factors madeit increasingly
necessary for Korean firmsto internationalize. During thelate
1980s, various initiatives were taken to strengthen Korean
competitiveness, from relocating production to low-wage
countriesto relaxing somewhat the existing regul ations and
restrictionson inward FDI in order to increase competition
for Korean companiesin their own market.

The globalization strategy of Korean firms in the
1990s drove an increase in OFDI flows. In line with
the government’s globalization policy, the top chaebol
embarked on ambitious globalization strategies aimed at
increasing their overseas share of production and salesin
order to catch up with global leaders.’? However, in some
cases, premature and excessively bold internationalization
strategies proved unsustainable, asexemplified by Daewoo’s
bankruptcy and the problems experienced by Kia. These
firms embarked on internationalization without building
up strong enough competitive advantages first.

Table 111.4
REPUBLIC OF KOREA: OFDI FLOWS
(Number of cases and billions of current dollars)

Authorizations requested Actual investments

Year
Number Amount Number Amount
of cases authorized of cases  transferred

Until 1980 400 0.27 352 0.15
1981 64 0.29 49 0.03
1982 54 0.82 49 0.10
1983 67 0.83 56 0.11
1984 49 0.19 46 0.05
1985 42 0.22 38 0.11
1986 73 0.36 49 0.18
1987 109 0.37 91 0.41
1988 248 0.16 171 0.21
1989 369 0.97 269 0.57
1990 514 2.27 341 0.96
1991 526 1.80 444 1.11
1992 630 2.03 497 1.22
1993 1052 2.00 689 1.26
1994 1946 3.63 1487 2.30
1995 1572 5.22 1332 3.10
1996 1818 7.02 1472 4.46
1997 1608 6.10 1330 3.71
1998 719 5.83 617 4.81
1999 1268 5.10 1095 3.33
2000 2 286 6.08 2082 5.07
2001 2 327 6.36 2153 5.16
2002 2747 6.25 2490 3.70
2003 3079 5.58 2809 4.06
2004 3924 7.90 3764 5.99
2005 4 555 9.03 4389 6.56
2006 5250 18.46 5185 10.74
Total 37 296 105.88 33 346 69.46

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
the basis of information from the Export-Import Bank of Korea.

12 Thisapproach was manifested in a best-selling book entitled It’sa Big World and There's Lots to be Done, written by Chairman Kim of Daewoo
group. Around the same time, UNCTAD listed Daewoo Corporation as the second largest devel oping-country TNC ranked by foreign assetsin
1998 (UNCTAD, 2000). Another powerful example was Samsung Electronics Company’s semiconductor investment in California. The company
established a laboratory in Silicon Valley as part of its catching-up strategy, in order to develop a series of DRAMSs: 64K (1983-1984), 256K
(1984-1986) and 1M (1985-1987). Thanks to the investment of the 1980s, Samsung Electronics Company emerged as the globa market |eader
in DRAMs with a 32% market share, thereby demonstrating that it had become a technology pioneer.
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Box III.1

KOREAN OFDI STATISTICS AND THEIR LIMITATIONS

The Export-Import Bank of Korea (Korea
Eximbank) is the only authoritative source
of statistics for Korean OFDI. However, as
it is based on company reporting, some
of the qualitative as well as quantitative
aspects of this investment are very difficult
to trace.

First, only the initial destination of the
investment is registered and no subsequent
follow-up is conducted with regard to the
final destination. Therefore, this reporting
system does not adequately capture
projects which are financed offshore. This
means that no adjustment is made to the
official statistics when a company relocates
overseas assets from one host country to
another. There are numerous examples
of such situations. One is LG Electronics’
investment in the Netherlands in 2001
using capital withdrawn from China and
Indonesia. Another is Korean investment
flows to the Latin American and Caribbean
region in 2004. These were 87% up on the
previous year, mainly as a result of large
investments of capital —US$ 85 million and
US$ 82 million, respectively— by Hyundai
Motor Company (HMC) and NHN, the
country’s largest Internet portal company,

in the Cayman Islands tax haven. HMC
subsequently transferred these resources
to China to acquire a local subsidiary.
NHN established a holding company for
further investment in the Internet games
industry (Suh, 2005a). Some investments
by Samsung Electronics Company and LG
Electronics in Mexico are financed from
these firms’ United States subsidiaries
and are thus not counted as Korean OFDI
in Latin America in the Korea Eximbank’s
statistics. Most of the big Korean TNCs
treat their activities in Mexico as part of
their North American operations.
Second, another challenge for Korean
OFDI statistics is the lack of reliable
sources for the sectoral distribution of
such investment. Although numerous
associations cover the major industries,
such as textiles, electronics, automotive and
construction, few of them maintain data on
overseas investment. Above all, the country
lacks a nationwide industrial standard for
investment data collection. In contrast
to foreign investment statistics, Korean
trade statistics provide sectoral and other
information because there is a specialized
institution, the Korea International Trade

Association (KITA), for that purpose.

Third, one new characteristic of the
late 1990s and the first few years of the
new decade was the sharp increase in
OFDI withdrawals. The total amount of OFDI
withdrawn during 1998-2002 was US$ 8
billion, which was no less than 64.5% of all
OFDI withdrawn between 1968 and the end
of 2005. In a country whose OFDI is relatively
small, the amount withdrawn warrants
special attention. If it is reinvested, it counts
as a new investment in the official statistics.
This means that the magnitude of Korean
OFDI might really be smaller than the total
amount indicated, hence the usefulness of
the net investment figure. For instance, the
fact that LG Electronics launched a massive
investment in Netherlands with the resources
withdrawn from Asia partly explains the
huge gap between total investment and net
investment in 2001. The official information
is shown in the table below.

To compensate for the limitations
of the official statistics, it is necessary to
complement that information with company
case studies based on direct interviews
with headquarters firms as well as offshore
subsidiaries.

KOREAN OFDI: INVESTMENT AND WITHDRAWALS, UP TO 2004

(Billions of dollars)

Year up to Amount invested Amount withdrawn Net amount
1992 5.2 0.8 4.4
1993 1.2 0.2 1
1994 2.3 0.3 2
1995 3.1 0.3 2.8
1996 4.5 0.7 3.8
1997 3.7 0.3 3.4
1998 4.8 1.1 3.7
1999 383 1.1 2.3
2000 5.1 15 3.6
2001 5.1 3.3 1.8
2002 3.7 11 2.6
2003 4.0 0.7 88
2004 5.9 0.8 5.2

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of Hee-Jung Suh, “Trend of Korean OFDI in 2004”, Exim Overseas Economic
Reviews, Seoul, The Export-Import Bank of Korea, 2005 and B. Ha, “Korea’s foreign direct investment policies: evaluation and implications”, Industrial Economic

Review, vol. 9, No. 4, Seoul, July-August 2004.

The 1997 financial crisis caused Korean OFDI to

declinedramatically. Korean firmswent through extensive
post-crisis restructuring, which included such measures
as closing down foreign subsidiaries and cancelling or
delaying investment plansamid liquidity problems. Failure
of foreign-asset management on the part of financial
institutions has been widely condemned for provoking
the crisisand had astrong psychological effect. In 2003,
when the economy emerged from that crisis, Korean OFDI

began to recover. Notably, 54% of overseas affiliates have
been established since 2000, which meansthat the profile
of Korean OFDI isrecent and changing rapidly. In effect,
Korean OFDI started over in amuch more considered and
cautious manner.

The Korean OFDI/GDP indicator isrelatively small,
at only 1.8% in 2005. This is far lower than that of
neighbouring economies such as Japan (5.7%) and Singapore
(21.8%). Inthisregard, the Korean ingtitutional framework
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has recently taken some noteworthy OFDI-promoting
initiatives. First, the Korealnvestment Corporation (K1C)
was officially launched on 1 July 2005. The role of KIC
isto manage foreign-exchange reserves, initially US$ 20
billion, to achieve asustainable return on foreign-currency
assets and help the country’s financial industry to attain
global standards. Second, the government and public
enterprises are in the process of selecting a financial
company to manage fundsfor overseas oil development.
Investment in an oilfield has long been an unattainable
prospect for individuals or smaller companies. It hasonly
been viable as a pan-national project or for large energy
conglomerates. However, oil field development is now
open to individual investors, which will naturally lead to
more OFDI inthis area (Maekyung Business Newspaper,
2006; Seoul Economy, 2006). In other words, the Korean
government is now actively promoting OFDI by way of
various institutional mechanisms.

(@) Geographical distribution of Korean OFDI
The Republic of Korea's OFDI stock is heavily

concentrated in Asia (46%), North America (26%) and
Europe (15%), according to official statistics for 1968-
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2006 (seefigurelll.2). LatinAmericaisin anintermediate
position as arecipient region with about 7%. The Middle
East (2%), Africa (2%) and Oceania (2%) are barely on
the map. Figuresfor 2000-2006 indicate that Asia’s share
hasrisen to 50% and L atin America sto 8%, whileall the
other regions have lost ground (seetable I11.5).

Figure 111.2
REPUBLIC OF KOREA: OFDI STOCK, BY DESTINATION REGION,
1968-2006
(Percentages of OFDI)

 Africa (2%)

W Oceania (2%)

M Europe (15%)

 Asia (46%)

Latin America (7%) /

North America </

(excluding Mexico)
(26%)

W Middle East (2%)

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the
basis of Export-Import Bank of Korea, Overseas Direct Investment Statistics
Yearbook, Seoul, 2006.

Table 111.5
REPUBLIC OF KOREA: OFDI, BY REGION, 2000-2006
(Millions of dollars)

Region 2000 2001 2002 2003 2004 2005 2006 Total

Asia 1575.6 1386.2 1748.1 24227 3390.9 3931.9 6 059.3 20514.8
Middle East 30.2 23.1 37.2 17.1 28.7 130.2 391.2 657.7
North America 1420.4 1486.5 574.5 1 066.5 1385.0 1277.1 21418 9351.7
Latin America 1505.3 102.1 275.3 213.4 344.6 307.2 527.3 3275.2
Europe 291.0 2128.8 965.4 220.9 712.0 644.6 11951 6157.8
Africa 156.2 16.5 18.1 28.9 51.3 113.4 214.1 598.6
Oceania 89.6 20.5 78.6 91.9 76.2 152.8 202.3 711.9
Total 5068.5 5163.7 3697.1 4061.5 5988.6 6557.2 10 731.0 41 267.7

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of Export-Import Bank of Korea, Overseas Direct Investment Statistics Yearbook, Seoul,

2006.

Intermsof individual recipient countries, Korean OFDI
isvery concentrated. Thetop 10 recipient countriesaccounted
for 72.2% of tota OFDI, and thetop 25 received 83.8%. China
(24.4%) and the United States (24.1%) aone represented
close to half of Korean OFDI in 1968-2006. Apart from
two financia centres (the Netherlands (3.5%) and Bermuda
(2.3%)) and the United Kingdom (2.8%), al therest of the
top 10 recipient countriesare Asian economies. Hong Kong,
SAR (4.3%), Indonesia(3.4%), Viet Nam (3.1%), Singapore
(2.1%) and Japan (2.1%0). Three Latin American countries
—Brazil, Peru and Mexico— are found towards the end of
the top-25 list with shares of around 0.7%-0.8%.

From 2001 onward, 75% of total new OFDI in the
manufacturing sector has been invested in China. Textile

and apparel industries comprise the largest proportion of
investments in China, accounting for 20.8% of the total
number of projects. In terms of investment volume, metal
components, at 31.3%, represent the largest category. In
recent years, Korean firms' investments in China have
mainly been in theinformation technology (1 T), petroleum,
chemical, sted and automotiveindustries. Thefocusof Korean
investment is currently being shifted from manufacturing
to service sectors and from the coastal areas to inland
areas (Zhang, 2004). The average amount per investment
project isonly US$ 1.5 million. The level of investment
per project ishighest in Latin America (US$ 11 million),
while per-project investment amounts in Asian countries
average US$ 1.2 million. Thissuggeststhat Korean OFDI in
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Latin Americaand the Caribbean is concentrated in major
natural-resource projects and large-scale export platforms,
while in Asian countries it is primarily undertaken by
smaller-scale investors and SMEs (Suh, 2005b).

(b) Sectoral distribution of Korean OFDI

Asmentioned above, early OFDI was export-facilitating
and resource-seeking in such areasasmining and forestry. In
thelate 1980s, the primary sector accounted for 50.6% of the
total amount invested whilethe manufacturing and trading
industries represented 14.4% and 14.7%, respectively.
During the 2000-2006 period (seetable I11.6 and figure
111.3), the manufacturing sector represented the largest
portion of Korean OFDI, with US$ 21.4 billion (51.8%),
followed by services (40.7%) and mining (7%). Within
services, the most significant branches were wholesale
and retail trade (17.7%), real estate (2.9%), construction
(2.8%), hotelsand restaurants (2.2%), and telecoms (1.8%).
The concentration of OFDI in the manufacturing sector
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confirmsthat the country’sinternational competitiveness
liesthere, rather thanin services. A breakdown of Korean
investment in manufacturing in 2006 showsthe electronics
and telecoms equipment sectors with US$ 1.5 billion
(29.1% of total investment in manufacturing). Second place
was taken by motors and equipment with US$ 1 billion
(20.6%). Another important sector was the petrochemical
industry, which had a 13.6% share.

(c) Distribution of Korean OFDI by company size

Onenovel feature of the current increasein OFDI is
that not only are large companies engaging in OFDI, but
SMEsare doing so aswell (seefigurelll.4). Currently
there are more than 20,000 Korean firms operating in
overseas territories. Although this number isrelatively
small given the size of the Korean economy, every year
around 3,000 Korean FDI firms are setting up overseas,
suggesting that many investments are undertaken by
SMEs.

Table 111.6
REPUBLIC OF KOREA: OFDI BY SECTOR, 2000-2006
(Millions of dollars)

2000 2001 2002 2003 2004 2005 2006 Total
1. Agriculture and fisheries 18.1 8.5 19.3 27.1 34.4 30.0 42.9 180.0
2. Mining 92.6 66.0 200.0 321.0 308.2 470.5 1426.9 2885.2
3. Manufacturing 1542.3 3833.7 1744.2 2160.3 33799 3659.5 5067.2 21387.3
4. Services 3414.0 1255.6 17335 1553.0 2 265.3 2397.2 4194.1 16 812.7
- Construction 97.4 43.6 60.6 49.2 78.2 156.5 675.7 1161.2
- Retail and wholesale 833.3 880.2 12110 942.8 1161.2 997.9 1286.7 73132
- Logistics 35.5 9.6 15.2 15.3 20.5 122.5 197.1 415.8
- Telecoms 158.4 45.9 37.9 62.5 80.9 135.3 207.4 728.3
- Banking and insurance 1384.6 1.6 2.7 18 0.4 2.8 14 1395.3
- Hotels and restaurants 248.0 27.2 39.0 78.7 110.4 205.2 208.5 917.0
- Real estate 97.6 38.2 81.4 99.3 187.6 158.8 521.3 1184.2
- Other services 559.0 209.3 285.7 303.4 626.1 618.1 1096.1 3697.7
5. Others 1.6 0.2 0.1 0.1 0.7 0.0 0.0 2.6
Total 5068.5 5163.7 3697.1 4061.5 5988.6 6557.2 10 731.0 41 267.7

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of Export-Import Bank of Korea, Overseas Direct Investment Statistics Yearbook, Seoul,

2006.

Figure 111.3
REPUBLIC OF KOREA: OFDI STOCK, BY SECTOR, 1968-2006
(Percentages)
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Figure 111.4
REPUBLIC OF KOREA: OFDI BY COMPANY SIZE, 2000-2006
(Percentages)
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In 2006, OFDI by large enterprises reached US$ 6.3
billion, while SMEs accounted for US$ 3.4 billion.
The proportion of OFDI conducted by SMEs increased
constantly up to 2005, then dropped off in 2006. The
investment pattern of SMEsisdifferent from that of large
conglomerates. Whereas big companies like Samsung
Electronics Company, LG Electronics and Hyundai
Motor Company have traditionally invested overseas
primarily to secure local markets and establish export
platforms, SMEstend to go abroad to reduce production
costs by using cheap and abundant labour (L ee, 2006).
Although not classified as SME investments, OFDI by
individual emigrants has also risen sharply. Over 1,440
cases of individual investment were reported during
the first half of 2006, which is a 23.5% increase on
the same period of 2005. Total OFDI by individuals

2.

According to the Korea Eximbank’s research into
the principal motivating factors behind OFDI (see
table 111.7), the primary reason was to acquire and
develop export markets (39.7%), while avoiding
trade barriers (3.7%), and the secondary factor was
to secure (1.2%) or develop (9.8%) natural resources
in the host country. Taking advantage of low labour
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reached US$ 480 million between January and June
of 2006.

With regard to the target industry, large corporations
and SMEs follow a similar pattern, since 558 out of a
total of 1,443 individua investments (38.7%) went to
manufacturing. Wholesale and retail trade occupied
second place (22.1%). Hence, these two areas were the
preferred activities (60.8%) for Korean investors (Naell
Daily, 7 September 2006). Although Chinaisthe preferred
destination, with 648 cases, followed by the United States,
with 483 cases or 33.5%, investmentsin emerging markets
such as India, Indonesia and Viet Nam are increasing.
Ancther trend in individual investment is the growing
popularity of the overseasreal estate market. The United
States is the largest provider of overseas real estate for
Koreans, but Chinais catching up in that respect.

Motivations for Korean OFDI

costs (9%) came in third place. Fourth came the
acquisition of advanced technology (3.1%). Until the
mid-1990s, the development of natural resources was
the main objective of OFDI. Thereafter, it beganto lose
ground dramatically to the new dominant motivation
—market-seeking— and, shortly thereafter, to the next
most important incentive, efficiency-seeking.

Table 111.7
MOTIVATIONS FOR KOREAN OFDI, 2000-2004
(Millions of dollars and percentages)

2000 2001 2002 2003 2004 2000-2004
Acquire export markets 1423 4223 3197 1687 2351 12 881
(23.6) (66.5) (50.7) (29.1) (29.6) (39.7)
Develop natural resources 451 296 504 1149 784 3184
(7.5) (4.7) (8.0) (19.8) (9.9) (9.8)
Take advantage of low wages 297 452 563 739 871 2922
(4.9) (7.1) 8.9) (12.7) (11.0) (9.0)
Avoid trade barriers 238 82 160 299 418 1197
(3.9) (1.3) (2.5) (5.2) (5.3) 3.7)
Acquire advanced technology 362 146 141 7 265 991
(6.0) (2.3) (2.2) (1.3) (3.3) (3.1)
Secure raw materials 59 46 62 125 108 400
(1.0) 0.7) (1.0 (2.1) (1.4) 1.2)
Others 3205 1108 1672 1731 3146 10 862
(53.1) (17.4) (26.5) (29.8) (39.6) (33.5)
Total 6 037 6 353 6 300 5806 7942 32438
(100.0) (100.0) (100.0) (100.0) (100.0) (100.0)

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of the Export-Import Bank of Korea, Overseas Direct Investment Statistics Yearbook.

2005 and Overseas Direct Investment Statistics Yearbook, 2006.

According to Ha'ssurvey (seetablelll.8), which offers
a different view of Korean OFDI determinants, offshore
investments appear to be determined primarily by cost-
reduction motives, since 40.2% of the surveyed companies

cited labour and other cost reduction astheir maininvestment
motivation. This factor was followed by market-seeking
(34.5%), the overseas relocation of partner companies
(9.9%), and opening up third markets (4.9%). With regard
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to Chinain particular, labour and other cost reduction was
fundamentally important to Korean companies, representing
42.6% of the total respondents —more than the average
for al respondents regardiess of the target region. The

Economic Commission for Latin America and the Caribbean (ECLAC)

second main incentive is to open up new markets (33%).
Asfor company size, larger enterprises are driven more by
market-seeking motivations, while SMEs appear to lean
towards labour and other cost reduction (43.4%).

Table 111.8
DETERMINANTS OF KOREAN OFDI, BY INDUSTRY
Category Industry type First motive Second motive Third motive
Heavy and chemical Electronics and telecoms  Market-seeking Cost reduction Overseas relocation of partner companies
industries (48%) (36.4%) (20.2%)
Machinery and equipment Market-seeking Cost reduction Overseas relocation of partner companies
(48.0%) (25.0%) (12.0%)
Petrochemicals Market-seeking Cost reduction Overseas relocation of partner companies
(55.6%) (23.4%) /Entrance to developing country market
(6.5%)
Transportation equipment  Market-seeking Overseas relocation of Cost reduction
(48.6%) partner companies (13.5%)
(27.0%)
Fabricated metals Cost reduction Market-seeking Entrance to market
(47.2%) (33.3%) (11.1%)
Basic metals Market-seeking Cost reduction Overseas relocation of partner companies
(45.4%) (36.4%) (12.1%)
Light Textiles and apparel Cost reduction Market-seeking Entrance to developing country market
industry (66.2%) (15.7%) (5.2%)
Food and beverages Market-seeking Local natural resources Cost reduction
(54.3%) (13.0%) (10.9%)
Footwear and leather Cost reduction Market-seeking Shortage of national labour force
(65.2%) (16.2%) (6.1%)
Non-metallic minerals Cost reduction Market-seeking Local natural resources
(36.1%) (18.2%) (13.9%)
Paper and printing 2 Cost reduction Market-seeking Overseas relocation of partner companies
(50.0%) (25.0%) /Entrance to developing country market/

Shortage of national labour force
(8.3%)

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of B. Ha, “Korea’s foreign direct investment policies: evaluation and implications”,

Industrial Economic Review, vol. 9, No. 4, Seoul, July-August 2004.
2 The 8.3% for paper and printing reflects the response of one company only.

Classfied by industry types, most of thelabour-intensive
indugtries (textileand appard , footwear and legther, non-metalic
minerals, etc.) chose cogt-efficiency as their mgjor OFDI
motivation, unlike moretechnol ogy-oriented industries, such
astrangportation equipment, petrochemicals, machinery and
primary metals, whose main driver was market-seeking.

Thisanaysisof Korean OFDI indicatesthat it hasbeen
reactivated sincethe resolution of thefinancia crisis. It began
mainly asnatura-resource-seeking OFDI inAsiaand market-
seeking OFDI inthemgjor markets (North America, Europe
and Asiad); however, efficiency-seeking OFDI is growing
fast, especialy in Chinaand other Asian countries. Korean
OFDI is conducted primarily in manufacturing activities
wherethe Korean economy possessesits main competitive
advantages. While both TNCsand SMEs have participated
in Korean OFDI, the global strategies of the former are
the force shaping the evolution and nature of these capital
outflows. Although the officia statistics indicate that little
Korean OFDI targets strategic assets, it will become evident
that thisreflectsafallure of theinformation gathering system
more than an absence of asset-seeking investment; indeed,
the catching-up strategies of what are today Korean TNCs
were partly based on this strategy.

Asisthe casefor other emerging markets, the Korean
experience suggeststhat overseasinvestment isdetermined
by variousfactors, both domestic and globa. Risng domestic
wages, interest rates, exchanges rates, an appreciating
national currency, alimited domestic market and considerable
regulation are relevant domestic push factors. The need for
natural resources, export markets, technology and improved
efficiency are important global pull factors.

Asregardsthefuture, anumber of trends can be perceived.
First, whilelarge conglomerateswill continueto make massive
investments, micro-investments (each under US$ 1 million)
will increase as Korean suppliers and individua investors
move offshore. Second, although Chinawill continue to be
the most favoured destination for Korean OFDI, wagerises
and mounting competition there will push some companies
to consider aternative destinations such as India or Viet
Nam. Third, even as companies invest according to prime
motivations, such asefficiency- or market-seeking, they will
increasingly integratetheir separate motivationsinto aglobal
strategy toimprovetheir international competitiveness. Thus,
the continuous rel ocation of investmentsto benefit frommore
appropriate host country conditions will become a central
aspect of their activities.
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3. Korean OFDI policy

The growth of Korean OFDI might suggest that there is
acoordinated OFDI policy to promote it; however, thisis
not necessarily the case, since there seemsto be room for
improvement in this regard. A number of policy changes
have taken place since the first rather restrictive law of
December 1968 and especidlly sinceliberalization beganin
July 1981. The changesdedt mainly with four basic aspects
(Moon, 2005). With regard to finance, the main changes
concerned accessto loansfrom the Korea Eximbank and the
Economic Devel opment Co-operation Fund, the negotiation
of investment protection agreements (now numbering 62)
with host governments and the establishment of foreign-
exchange management rules. In terms of taxation, the most
important measures involved the negotiation of double
taxation agreements (of which there are now 57) with host
countries and specific measuresfor resource industries. A
third aspect had to do with accessto the overseasinvestment
insurance offered by the Korean Export Insurance Company.
Lastly, different kinds of administrative and information
support were offered by the Korea Overseas Company
Assistance Center, the FDI Information Network, the Korea
Overseas Information System of the Ministry of Finance
and Economy, the Korea Eximbank and the Korean Ingtitute
for Industrial Economics and Trade. Starting in February
1994, notable advanceswere madein liberalizing Korean

103

OFDI policy, by setting up aone-stop service on the part of
transaction banks, allowing OFDI from all sectors, raising
the individual investor limit, and encouraging strategic
dliances with foreign firms. As of December 2003, more
active assistance was offered and the OFDI problems of
Korean TNCs began to be studied in depth.

As has been suggested, all these changes in the
existing rules and regulations and activities by different
Korean institutions are welcome but do not necessarily
add up to acoherent and coordinated OFDI policy. What
ismissing isan overarching policy framework which ties
OFDI in with Korean national development goals. Such
an outlook could be expected to involve coordinated and
coherent actions on the part of the Ministry of Finance
and Economy, the Ministry of Commerce, Industry and
Energy, the Korean Trade-Investment Promotion Agency
and theKorean Ingtitutefor Industrial Economicsand Trade.
This explains why —in the context of a strengthening
Korean won, which is undermining the international
competitiveness of Korean products— thereiscurrently a
flurry of activity to put together acomprehensive package
of measures aimed at promoting overseasinvestment and
further reduce the existing restrictions. Perhaps this will
help develop the many instruments dealing with Korean
OFDI into a coherent and coordinated OFDI policy.

C. The dominant corporate strategies driving

Korean OFDI

This section will examine specific, representative company
experiences that have driven the Republic of Korea's
industrial and technological advances. The corporate
strategies of leading companies will be analysed in

order to better comprehend the nature of the shift from
an export-based industrialization to a knowledge-based
economy in the principal industries and the role played
by OFDI in establishing global networks.

1. The international expansion of the electronics industry

Theelectronicsindustry has been one of the most dynamic
catalysts of global economic change during the last
half-century. Recently, advances in integrated circuits

and digitalization have been driving the industry. By
2005, the structure of the global industry was based on
telecoms and networks (25.6% of production), computers
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and data processing (24.1%), and audio-visual and home
appliances (21%), followed by industrial and medical
electronics (14.5%), automotive electronics (8.1%)
and aerospace and defence (6.6%) (Decision, 2006).
The ability to break global value chains into discrete
segments, combined with the growing convergence of
computers, telecoms and consumer electronics, permitted
the outsourcing of mass-produced components and final
products to achieve ever-lower production costs, such
that the geographical centres of consumption became
progressively separated from those of production (see
table I11.9). This opportunity was seized primarily by
Asian countries, first Japan, then other Asian economies
such asMalaysia, the Republic of Korea, Taiwan Province
of China, Singapore and, most recently, China. The
production of electronic goods is shifting from high-
cost to low-cost production sites. Asian assemblers,
then Asian manufacturers and, finally, Asian designers
subsequently made their appearance on the global
corporate map of electronics.

Table 111.9
WORLD PRODUCTION AND CONSUMPTION OF ELECTRONICS,
2005 AND PROJECTION FOR 2010
(Percentages)

Consumption Production

Region/country

2005 Projection 2005 Projection
2010 2010
North America 30.8 28.3 22.1 19.9
Europe 27.3 25.1 21.1 19.0
Japan 10.9 9.5 15.5 13.5
China 9.9 12.3 22.6 27.6
Other Asian countries 11.0 13.1 14.6 15.3
Rest of the world 10.2 11.7 4.0 4.6
Total 100.0 100.0 100.0 100.0

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
the basis of Decision, “World electronic industries, 2005 - 2010" [online] July
2006 http://www.decision-consult.com.

The Asian region’s electronics industry became its
principal growth engine and set it apart from all other
regions, although there was considerable diversity within
Asia. Ingenera, the Asian new entrantsfollowed in Japan’s
footsteps. However, they did so in distinct ways with
regard to the principal agentsinvolved and with different
degrees of success. In semiconductors, for example, the
Korean chaebol, the SMEs in Taiwan Province of China
and TNCsin Singapore and Malaysia demonstrated that
the principal economic agents could vary appreciably.
Within the ICT industry in Asia, distinct specializations
emerged: Japan specialized in product technology for core
components and sophisticated materials, the Republic of
Koreain process technology for large-scale components
and Chinain assembly technology, initially for analogue
electronics (Joo, 2005).

The electronics industry became a showcase for
the Republic of Korea's industrial and technological
progress. It currently ranks fourth in the world in terms
of electronics production (KEA, 2006). Computers and
their components, mobile phones, home appliances and,
especialy, semiconductors, have been among its more
dynamic manufactures (seefigurel11.1). The proportion of
GDP generated by the eectronics industry shot from less
than 1% in 1970 to 6.6% in 2004 and the industry’s share
in exports rose from less than 7% to 38.1% over the same
period (Kim, 1998; Joo, 2005). Tablell1.10indicatesthe most
important ssgmentsof the e ectronicsindustry from the point
of view of production and exportsin 2005. ltemswith alarger
sharein exportsthan in production include semiconductors,
mobile phones, computers and peripherals, LCD monitors
and digitd televisions. Appropriately enough, semiconductors
and digital eectronics figure prominently in the Republic
of Kored's 2010 Industria Vison (MOCIE, 2006) and “a
modern and adequate information infrastructure” is one of
the four pillars of the knowledge economy framework as
defined by the World Bank (World Bank, 2006).

Table 111.10
PRODUCTION AND EXPORTS OF THE KOREAN ELECTRONICS INDUSTRY, 2005
(Millions of dollars and percentages)

Segment Production Percentage Exports Percentage
1. Information and communications equipment 78 249 37.1 45731 44.5
- mobile phones 33719 16.0 18 883 18.3
- computers and peripherals 25775 12.2 14117 13.7
- LCD monitors 8 668 4.1 6 352 6.2
2. General parts and components 60 273 28.5 10871 10.6
- LCDs 35436 16.8 4684 4.6
- printed circuit boards 8 250 3.9 1346 1.3
3. Semiconductors 37 192 17.6 29 996 29.2
4. Digital home appliances 29 240 13.8 14 656 14.2
- white goods 7194 3.4 2 966 2.9
- digital televisions 2630 1.2 1431 1.4
5. Industrial equipment 6174 2.9 1450 14
Total 211128 100.0 102 704 100.0

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of information from the Korean Electronics Association.
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The Korean electronics industry has evolved from
the simpleto the complex (Joo, 2005). In the 1960s, the
industry was based on the mass assembly of simple products
(radios, black and white television sets, el ectronic tubes
and other parts). The 1970s brought the manufacture of a
wider range of electronic goods. The 1980s witnessed the
use of more sophisticated technol ogies for semiconductor
design and production, which was manifested in asharp
improvement in the quality of Korean products. The 1990s
saw world-class technologiesin terms of digital circuit
designs, semiconductor processes and miniaturization,
encompassed in large colour television sets, VCRs,
microwave ovens, CDPs, DVDPs, PCs, CD-ROMsand
memory chips. By 2000, the Korean el ectronicsindustry
held the lead in technology and development of VLSI
semiconductors and had a competitive global product
line-up that included mobile phones, digital televisions,
MP3 players, TFT-LCDs and PDPs, flash memory and
DRAM. The two largest Korean TNCs —Samsung
Electronics Company and LG Electronics— became
world-class competitors in the electronics industry.
Their corporate experiences reflect the core aspects of
the evolution of the Korean electronics industry.

(a) Samsung Electronics Company (SEC)3

The Samsung chaebol hasits roots as the Samsung
Genera Store started in 1938 in Daegu, Korea. It became
Samsung Corporation in 1948 and evolved into one of the
largest and most dominant Korean business conglomerates.
The Samsung Electronics Company (SEC) subsidiary
was founded in 1969 and is one of a host of electronics
subsidiaries of Samsung Corporation (including joint
ventures such as Samsung Electro-Mechanics, Samsung
SDI, Samsung SDS, Samsung Networks, Samsung Corning
and Samsung Corning Precision Glass). It has other
joint endeavours with Intel and Microsoft. SEC stands
out as the largest and most important single element of
the Samsung Group and it has become the best-known
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South Korean TNC, ranking forty-sixth in the world by
sales (US$ 78.7 billion) in 2005 (Fortune Global 500).
In terms of developing country TNCs, SEC was ranked
fourth by external assets (US$ 14.6 hillion) in 2004
(UNCTAD, 2006).

In 2005, SEC possessed the largest global market
sharesin electronic items such as DRAM semiconductors
(32%), SRAM semiconductors (24%), flash memories
(34%), NAND memories (50.7%), TFT-LCD (18%),
DDIs(18%), computer monitors (22.3%) and televisions
(9.4%; 14.6% in the second quarter of 2006). It was also
among the leaders in laser MFPs (18%), after Hewlett
Packard, and in hand-held phones (12.6%) after Nokia
and Motorola. SEC experienced strong growth after the
1997 financial crisis, reflected in the doubling of its
sales between 2000 and 2005.% Its sales come mainly
from Asia (42%), Europe (24%), the Republic of Korea
(18%) and the Americas (15%). Its brand value swelled
to US$ 16.2 billion in 2006 (up from US$ 8.3 hillion in
2002), making it number 20 in the world (ahead of arch-
rivals Sony, Motorola and Panasonic). In terms of R&D
efforts, it was ranked ninth in the world by expenditure
(US$ 5.9 hillion), sixteenth by technological innovation
and sixth by patent management.'® About 32,000 of the
corporation’s 138,000 employees work on R& D-related
activities and most of these possess advanced university
degrees (12,600 hold Masters degrees and 2,900, PhDs).
The strategy adopted by SEC since the financia crisis
was to restructure from volume-based to quality-based
growth in order to transform itself from afast follower
into an “industry shaper”.

SEC isorganized into five basic businesses: Digital
Appliances, Digital Media, Liquid Crystal Display,
Semiconductors and Telecommunications Networks. The
Digital Appliances unit accounted for 7% of consolidated
revenue'®in 2005, down from 16% in 2000. The principal
products of this business group include refrigerators,
washing machines, air conditioners, microwave ovens
and home networking, as well as dishwashers, oven

13 Thissection is based on interviews at Samsung headquarters in Seoul and Samsung Electronics Company’s Suwon Digital Complex, aswell as

14

15

16

Samsung (2005), Samsung Electronics Company (2006a, 2006b, 2006¢ and 2006d), Samsung Electronics Company (2005a), The Economist
(2005), Yun (2005), Lee, G. (2005), Lee, Y-W (2005), Lee, K-T (2005), Choi (2005), Hwang (2005), and Lee, S-W (2005).

Thefinancial crisis dealt the Samsung chaebol aharsh blow. It was obliged to sell about half of its defence equipment assetsto Thomson CSF and
took a severe hit on its new automobile assembly plant, of which 80% was sold to Renault. Altogether, it divested more than 100 non-essential
businesses, cutting about 30% of its workforce. SEC gained greater independence as a result of the restructuring process.

In 1995, SEC purchased a United States firm, AST Research, for US$ 438 miillion, in order to gain access to its technology. Unfortunately,
United States and Korean business management styles clashed and the firm soon lost many of its valuable human resources. This experience
taught Samsung an important lesson about the limitations of its catch-up strategy and the best approach to R& D (Eun, 2002).

The Korean stock market requires listed firms to disclose the performance of Republic of Korea-based operations only. Thisrepresents a severe
information challenge as regards the analysis of the total operations of global players, such as SEC and LG Electronics. In this particular case,
the figures used are the consolidated revenues for all SEC operations (including international operations, but not financial affiliates) rather than
the parent’s operations in the Republic of Korea, as SEC is one of the few Korean global playersto report consolidated figures. For insight into
this problem, see Ramstad (2006).
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ranges, vacuum cleaners, and so forth. SEC has been
working to improve the performance of these relatively
traditional products by consolidating overseas assembly
operations in lower-wage countries and upgrading
its products towards higher-margin markets.}” SEC
is focusing increasingly on fewer but higher-margin
products, such as system air conditioners, drum washing
machines and side-by-side refrigerators. Another aspect
of thisupgrading isalarge R& D project for Silver Nano
Health System technology and the Homevitatotal home
network solution initiative.

The Digital Media business contributed 22% of
consolidated revenue in 2005, down from 31% in
2000. The main products of this business group include
televisions (35% of sales), monitors (26%), audio-visual
and optical equipment (17%), personal computers
(11%) and printers (11%). Sales were concentrated in
large markets such as Europe (37%) and the Americas
(28%), such that this business group’s offshore revenue
represented 85% of itstotal revenue in 2005. Because
of the low margins associated with many analogue
product categories, SEC made a strategic decision
to exit these in order to focus solely on digital ones.
As was the case for the Digital Appliances business
group, SEC established a new manufacturing base
for Digital Media in Eastern Europe (Slovakia and
Hungary) to supply the European market. SEC isranked
first globally in televisions, computer monitors and
DVD-VCR combos, second in projection televisions,
DVD players and monochrome laser printers, third in
LCD television sets and fourth in plasma televisions
and camcorders. Its strategy seemsto focuson raising
its global rank in higher-margin, more sophisticated
products, such as LCD and plasmatelevisions, which
are providing strong revenues for the company.

TheLiquid Crystal Display (LCD) business group
accounted for 11% of the consolidated revenue of SEC
in 2005. It was separated from Digital Mediain 2004,
after sales soared following aggressive production cost
reductions (from US$ 20 per inchin 2000 to US$ 7 per
inch in 2005) achieved through large investments and
technological advancesin design, process and materials.
This business unit produces LCD panels for mobile
phones, notebooks, desktop PCs and television sets. In
2004, together with its rival, Sony, SEC entered into
the S-LCD venture. This partnership invested in the
world sfirst seventh-generation fabrication facility for
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television LCD panelsin its Tangjeong complex.® The
L CD business group has become a new growth engine
for SEC.

The Semiconductors business group accounted for
25% of SEC total consolidated revenues in 2005. Its
product line-up includes DRAM, flash memory, multichip
packages, DDIs, CMOSimage sensors and mobile CPUs,
among others. SEC ranks second in the world in this
industry, after Intel, and enjoys dominant global market
sharesin DRAM (31%), SRAM (28%) and flash memory
(27%). It possesses the world’s leading 300-millimetre
wafer production line and is the only company capable
of conducting flexible operations for both DRAM and
flash. While this business group is often viewed as the
cash cow of SEC, it faces two challenges. On the one
hand, agood part of the semiconductor businessin which
SEC operates is based on commodities, in which price
swings are sharp and demand variable, which makes it
very risky. On the other hand, the most dynamic segment
requires huge R& D investment to maintain technol ogical
advantages and thus appropriate higher prices for
|eading-edge products. In that vein, SEC isinvesting in
theworld'slargest semiconductor manufacturing facility
at its Hwasung complex. This facility is expected to
generate US$ 61 billion in revenue by 2012. The SEC
semiconductor product repertoire includes memory,
storage and its large scale integration system (system
L SI), which encompasses five strategic products: DDI,
mobile CPU, integrated circuitsfor chip cards (chip card
IC), CIS and system-on-a-chip for multimedia (media
player SoC). Within its main memory line-up, SEC
has classified products as leading edge (GDDR3 and
8Gb NAND), mainstream (DDR2 and 2/4Gb NAND),
trailing edge (128Mb Sync and 64Mb Sync) and specialty
(XDR, mobile DRAM and graphic), which suggests
that the company hasaclear vision of the evolution and
competitiveness of its semiconductor product repertoire.
SEC pridesitself on maintaining high R& D investment
inthisbusinessin spite of cyclical prices, on becoming
a total solution provider fully encompassing mobile
memory, flash memory, DDI, application processors,
image sensors and software and on generating a strategic
portfolio of key patents to maintain its technological
advantage.

The Telecommunications Networks business group
contributed 26% of total consolidated revenue in 2005.
Its product line-up is based on mobile phones, network

17 For thisreason, microwave production in the Republic of Koreawas recently transferred to Malaysiaand Thailand and from the United Kingdom

to Slovakia

18 SEC expects the burgeoning digital television industry (60-70 million units by 2010) to be dominated by the LCD models, ahead of projection
and plasma models, and has positioned itself accordingly with clear investment, manufacturing and technological advantages.
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systems, core systems, wireless systems, broadband
equipment and home and office products. SEC claims
the global lead in CDMA phones and is ranked number
three overall in the global mobile phone market (12.7%)
behind Nokia and Motorola. It considers itself leader
in the mid- to high-tech segment of that market, where
the quality and technological sophistication of its hand-
held phones fetch premium prices. SEC hand-held
phones have seen explosive growth: sales exceeded 100
million units worldwide in 2005. In this field, in which
it is building on the convergence of broadcasting and
communi cations and the integration of wired and wireless
communications, SEC has advantages in terms of both
technology —such as TD-SCDMA in China, as well as
HSDPA and WiBro— and design, with its clamshell,
sliding and landscape models.

Within the five-business-unit organization of SEC,
two units (Digital Appliances and Digital Media) are
currently showing quite slow growth, relatively mature
technologies and small profit margins. Two others, LCD
and Telecommunications Networks, are fast-growing
and have dynamic technologies and significant profit
margins. Lastly, the Semiconductors unit performs
variably according to cyclical market demand and is
very demanding in terms of R&D. Thus, the SEC global
production network currently appears to be focused on
improving the efficiency of the Digital Appliances and
Digital Media business groups by offshoring assembly
to lower-wage platforms to supply the main markets
(Europe, North America and Asia). The numerous
international expansion strategies employed by SEC
—efficiency-seeking (reducing production costs), securing
natural resources, accessing markets and obtaining
strategic assets (technology, strategic locations and so
forth)— have varied in importance as the company has
evolved (Moon, 2005). As regards OFDI, however, the
most important is the establishment of an international
system of integrated production on the part of the Digital
Appliance and Digital Media business groups.

TableI11.11 sets out the SEC international system,
which accounts for 43% of its total assets. The less
dynamic business groups (Digital Appliancesand Digital
Media) are quite broadly internationalized, whereas the
production of the other three, more dynamic business
groups is still very much centred in the Republic of
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Korea. The major exceptionsinvolve the activities of the
Semiconductor, LCD and Tel ecommunications Networks
business groupsin China, which SEC isdeveloping into
acentre for high-tech production, and the semiconductor
activities in the United States. Other minor exceptions
include LCD and hand-held phone activities in large
emerging markets, such as China, India and Brazil.
R&D and design centres seem to be located in major
markets (Europe, North America and Asia). The large
markets of Brazil, Russia, India and China (which are
collectively termed “Brics’) are a particular focus of
the corporation’s international expansion.

SEC possessesaclearly defined view astoits current
growth engines (memory, display, mobile communications
and digita television), itsupcoming growth engines (printers,
system L SI, mass storage and air control systems) and
emerging growth engines (persona multimedia devices,
home networks, U-health and home care robots). The
future growth of thisTNC isevidently associated with the
knowledge economy. That clarity of vision will help the
company to face the challenges ahead and will determine
the future trends in terms of the internationalization of
production facilities. The organization and experience of
SEC suggeststhat the company designed and implemented
an appropriate corporate strategy to shift its core business
from quantity to quality and to transform itself from a
fast follower to an innovator.

(b) LG Electronics (LGE)¥

Lucky Goldstar was founded in 1946 and its business
was electronics (under the name of Lucky, until it was
changed to LG Electronicsin 1958) and household goods
(under the name Goldstar, which waslater changedto LG
Chemicals). After thefinancial crisis, it was reorganized
into three separate groups: LG Group, GSGroupand LS
Group. LG Corp. became a holding company with three
principal business activities: electronics and telecoms;
chemicals and energy; and services. LG Corp. owns
34.8% of LG Electronics, whichisitsprincipal electronics
affiliate. In turn, LG Electronics has important holdings
in associates, such as LG Philips Display (37.9% capital
share holding),2° LG Philips LCD, LG Innotek (69.8%),
LG Micron (33%), LG Nortel Networks and LG Data
Storage (with Hitachi).

19 Thissection is based primarily on interviews at LG Electronics headquarters in Seoul and LG Corp. (2006), LG Electronics (2006a), (2006b),
(2006c¢), (2005), LG Innotek (2006), LG Micron (2006), LG Philips LCD (2006a), (2006b).
20 Another consequence of the financial crisis was that LG Electronics sold amajor stake of its flat screen business to Philipsin 1999.
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Table 111.11
SAMSUNG ELECTRONICS COMPANY: GLOBAL NETWORK OF MANUFACTURING SUBSIDIARIES AND R&D/DESIGN CENTRES
Business group Republic of Korea China South Asia East Asia Europe/CIS Americas
Digital appliances Gangue-refrigerators, Suzhou- India-refrigerators, Thailand- Slovakia- Mexico- washing
vacuum cleaners, washing refrigerators, air conditioning, refrigerators, air microwave machines
machines, air conditioning,  washing machines, washing machines conditioning ovens
others air conditioning,
Note PCs
Digital media Suwon- colour televisions, Tianjin- colour India- colour Viet Nam- colour  Slovakia- Mexico- colour
digital video devices, televisions, VCRs, televisions, televisions, colour televisions
camcorders, PCs, digital video devices, computer computer televisions,
computer monitors computer monitors monitors monitors computer
monitors,
printers
Gumi- printers, hard Huizhou- audio Thailand- colour ~ Hungary- Brazil- colour
disk drives equipment televisions, colour television sets,
computer televisions, computer
monitors computer monitors, HDDs
monitors
Shandong- FAX Malaysia-
printers computer
monitors
Indonesia- digital
video devices,
VCRs, optical disk
drives
Philippines-
optical disk drives
Liquid crystal Giheung/Hwaseong- Tianjin- hand-held India- hand-held Brazil- hand-held
display- LCD TFT-LCD phones phones phones
Cheonan/Tangjeong- Shenzhen- hand-
TFT-LCD held phones
Gumi- hand-held phones Suzhou- LCD
Semiconductors Giheung/Hwaseong, Suzhou United States-
memory
Onyang
Telecom networks ~ Gumi- wireless Hainan- fibre
communications optics
R&D centers Suwon (3) Suzhou India Japan United United States (2)
Kingdom
Giheung (3) Nanjing Russia Brazil
Beijing Israel
Design centres Seoul Shanghai Japan United United States (2)
Kingdom
Italy

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of information from Samsung Electronics Company, official site [online] http://www.

samsungelectronics.com.

L G Electronics wasranked number 115 in theworld
by consolidated sales (USS$ 45 billion) in 2005 (Fortune
Global 500). Its parent, LG Corp., was ranked number
72. Among developing country TNCs, LG Corp. was
seventh in terms of external assets (US$ 10.4 hillion)
in 2004 (UNCTAD, 2006). Overall sales are made
mainly in the Republic of Korea (25%), North America
(23%), Europe (19%), and Asia (17%). LGE is similar
to Samsung Electronics Company in its product line-up
and business organization, except that it is not a world
leader in semiconductors, it has a somewhat different
international market focus and its brand value and R& D
effort are considerably lower than those of its principal
Korean rival. LGE considers itself the world leader in

market shares for optical storage (29%), home theatre
systems (16%), CDMA handsets (21%), residential air
conditioners (7.4%) and DV D players (10%). It isranked
second in plasma panels (27%) and plasma television
sets (15%). Its vision is to become one of the top three
electronics and telecommunications TNCs by 2010. LGE
has refocused on its core businesses, principal markets
and higher value, premium priced products. It aims to
innovate 30% faster than itsrivals by raising the proportion
of its R&D-related employees from 40% to 60% of its
total workforce.

L GE isorganized into four main businessunits. Digital
Appliances, Digital Media, Digital Display and Mobile
Communications. The Digital Appliancesbusiness accounted
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for 25% of salesin 2005. Its product line-up comprises
air conditioners (34%), refrigerators (26%), washing
machines (23%) and other household appliances (17%).
Itsstrategy isto surpassitsglobal competitors (Whirlpool
and Electrolux) by taking advantage of opportunities to
evolvefromlow-margin to higher-margin home appliances,
on the one hand, and from home appliances to higher
value-added mobile and automobile units, on the other.
Withthisaim, LGE isdeploying threeinitiatives. First, its
production system is set up in such away that the more
expensive, high-end products are manufactured in the
Republic of Korea (35% of production) and the rest are
made in China (50%), other Asian countries (10%) and
therest of theworld (5%). Second, it targetsthe high-end
market for itsthree principal productsin order to secure
premium prices. Third, its R&D is focused on vertical
integration of key components (for example compressors
for air conditionersand refrigerators). In 2006, the second-
quarter sales of the Digital Appliances business unit were
distributed as follows: Republic of Korea (45%), North
America (21%), Europe (13%), Asia and Middle East
(15%) and the rest of the world (6%0).

TheDigital Mediabusiness accounted for 13% of sales
in 2005. Itsprincipal products are based on theintegration of
variousdigital audio-visua appliancesinto asingle device,
such as home theatre and car “infotainment” systems,
as well as personal computers (desktop and notebook),
mobile appliances (PDAs and MP3) and optical storage
devices (CD-ROMs, CD-RWs, DVD-ROMs, CD-DVDs,
DVD-Ws). Salesare grouped into three categories. optical
storage (44%), media (33%), and personal computers
(23%). The strategy in this group is to expand premium
product sales, taking advantage of opportunities arising
from the digitalization of information and audio-visual
equipment, and to move out of the more price competitive
segments (i.e., low-end personal computers).

The Digital Display business unit provided 22% of
total sales in 2005. Principal products include plasma
and LCD television sets (40%), LCD monitors (29%),
plasmadisplay panels (25%) and other applications (6%).
Thisunit of LGE iswell placed to competein therapidly
evolving digital television industry. It has region-specific
production, R&D and marketing facilities for its flat
panel displays in the Republic of Korea, China, Poland
(for the European market) and Mexico (for the Americas
market). The strategy of the Digital Display business
unit is to maintain its technological edge by combining
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proprietary resourcesfor modules, chipsand total software
solutions.?! This activity represents a significant engine
of growth for LGE.

The Mobile Communications business unit accounted
for 40% of LG Electronics 2005 sales. Thisunit’smain
product groups are CDMA handsets (50%) and GSM
handsets (40%), with networks and other appliances
contributing 10%. In 2005 L GE ranked fourth in global
mobile handset sales, in general, and it ranksitself firstin
CDMA handsets (as does SEC). In the second quarter of
2006, sales were concentrated in North America (28%),
Asiaandthe Middle East (22%), Centra and South America
(21%), Europe (17%), the Republic of Korea (5%) and
other countries (7%). Sales of CDMA handsets reached
30 million units and those of the GSM handset were in
the order of 25 million units. The “Chocolate” model
was a best seller with sales of over 5 million, mainly in
North America (40%), Europe (28%), Asia (20%) and
Central and South America (12%). The strategy of this
business unit isto continue to win market share based on
intensive R& D and innovative designs. It uses an operator-
centric marketing strategy for its CDOMA handsets and
an open-market approach for GSM handsets and seeks
to place the LG brand above competitors such as Nokia
and Motorola. Mobile Communications is the principal
engine of growth for LGE.

A significant rolein LG Electronics global network
is played by its associates, including LG Philips LCD,
LG Innotek and LG Micron. LG Philips LCD is one of
theworld'sleading merchant suppliersof TFT-LCDsfor
notebook computers, desktop monitors and television
sets, as well as hand-held consumer products such
as PDAs, and mobile phones, and other applications
(entertainment systems, automobile navigation systems,
aircraft instrumentation and medical diagnostic equipment).
LG Philips LCD has manufacturing subsidiariesin China
and Poland. L G Innotek manufactures components, such
as analogue and digital tuners, motors for optical disk
drives and modulators for mobile, display, network and
automotive electronics. It has overseas manufacturing
facilities in China, Indonesia, Japan, Mexico, Poland
and the United States, as well as an R&D operation in
Russia. LG Micron produces CPTsfor colour television
setsand computer monitors. It has one overseas subsidiary
in China.

Together, LGE and its associates have built up an
extensive global production, R& D and design network (see

2l LG Electronics became associated with the United States company Zenithin 1995 for the purpose of improving its brand and accessing advanced
technologies. Similar to Samsung Electronics Company’s experience with AST Research, differences in management styles led to the loss of
important human resources and L GE took over as of 2000. Important lessons were learned from this experience about approaches to R& D and

technological catch-up (Eun, 2002).
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tablel11.12). Thisinternational system encompasses 56%
of total L GE assets. L GE clearly bases the manufacture
of many of its lower-range products in Chinaand, to a
lesser extent, in other Asian countries. Initsmain markets
—North Americaand Europe— it maintains primarily
R& D operations, with smaller regional manufacturing
facilitieslocated in nearby lower-wage countries, such
asPoland, in the case of Europe, and Mexico, inthe case
of North America. Many of the higher-range products
are still manufactured in the Republic of Korea and
exported to final markets. About 44% of the 66,652-
strong workforce of LGE is located in the Republic
of Korea, the rest overseas. The establishment of LGE

Economic Commission for Latin America and the Caribbean (ECLAC)

subsidiariesinthe United States (1981), Germany (1986),
Thailand (1989), China (1993), India(1997) and Mexico
(2000) marked some of the main steps in the group’s
internationalization process. Other milestones were the
association with Zenith in 1995 and the establishment
of LG Philips LCD in 1999 and LG Philips Display in
2001. Like Samsung Electronics Company, LGE has
deployed numerous strategies for creating its global
network, including increasing efficiency (by reducing
production costs), accessing markets and securing
strategic assets (technology, strategic locations and so
forth), which have varied in importance in the course of
its evolution (Moon, 2005).

Table 111.12
LG ELECTRONICS: GLOBAL NETWORK OF MANUFACTURING SUBSIDIARIES AND R&D/DESIGN CENTRES
Region Main Divisions Associates
1. China Taizhou- refrigerators, refrigerator compressors LG Micron: Fuzhou, China- Manufacturing

Hangzou- digital recording media

Huizhou- digital storage, digital audio and video

Nanjing- monitors, washing machines, digital televisions, PDPs

Qinhuangdao- casting of parts for equipment
Shanghai- digital audio and video
Shenyang- televisions

LG Innotek: Huizhou, China- optical disk drives, tuners,
LCD modules, ICs

LG Innotek: Shanghai, China- all products

LG Innotek: Shenzhen, China- all products

LG Innotek: Beijing China- all products

LG Philips: Nanjing, China- assembly of TFT-LCDs

Tianjin- microwave ovens, residential air conditioning, motors,

magnetron, PVC, rotary compressors, R&D
Yantai- hand-held phones (CDMA)
Kunshan- PCs

Qingdao- hand-held phones (GSM)
Sandongsheng, China- R&D

Beijing, China- R&D, design

2. Other Asian
economies

New Delhi, India- televisions, refrigerators, washing machines,
air conditioning, microwave ovens, monitors, design
Bangalore, India- R&D

Jakarta, Indonesia- televisions, refrigerators, air conditioning,
VCRs, monitors

Bangkok, Thailand- televisions, residential air conditioning,
washing machines

Hanoi, Viet Nam- televisions, monitors, digital audio and
video, digital storage, hand-held phones (GSM)

Tokyo, Japan- R&D, design

LG Innotek: Japan- all products

LG Innotek: Taiwan- all products
LG Innotek: Jawa, Barat, Indonesia- tuners, VCR motors
and heads

3. Europe/CIS

Paris, France- R&D

Neuss, Germany- R&D
Aachen, Germany- R&D

Milan, Italy- Design

Wales, UK- monitors

Mlawa, Poland- PDP televisions

Moscow, Russia- refrigerators, washing machines,
televisions, audio equipment

Moscow, Russia- R&D

St. Petersburg- R&D

Almaty, Kazakastan- colour televisions, washing machines,
VCRs, audio equipment

Istanbul, Turkey- air conditioning

LG Philips: Kobierzyce, Poland- backend modules

LG Innotek: Wroclaw, Poland- inverters, television tuners
and power supply units

LG Innotek: Nizhny Novgorad, Russia- R&D

4. Americas

United States- R&D (2), design

Mexicali, Mexico- monitors, LCD televisions, hand-held
phones

Reynosa, Mexico- colour televisions, PDP televisions
Monterrey, Mexico- refrigerators

Manaus, Brazil- colour televisions, VCRs, DVDs, air
conditioning

Taubate, Brazil- monitors, hand-held phones, CDRs

LG Innotek: United States- all products
LG Innotek: Mexicali, Mexico- tuners, radio frequency
modules

5. Rest of the world

Cairo, Egypt- deflection yokes, fly back transformers, tuners
Herzelia, Israel- R&D

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of information from Lockwood Greene, official site [online] http://www.lg.com.
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The direction of the group’s R&D efforts suggest
that its current growth engines revolve around mobile
handsets, digital displays (including television sets),
appliances and retail air conditioners. New hand-held
phones, larger LCD/PDP displays and television sets
and commercial packages of air conditioners are being
developed. Further down the line, LGE is placing its
stakes on organic light-emitting diode displays, flexible
displays, itscar ‘infotainment’ system and non-electrode
plasma lighting systems. Its 14 research laboratories in
the Republic of Korea and 16 overseas and its design
centres in major markets (China, Europe, India, Japan
and the United States) are coordinating efforts in that
regard. LGE is another Korean global electronics TNC
which is actively working to shift its operations towards
the knowledge economy.

In summary, two world-class electronic TNCs
with quite similar characteristicsin terms of evolution,
corporate strategies, organizational structure, and
internationalization processes have emerged from the
Korean development trajectory. According to the Japan
Electronics and Information Technology Industries
Association (JEITA, 2005), SEC and LGE compete
head-to-head in specific product groups, such asdigital
television sets (SEC market share: 9.4%, LGE: 9.3%),
computer monitors (SEC: 22.3%; LGE: 13.7%), TFT-
LCDs (SEC: 18%; LGE: 17%) and hand-held phones
(SEC: 12.6%; LGE: 6.7). It is expected that the digital
revolution will be complete by 2010, insofar asthe share
of digital electronics products will have reached 96%,
up from 57% in 2004, and anal ogue products will have
slumped to only 4%, from 43% in 2004, in a global
market that will have expanded from US$ 109 billion to
USS$ 178 billion. Within those two groups of electronics
products, digital television sets (PDP, LCD and CRT-PJ
with digital tuners) will rise from 22% to 54% of the
total, while analogue television sets (CRT-PJ without
digital tuners) will fall to zero from 34% in 2004. SEC
believes it has a one-year lead over its competitors in
40-inch LCD television setsand 60-inch PDP sets (Choai,
2005). This suggeststhat R& D efforts, on the one hand,
and the nature of the internationalization process for
digital displays, on the other, will be crucial factorsin the
competition between these two electronics TNCs.22
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Initially, SEC and L GE followed trajectories similar
to such Japanese el ectroni cs giants as Sony and Masushita.
The main differences between the two Korean TNCs
lie in the higher brand value of SEC and the scale of its
semiconductor activities, both of which far surpassthose
of LGE, although the latter is more internationalized in
terms of overseas assets. Both engaged in technol ogical
upgrading with path-following activities (consumer
electronics, personal computers) and path-creating ones
(CDMA telephony and mobile phones), but only SEC
achieved asignificant path-skipping technol ogical advance,
in the form of DRAM.

The two companies’ internationalization processes
have followed a certain common logic. Initially, they
undertook large market-seeking investmentsto gain access
to the major markets, such as North Americaand Europe,
followed by initiativesin Asia, especialy China. Thenthey
made very significant efficiency-seeking investmentsin
export processing zones in lower-wage Asian countries,
such aslndonesia, Malaysia, Thailand and Viet Nam, and
lower-wage countries that were close to major markets:
Mexico in the case of North Americaand CIS countries
inthe case of Europe. Strategic asset-seeking investments
—to purchase compani es with technol ogical advantages
or to set up R&D or design centres— are undertaken
mainly in the magjor markets. Both of these electronics
TNCsseem to be showing afresh interest in the emerging
market BRICs. OFDI has been an important mechanism
for the implementation of their corporate strategies.

Thesetwo Korean electronics giants face challenges
if they areto maintain their competitive advantages. The
appreciation of thewon makes exporting from the Republic
of Koreaincreasingly difficult. They find themselvesin an
Asian nutcracker between lower-wage fast followers and
technological upstarts, especially China, and competitive
TNCs from developed countries. SEC and LGE are
being obliged to extend and calibrate their international
production systems in order to compete effectively in
both mature and emerging markets. At the same time,
they must also undertake ever-increasing R&D efforts
to push deeper into those activities associated with the
knowledge economy. As a result, these two companies
have become the Republic of Korea's principal agents
in that area.

2 Inthecaseof SEC, oneof the key questionsishow it can best calibrateitsinternational competitiveness by way of the internationalization of digital
displays. For example, itsstrategic partners, such as Samsung Corning Precision (glass), Samsung Corning (back light), Samsung Electro-Mechanics
(LED, PCB, etc.), Cheil Industries and Samsung Fine Chemicals (sheet, film, chemicals), and its in-house production to supply components and
meaterials (driver IC, LCD/PDP modules) will need to coordinate their internationalization processesin order to supply strategic-partner final product
assemblers, such as Samsung Electronics Company-Sony (TV's), or in-house final product assembly processes TV's, monitors, Note PC, HHP and
multimedia. A key question iswhen and if Samsung Electronics Company will internationalize its production of LCD/PDP modules, asits current
plants have been constructed exclusively in the Republic of Korea (Giheung/Hwaseong and Cheonan/Tangjeong complexes).
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2. The international expansion of the automotive industry

In 2005, the world’s 10 leading automobile assemblers
accounted for almost three quarters of the world-wide
production of 66.5 million vehicles (up from 58 million
units in 2000). The principal changes in the industry
recently have been therise of Asian manufacturers Toyota
Motor Company, Honda Motor Company and Hyundai
Motor Company (HMC) and therelative decline of United
States companies, such as Genera Motors (GM) and
Ford Motor Company.

According to the International Organization of Motor
Vehicle Manufacturers (OICA), HMC of the Republic
of Koreareached ninth in the global ranking, measured
by production. Measured by sales, HMC isranked sixth
by the website Automobile.com (seetablel11.13). Inthe
J.D. Power Associatesinitial quality study conducted in
June 2006, HM C surpassed Toyotaand Honda, rising to

third place in terms of number of problems (102) per 100
vehiclesand overtaking Nissan to gain sixth placeinterms
of sales (J.D. Power and Associates, 2006). Thus, in the
space of three decades, a Korean automobile assembler
established a prominent position among the top 10 firms
of the global automotive industry. The dimension of that
success reflects the fact that the Republic of Koreaisthe
only country that has been able to simulate the success
of the Japanese automotive industry by transforming an
export business based primarily on national champions
into aglobal competitor (Lautier, 2001; Ravenhill, 2001).
HMC is a mgjor global TNC —the eightieth largest in
the world by sales (US$ 57.4 billion) in 2005 (Fortune
Global 500). Among devel oping country TNCs, HMC was
ranked thirteenth by external assets (US$ 5.9 hillion) in
2004 (UNCTAD, 2006).

Table 111.13
TOP 10 AUTOMOBILE TNCs, BY PRODUCTION AND SALES, 2005
(Millions of vehicles)

According to OICA

According to Automobile.com

Automotive TNC 2005 Production Automotive TNC 2005 Sales
General Motors (includes Opel, Vauxhall, GM Daewoo) 9.1 General Motors 8.4
Toyota Motor Co. 7.3 Toyota Motor Co. 8.1
Ford (including Jaguar and Volvo) 6.5 Ford Motor Co. 6.2
Volkswagen group 5.2 Volkswagen AG 5.2
DaimlerChrysler (including Evobus) 4.8 DaimlerChrysler AG 4.9
Nissan Motor Co. 35 Hyundai Automotive Group 3.7
Honda Motor Co. 3.4 Nissan Motor Co. 3.6
PSA Peugeot Citroén 3.4 PSA Peugeot Citroén 3.4
Hyundai (including Kia) 3.1 Honda Motor Co. 34
Renault (including Dacia and Samsung) 2.6 Renault 25
Subtotal top 10 48.9 Subtotal top 10 49.4
World 66.5 World

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of the International Organization of Motor Vehicle Manufacturers official site [online]

http://www.oica.net and Automobile, official site [online] http://www.automobile.com.

In the Republic of Korea, the automotive sector
contributes 9.4% of the manufacturing industry’s value-
added and production, accountsfor 8.3% of national exports
and employs 7.4% of the gross national workforce (http://
www.korea.net). Automotive production was expected to
exceed 4 million unitsin 2006 (KAMA, 2006). In 2005,
exportsreached almost 2.6 million units and were worth

about US$ 27 billion. Importswererising too, but from a
very small base (46,000 units). In the same year, domestic
salesaccounted for 31% of total saleswhile exports made
up 69%, indicating that the Korean automotive industry
has become highly export-oriented (KAMA, 2006).

The success of the Korean automotive industry was
not easily achieved.? Its evolution may be visualized in

23 |n many ways, Korean automotive manufacturing reflected the systemic crisis that affected the country’s development trajectory as a whole,
insofar asthe ongoing dispute between “techno-nationalists’ (in favour of State-led industrial policy) and “techno-rationalists’ (more comfortable
with market-led initiatives) was played out in the evolution of the industry. The industry underwent a fundamental shift as aresult of the 1997
financial crisis (Ravenhill, 2001), as did the Republic of Korea's development trajectory in general.
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five principal stages: the assembly of imported knocked
down kits (1960s); the devel opment of thefirst proprietary
models, such as the Pony (1970s); mass production and
export (1980s); the development of independent models
(1990s); and, after thefinancia crisis, the globalization of
theindustry (post-2000). In thefirst two stages, State-led
industrialization policiesin theform of import protection
for the domestic market, preferential credit allocations,
domestic content regul ations and export incentives, aswell
asaparticular geopolitical context, were very influential
in shaping theindustry (Lautier, 2001; Ravenhill, 2001).
Towards the later stages, however, indirect initiatives to
support the devel opment of high-tech and coretechnologies
were more representative of Korean automotive industry
policy (Invest Korea, 2003). Freetrade agreements (FTAS)
could play a more important role in the international
expansion of thisindustry in the future.

Most of the original Korean automobile assemblers
wereinitially associated with global auto TNCs by way of
minor capital shareholdings, acquired for the purpose of
accelerating their catch-up processes (for example, HMC
with Ford, then with Mitsubishi; Daewoo with General
Motors and Isuzu; Kiawith Ford and Mazda). However,
continuing difficultiesin achieving significant technology
transfer led Korean government officials to back more
independent efforts by these national producers.

Between 1979 and 1997, the principal assemblers
ramped up domestic production capacity sharply: HMC
from 104,000 to 1,347,000 units; Daawoo from 39,000 to
845,000 units and Kiafrom 59,000 to 760,000 units. The
three companieshad also increased their overseas production
capacity sgnificantly by 1997: Daewoo to 831,000 units, Kia
t0 228,000 unitsand HM C to 170,000 units (Nam, 2005).
Daewoo focused mainly on acquiring existing operations
in Eastern European countries, such as Romania, Poland
and the Czech Republic. Kiatended to establish licensing
agreements with knocked down kit assemblers in Asian
countries (such as Iran, Pakistan, Philippines and Taiwan
Province of China). HMC built a major greenfield plant
in Bromont, Canada in 1989; however, this proved to be
adtrategic error (Nam, 2005) and the plant was closed in
1993. Thus, very aggressive internationalization strategies
were deployed by these Korean automobile assemblers.

The rapid expansion of the industry’s production
capacity could not hidethefact that it suffered from anumber
of significant problems. Among its main shortcomingswas
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itsweak international competitiveness, which was dueto
continuing difficulties in accessing the best technology
fromforeign partners, coupled with Korean firms' limited
technology generation capabilities of their own, as well
as poor quality products, costly or poor quality locally-
produced parts and components, rising local |abour costs
and premature internationalization (Lautier, 2001; Lee
and Pai, 2004). In the 1990s, the combined effects of
these problems eventually led to huge and unsustainable
debt-equity levels —in the order of 640%— among the
principal Korean automobile assemblers. Kia Motors
alone had debtsin excess of US$ 6 billion.?*

Some of the strongest impactsof the 1997 financid criss
inthe Republic of Koreawerefelt precisdy inthe automotive
industry. First, only those companiesinapostion to rapidly
increase exports when domestic sales collapsed —such as
HMC and Kia— had a chance of surviving intact. In the
case of Kiag, the firm’s excessive foreign debt caused it to
founder. Second, each of the other three producers, none of
which had a proprietary model, were acquired by foreign
automobile companies: General Motors (USA) purchased
amaor interest (44.6%, now 50.9%) in Daewoo Motor in
2002, Renaullt (France) acquired acontrolling stake (70.1%)
inthe automotivewing of Samsung in 2000 and SAIC (China)
bought 48.9% of Ssangyongin 2005. Theindustry leader in
the Republic of Korea, HMC, acquired both Kiaand Asia
Motorsin 1998.%° Thus, the financial crisis devastated the
Korean automotive industry by destabilizing producersand
collapsing domestic sales (see figure 111.5).

Figure 111.5
THE KOREAN AUTOMOTIVE INDUSTRY, 1970-2005
(Numbers of units)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on

the basis of Korea Automobile Manufacturers Association (KAMA), Annual
Report 2006- Korean Automobile Industry, Seoul, 2006.
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24 Government indecision about how to deal with Kia (first declining to intervene, then nationalizing the company, followed by two unsuccessful
auctions of its assets) weakened market confidencein its ability to handle the debt crisis and negatively affected credit ratings. The bankruptcy

of Daewoo compounded these problems (Ravenhill, 2001).

% HMC had recovered from the failure of the Bromont venture and had investment funds available, partly because the Korean government did not
actively support its overseasinvestment projectsin 1993-1997 after the President of HM C unsuccessfully entered the running for the presidency
of the Republic of Korea. As aresult, HMC was not asinternationally exposed as its Korean competitors, such as Kia and Daewoo.
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The structure of the Korean automotive industry
changed dramatically after the financial crisis. Whereas
domestic sales had driven growth during the 1980s and
early 1990s, the heavy slump in these sales made exports
the new engine of growth. By 2005, exports accounted
for aimost 70% of overall sales. Reflecting the tastes of
foreign consumers, medium-sized passenger cars and
SUVsincreasingly replaced small vehicles asthe dominant
outputs of the Korean automotive industry. The principal
export marketswere North Americaand Europe; however,
emerging markets gathered momentum after the year 2000,
especialy for knocked down kits. HMC and Kia were
able to weather the didocation of the financial crisisand
continue to grow by specializing in higher-value-added
medium-sized passenger carsand SUV sand by increasing
exports. HM C raised its production from 770,558 unitsin
199810 1,683,760 unitsin 2005. Kia s production jumped
from 362,947 unitsin 1997 to 1,105,170 in 2005. Daewoo
rapidly recovered its 1997 level of production; however,
its export performance was erratic until General Motors

Economic Commission for Latin America and the Caribbean (ECLAC)

(GM) acquired control of the company. Thereafter, it did
successfully export vehicles assembled in the Republic of
Koreaand knocked-down kits, exceeding the 500,000 unit
milestonein 2005 with the assistance of the GM international
system. Ssangyong floundered until itstakeover by SAIC,
and even then suffered a 22.8% drop in sales in 2005.
Samsung recovered after it was purchased by Renault;
however, its export performance was poor.

In spite of the sharp rise in foreign participation in the
Korean automotiveindustry, HM C consolidated its presence
with a market share of about 50%, in addition to the 23%
corresponding to Kia(Hyundai Motor Company, 2006b). Its
share of exports reached 43.7% in 2005, plus Kia's 32.4%.
Thesetwo companiesweredbleto utilizeafar higher proportion
of their production capacity than their competitors in the
Republic of Korea. For that reason, the recent history of the
Korean automotive industry is mainly about the evolution
of HMC (see table 111.14). The company’s success has
been described as* one of the most surprising turnaboutsin
automotive history” (TimeAsia, 25 April 2005).

Table 111.14
KOREAN AUTOMOTIVE INDUSTRY PERFORMANCE, BY MANUFACTURER, 2005
(Number of units and percentages)

Producers/Aspect Production capacity Production Domestic sales Exports
(KARI) (KAMA) (KAMA) (KAMA)
HMC 1850 000 41.1 1683 760 45.5 570 814 50.0 1131211 43.7
Kia 1250 000 27.7 1105170 29.9 266 508 23.3 838513 324
Subtotal HMC Kia 3100 000 68.8 2788930 75.4 837 322 733 1969 724 76.2
GM Daewoo 1060 000 235 648 788 17.5 107 583 9.4 544 809 21.1
Ssangyong 220 000 4.9 135901 3.7 75527 6.6 65521 25
Renault-Samsung 125 000 2.8 118 438 3.2 115 425 10.1 3610 0.1
Others n.a. n.a. 9293 0.3 6 705 0.6 2424 0.1
Total 4505 000 100.0 3699 350 100.0 1142 562 100.0 2586 088 100.0

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of Korea Automotive Research Institute (KARI), 2006 Korean Automotive Industry,
Seom, Hyundai Motor Co., 2006 and Korea Automobile Manufacturers Association (KAMA), Annual Report 2006- Korean Automobile Industry, Seoul, 2006.

(a) Hyundai Motor Company (HMC)%

TheHyundai Motor Company (HMC) was established
in 1967 as part of the Hyundai chaebol. It was actively
involved in the Republic of Korea's Heavy and Chemical
Industries (HCI) initiative. It evolved inthree clear phases.
(i) the development of an independent proprietary model;
(i) the establishment of large scale production; and (iii) the
establishment of aglobal network (Nam, 2005). Inthefirst
phase, starting in the 1960s, HM C assembled knocked-down
United Statesmodels (New Cortinaand Ford 20M) inthe
Republic of Korea, with the technical assistance of Ford.
But thiswas not a satisfactory experiencefor HMC and it
adopted aself-reliant, export-oriented strategy, developing

itsown models. In 1974 HM C designed and manufactured
the Republic of Korea s first independent car model, the
Pony, which it exported to Latin Americaand the Middle
East inthemid-1970s. Inthe case of theMiddle East, HMC
piggybacked on the presence of Hyundai Heavy Industries
there. Production rosefrom 10,000 unitsinthe early 1970sto
140,000in 1984 and the company attained a90% localization
ratefor the Pony model by 1976. Neverthel ess, those exports
peaked in 1980 and HM C devel oped its second proprietary
model, the Stellar, in 1983.

The company’sinitia successwithitsown proprietary
models alowed it to contemplate the second phase of
expansion. This consisted of a huge increase in economic
sca e, thedevel opment of itsown proprietary engine, increased

2 Based on interviews at HMC and Kia headquarters in Seoul, as well as Hyundai (2006a, 2006b, 2005 and 2004) and Nam (2005).
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exportsand the beginnings of FDI-driveninternationalization
inthe mid-1980sthrough to the 1990s. Much of the success
of HMC in coming to dominate the Korean automotive
industry derived, first, from its technical cooperation
agreement with Mitsubishi, which was more satisfactory
than the previous arrangement with Ford. Mitsubishi
purchased 10% of the sharesin HMC and the HMC plant
built in 1980 was based on Japanese technol ogy.2” Second,
rising demand by Canadian and United States customers
for Korean vehicles was aso a driver in the company’s
success.®® HMC production capacity in the Republic of
Korearocketed from 240,000 unitsin 1985t0 1,347,000in
1997. HMC al so sought to increaseits overseas production.
Low quality products and rising labour costs caused a
sharp fall in United States sales between 1989 and 1993,
however, and the Canadian factory in Bromont was closed
in 1993. HM C became much more cautiousthan its Korean
competitors about further internationalization in the form
of FDI, even though it did maintain small knocked down
kit plants in Botswana, Egypt, the Philippines, Thailand,
Maaysia and Zimbabwe. Given its difficulties with FDI
as a channel of internationalization, HMC concentrated
its production expansion in the Republic of Korea itsalf,
where it possessed several world-class plants, such as
Ulsan (which became one of theworld’slargest automobile
factories), Asan (which becamethe world’smost automated
factory) and Chonju. Nevertheless, the 1997 financid crisis
destabilized HMC, at the same time as it presented the
company with the strategic opportunity to acquire the assets
of Asian Motorsand Kia. Inview of the new situation that
developed after the financial crisis, HMC set its sights on
becoming aglobal automobile TNC.

Seeking to boost its sagging international sales, build
trust inits products and demonstrate its seriousness about
vehicle quality, HM C becamethefirst carmaker to offer a
10-year warranty in the United States market. Itssuccessin
thisgaveit abasisfrom which to extend itstechnol ogical
independence to higher-value-added vehicles, which, in
turn, increased profits. Nonetheless, athough HMC is
expected to be the fastest-growing assembler of light
vehicles among all the major automotive TNCsin 2005-
2010, it still has to catch up in terms of its R&D effort,
which, at 1.5% of total revenues, is about one quarter
of the resources allocated by other leading automotive
TNCs (Autofacts, 2006). With renewed confidence, HMC
embarked on a new and more coordinated strategy of

27" 1n 1982 that technical cooperation evolved into a strategic alliance.
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internationalization through FDI, including the integration
of the AsiaMotors and Kia assets.?

The logic of HMC global business is evident in
the structure of its assets. Its Korean manufacturing
assets consist of the Ulsan, Asan and Jeonju plants.
Ulsan, the principal manufacturing hub, consists of
five independent manufacturing facilities with 34,000
employees and a production capacity of 1,530,000 units
(the Accent and Getz models are made in plant one; the
Santa Fe, Centennial, and Tucson modelsin plant two;
the Elantra, Hyundai Coupe, and Matrix modelsin plant
three; the H-1, Trajet, H-100 and H-1 trucks in plant
four; and the Terracan and Tucson SUVsin plant five).
TheAsan plant makes mainly passenger carsfor export
and possesses a production capacity of 290,000 units.
The Jeonju plant specializesin heavy duty commercial
vehicles, including buses and trucks, and has a capacity
of 60,000 units.

The company’s main international manufacturing
facilities are located in China, India, Turkey and the
United States. In thefirst three, HMC was afirst mover
and achieved significant national market shares. The
Hyundai plant in Turkey, Hyundai Assan Otomotiv Sanayi
(HAQS), represents a transitional facility towards the
new global business. Established in 1993, it was ajoint
venture with the Kibar Group, asmall-scale undertaking
aimed at making inroadsinto Turkey’s domestic market
and taking advantage of its bilateral treatieswith Middle
Eastern countries and in the belief that Turkey would
soon become amember of the European Union. Seeing
great potential, HMC eventually started producing the
Accent small passenger vehicle (capacity 50,000 units)
and the Grace van (20,000 units) at HAOS, but sales
and exports were poor. HM C then set about revitalizing
the facility, strengthening the product line-up with
the launch of the Verna model, expanding the dealer
network to 80 agents and aiming to increase capacity
to 100,000 by 2007.

TheHyunda Motor India(HMI) plant near Chennai was
aUS$457-million greenfield investment with aproduction
capacity of 120,000. It began making the Santro and Accent
models in 1990 (80,000 and 40,000 units, respectively).
Much of the machinery and equipment for Chennai came
fromthefailed Bromont plant in Canada. HM C hasreached
alocalization rate of 70% for partsby convincing 13 Korean
partssuppliersto enter into joint ventureswith local operators

2 HMC entered the Canadian market in 1984 and the United States market two years later. In 1986, HMC exported 300,000 cars to the United States.

2 Kiaowned plantsin the Republic of Koreaat Sohari, Hwasung, Kwangju and Suhsan. Its main manufacturing facility abroad isin Slovakia, although
it dso hasknocked down kit plantsin the Bolivarian Republic of Venezuela, Indonesia, Iran, Namibia, Pakistan, the Philippines, Taiwan Province of
Chinaand Viet Nam. HMC and Kiashare overseas R& D facilitiesin Germany, Japan and the United States. On 6 September 2005, Kia announced
plansto build a new plant with capacity for 400,000 units, worth US$ 1.2 billion, in Georgia, United States.
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and 38 local suppliersto set up within 50 kilometres of the
HMI plant. Thisplant has been very successful. The Santro
was named “ Car of theYear” in Indiain 1999 and the HMI

plant began to turn a profit by 2000. It was later upgraded
toregiona headquartersfor exportsto devel oping countries
and made asource of core components, such asenginesand
transmissions. HMI hasavery significant share of theIndian
market. Recently, HM C decided to strengthen the product
line-up by adding the Verna and Getz models, increase
the number of dealersto 220, add athird shift and build a
second plant. In 2006, it sold 280,000 units, 189,000 in the
domestic market and 91,000 as exports.

TheBeijing Hyundai Motor Company (BHMC) joint
venture with Beijing Automotive Holding Company was
thefirst stage of amajor commitment in China. Themain
objective was to secure a strong market share there. It
beganin 2002 asarelatively small US$ 200-million plant
with aproduction capacity of 50,000 unitsfor the Sonata
model. It was later upgraded with a US$ 430-million
investment to increase production to 200,000 units, half
for the Sonata and half for the Elantra. Lastly, a fresh
investment extended production capacity to 500,000 units
and prepared for production of the Tucson and Verna
models. This plant has been exceptionally successful. An
engine-manufacturing plant with a capacity of 150,000
was added. The BHMC plant hasthe highest single market
sharein China, at 9% in 2006. Plans are under way for a
second plant with a 300,000 production capacity.

TheHyundai Motor Manufacturing Alabama(HMMA)
plant in the United States was the new HMC local
production base for North America. Its was intended to
increase the firm’'s market sharein the United States and
avoid trade disputes with the United States government.
The US$ 1 hillion investment was a fully-fledged plant
complete with testing facilities and a production capacity
of 235,000 units. It wasto manufacture the Sonatamodel
to compete with the most popular vehiclesin the United
Statesmarket: the Toyota Camry and theHondaA ccord. The
HMMA plant has aautomation rate and ratio of modular
production superior to the Asan plant in the Republic of
Korea. It has won awards for quality and its 2006 sales
reached 275,000, of which 242,000 were local salesand
34,000 were exports. Now the Santa Fe model is to be
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added to theline-up. Interestingly enough, HMC (and Kia)
undertook major investmentsin the United States market
at the same time that an FTA between the two countries
was being considered by the two governments.

HMC intendsto further expand its overseas capacity
from 910,000 unitsto 1,820,000 units by increasing capacity
in China to 600,000 units, in India to 250,000 units, in
Turkey to 120,000 unitsand in Europe (Czech Republic)
to 300,000 units. HMC consolidates its global business
by way of R&D centresin the main markets: the United
States (Californiaand Michigan), Europe (Germany) and
Asia(Japan). In other words, although HMC may initially
have simulated the trajectories of Japanese automobile
TNCs, today it israpidly consolidating as an innovative
global automobile manufacturer.

In sum, the automobile industry represents another
prime example of successful industrial and technological
upgrading to create a Korean-based globa TNC. It began
by following the Japanese trgjectory but soon developed its
own characteristicsin terms of models, markets and global
production networks. From the perspective of technological
catch-up, theindustry may be considered to have adopted a
path-skipping trgjectory (Leeand Kim, 2001). The success of
HMC isal themore noteworthy becauseit was capable not
only of recovering from adisagtrousinitia internationaization
process, in which it lacked clear competitive advantages
(Nam, 2005), but of learning from that experiencein order to
congtruct atruly competitive global businessthereafter. Asit
evolved, HM C hasdemonstrated several internationdlization
objectives—accessing markets, reducing production costs,
obtaining technology and strategic locations— and has
pursued these with varying degrees of vigour at different
stages (Moon, 2005).

The Korean automobile industry is now facing a
number of challengesrelated to the globalization process.
The rapid appreciation of the Korean won is placing
limits on future automobile exports and increasing the
attractiveness of modelsimported into the Korean market
(especialy from Japan and Germany). Manufacturers are
being pressed to further raise the quality of their products
in order to improve their brands and it is probable that
Korean automobile manufacturers will expand further
by way of OFDI.

3. The international expansion of the textile and apparel industry

Thetextile and apparel industry has played a significant
rolein the Republic of Korea s national industrialization
process, even though its contribution to manufacturing

GDP has declined sharply since it peaked at over 20%
in the 1970s (see figure 111.1). Apparel provided early
export earnings and synthetic textileswere akey part of
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the HCI initiative, which laid down a solid petrochemical
industry in the country. The industry’s staying power
as a driver of the Korean development trajectory is
attributable to its ability to adapt to the changing rules
and restructuring process of the international textile
and apparel industry. However, in view of the current
challenges, especially the heightened competition from
China and India, the Republic of Korea will have to
consider accelerated upgrading of the industry and its
technology if textiles and apparel areto continueto play
asignificant role in the future.%°

Following Japan’sexampl e, the Republic of Koreaand
other newly industrializing South-East Asian economies
(such asHong Kong SAR and Taiwan Province of China)
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experienced notable success by latching onto the textileand
apparel industry to initiate exports and take thefirst steps
towardsforming anational industrial base. The spectacular
success of Asian newly industrialized countries (NICs)
in winning international market shares in the leading
industrial economies elicited a harsh response from the
respective governments in the form of restrictive trade
practices and preferential trade agreements that blunted
this export drive. Recently, however, new multilateral
rules have brought fresh —and stiffer— competition
into the international textile and apparel industry (see
box 111.2). Many Korean firms adapted to the changing
rules by opting for new corporate strategies involving
OFDI (seebox I11.3).

Box I11.2

THE INTERNATIONAL TEXTILE AND APPAREL INDUSTRY: DEALING WITH THE EFFECTS OF DISTORTED TRADE

In response to the rapid success of
developing country apparel exporters, many
industrialized countries tried to recover
lost market shares or slow the decline of
their own textile and apparel industries by
implementing restrictive trade practices.
For example, the Multifibre Arrangement
of 1974 authorized the major importing
countries to impose quotas on the principal
exporters of apparel. This led producers,
from both importer and the major exporting
countries, to establish assembly operations
in third countries where they could use the
local quotas to export to large markets,
even if those countries lacked absolute
comparative advantages. Such assembly
operations were usually located in export
processing zones in lower-wage countries.
Thus, some developing countries that
foreign investors would not otherwise have
considered for apparel assembly suddenly
became important FDI destinations.
Some of the principal importer
countries followed up with bilateral trade
agreements containing rules of origin,
which provided incentives for the use
of domestically-produced textile inputs
and made those of the exporters’ local

industry relatively uncompetitive. For
example, the Government of the United
States designed and implemented such
mechanisms as “production sharing” under
section 807 of the Tariff Schedules of the
United States (TSUS) and, later, heading
9802 of the Harmonized Tariff Schedule
of the United States (HTSUS), as well as
preferential trade agreements (such as the
Caribbean Basin Economic Recovery Act
of 1983, which evolved into the Caribbean
Basin Trade Partnership Act of 2000, and,
later, the Dominican Republic —Central
America— United States Free Trade
Agreement (CAFTA-DR) in 2005, and the
North American Free Trade Agreement
(NAFTA) in 1994). Such arrangements
supported the United States’ national textile
industry by encouraging the duty-free
incorporation of United States components,
such as cloth, thread, buttons, and so on.
Mexico and many Caribbean Basin countries
thus became principal suppliers to the
United States market, but in the process
confined their activities to apparel assembly
using the more expensive United States
inputs, which complied with the respective
rules of origin. Many of the Asian apparel

exporters who were thus disadvantaged
saw their direct United States market
shares fall, although some adeptly used
“triangular manufacturing” arrangements
to establish apparel assembly facilities in
developing countries with unfilled quotas
or special access, including Mexico and
Caribbean Basin countries.

A new Agreement on Clothing and
Textiles negotiated in the context of the trade
liberalizing agenda of the General Agreement
on Trade and Tariffs (later, the World Trade
Organization) and implemented in 1995
required the phasing out and elimination
of quotas over the following 10 years. This
made the textile and apparel industry even
more intensely competitive and the main
beneficiaries will undoubtedly be those
countries that possess competitive integrated
textile and apparel industries, most notably
China and India and a small number of other
countries, such as Pakistan, the Republic of
Korea and Taiwan Province of China, which
can offer buyers the “full service package”
through their global networks. Thus, market
economics are being re-established in the
global textile and apparel industry and the
existing distortions are being reduced.

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of Cotton USA, “Cotton USA sourcing program” [online] 2006 http://www.
cottonusasourcing.com; G. Gereffi, “International trade and industrial upgrading in the apparel commodity chain”, Journal of International Economics, vol. 48, 1999;
Michael Mortimore, “Illlusory competitiveness: the apparel assembly model of the Caribbean Basin”, INTECH Discussion Paper Series, No. 2003-11, Maastrict, Institute
for New Technologies, United Nations University, November 2003 and “When does apparel become a peril? On the nature of industrialization in the Caribbean Basin”,
Free Trade and Uneven Development: The North American Apparel Industry after NAFTA, G. Gereffi, D. Spener and J. Bair (eds.), Philadelphia, Temple University Press,
2002; United Nations Conference on Trade and Development (UNCTAD), “TNCs and the removal of textiles and clothing quotas”, UNCTAD Current Studies on FDI and
Development, No. 1, New York, 2005 and The Competitiveness Challenge: Transnational Corporations and the Industrial Restructuring of Developing Countries, New
York, October 2000; International Trade Commission (ITC), “The impact of the Caribbean Basin economic recovery act- seventeenth report 2003-2004", Investigation
332-227, ISITC Publication, No. 3804, Washington, D.C., September 2005 and “Textiles and apparel: assessment of the competitiveness of certain foreign suppliers

to the U.S. market”, Investigation 332-448, USITC Publication, No. 3671, Washington, D.C., January 2004.

30 Along with industrial and technological upgrading, in the case of textiles and apparel the FTA currently being negotiated with the United States
could also boost the industry by lowering import tariffs and improving market access (KOFOTI, 20063).
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Box 111.3

THE INTERNATIONALIZATION OF THE TEXTILE AND APPAREL INDUSTRY

The fact that the value chain of the textile
and apparel industry could readily be
broken into its principal components
facilitated its early internationalization.
The key elements of these (now global)
value chains are the supply of textiles for
yarn production (i.e., natural fibres like
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Taking the United States market as an
example, United States manufacturers (such
as Sara Lee, Levi Strauss, Warnaco or Fruit
of the Loom) could thus move the assembly
of apparel offshore in order to reduce costs
and tackle import competition from Asia.
New economic agents also emerged to
take advantage of the evolving situation.
“Lean” retailers and branded marketers
were able to improve their negotiating
relations with manufacturers to such an
extent that previously producer-driven value
chains became increasingly buyer-driven.
Branded marketers, such as Liz Claiborne,
Donna Karan, Nike and Reebok possessed
very few production facilities because they
outsourced to offshore assemblers. Such
retailers as JC Penney, Sears and so forth
emulated branded marketers by employing
their own private labels or brand names
which were assembled abroad.

This provided important opportunities for
developing-country companies that were in a
position to service the new needs of United

cotton, wool, silk, and so on, synthetic
fibres such as polyester, nylon and acrylic,
and artificial fibres like rayon or acetate),
the provision of components (cut or uncut
fabrics, thread, buttons, and so forth), the
assembly of the apparel, the definition
of the export channel, and the marketing

THE TEXTILE AND APPAREL VALUE CHAIN

i b

Gawp Fnaraed
mbren » Ciriirg Lo &
_ Finishag _

States retailers and branded marketers. The
most successful were those that went beyond
final product assembly in low-wage sites using
buyer-provided components and began to
provide “full package” services. In the case
of Asian companies, full package services
typically included product development,
fabric sourcing and cutting, garment sewing,
packaging, quality control, trade financing and
logistics arrangements. Successful examples
include Li & Fung and Yue Yuen / Pou Chen
Industrial Holdings (both Hong Kong SAR
and China), Nien Hsing (Taiwan Province
of China) and Sae-A (Republic of Korea),
which often assembled final products in third
countries from which they exported to end
markets (“triangular manufacturing”). Coupled
with the return of market economics to the
global apparel industry, lean retail provided
opportunities for Asian full package providers
in China, Hong Kong SAR, the Republic of
Korea and Taiwan Province of China.

In other words, the textile and apparel
value chain’s separability into its component

carried out at the final point of sale. The
first four components of the value chain
could be located geographically to work
around trade distortions in the form of
quotas or preferential trade agreements
with strict rules of origin.
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parts allowed for new corporate strategies
employing offshore sourcing in the form
of efficiency-seeking FDI. United States
apparel manufacturers typically established
offshore assembly operations in Mexico
and the Caribbean Basin in the context
of trade restrictions established by the
United States to help them —as well as
United States textile manufacturers such
as Burlington Industries, Cone Mills,
Parkdale Mills and Guilford Mills— face
up to competition from Asia. United States
retailers and branded marketers typically
outsourced to Asian assemblers with
assembly sites both in Asia and Mexico
and in the Caribbean Basin. In turn,
the more successful Asian companies
usually developed full package facilities
to satisfy their United States customers
and to upgrade their own business into
original design and brand manufacturing.
In this way, internationalization played a
significant role in the evolution of the Asian
textile and apparel industry.

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of International Trade Commission (ITC), “Textiles and apparel: assessment of the
competitiveness of certain foreign suppliers to the U.S. market”, Investigation No. 332-448, USITC Publication 3671, Washington, D.C., January 2004.; R. Applebaum,
“Assessing the impact of the phasing-out of the agreement on textiles and clothing on apparel exports on the least developed and developing countries”, May 2004,
unpublished; Cotton USA, “Cotton USA sourcing program” [online] 2006 http://www.cottonusasourcing.com; Economic Commission for Latin America and the Caribbean
(ECLAC), Foreign Investment in Latin America and the Caribbean, 2003 (LC/G.2226-P), Santiago, Chile, April 2004, United Nations publication, Sales No. E.04.11.G.54
and Foreign Investment in Latin America and the Caribbean. 1999 Report (LC/G.2061-P), Santiago Chile, January 2000, United Nations publication, Sales No. E.00.
11.G.4; G. Gereffi, “International trade and industrial upgrading in the apparel commodity chain”, Journal of International Economics, vol. 48, 1999; International Trade
Commission (ITC), “The impact of the Caribbean Basin Economic Recovery Act- seventeenth report 2003-2004", Investigation 332-227, ISITC Publication, No. 3804,
Washington, D.C., September 2005; United Nations Conference on Trade and Development (UNCTAD), “TNCs and the removal of textiles and clothing quotas”, UNCTAD
Current Studies on FDI and Development, No. 1, New York, 2005 and World Investment Report 2002. Transnational Corporations and Export Competitiveness, New

York, August 2002.

Historically, the textile and apparel industry was
considered the mother of the Republic of Korea's
modernization drive (KOFOTI, 2005). Although it now lags
behind the more dynamic sectors of the Korean economy, it
till representsasignificant part of the manufacturing sector:
16.2% of firms, 12% of employment and 6.5% of value-

added (seetablel11.15). Theinternational competitiveness
of the Korean textile industry is reflected in its world
ranking as the largest exporter of synthetic fibres and the
fourth largest exporter of both synthetic textilesand textiles
overall. Notably, the Republic of Korea accounts for over
10% of global exportsof polyester filaments. Nonethel ess,
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the principal Korean textile companies are not global
heavyweights as the Korean electronics and automotive
industries are and the apparel companies are currently
hard-pressed to remain internationally competitive against
the rise of China, India and other major producers.

Table 111.15
STRUCTURE OF THE KOREAN TEXTILE AND APPAREL INDUSTRY,
2003

s / Ind Number of Employees Value-added

egment/ Industry firms (thousands)  (billions of won)
1. Synthetic fibres 89 185 1.8
2. Textile processing 2 9397 12 9.3
3. Apparel 8729 132 5.6
Textile and apparel industry 18 215 329 16.7
All manufacturing 112 662 2735 255
Textiles and apparel as

a percentage of

manufacturing 16.2% 12.0% 6.5%

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the
basis of National Statistical Office, 2003 Statistical Survey Report on Mining
and Manufacturing Industries, Seoul.

2 Includes weaving, knitting, fabrics manufacturing, dyeing, and so forth.

Figureslll.6 and111.7 indicate that the competitiveness
of both textiles and apparel slipped considerably during
the 1990s. In the case of apparel, importsto the Republic
of Korea grew significantly as well, thus lessening the
favourabl e balance-of -paymentsimpact that the sector had
generally achieved. The Republic of Korea'sinternational
market share of textiles had grown from 4% to 8.2% in
1980-2000, but by 2004 this share had declined to 5.6%.
Theinternationa market-share loss of the Korean apparel
segment was even more dramatic: having stabilized around
7.3%1in1980-1990, it had fallen precipitoudly to just 1.3%
by 2004 (Choi, 2006). In 2005 aone, the United States
market share of Korean apparel fell by 26% and that of
textilesby 4.5%. The market share of Korean textilesand
apparel inthe European Union declined by an astounding
58.2% in that same year (Park, 2006).

Figure 111.6
KOREAN EXPORTS OF TEXTILES AND APPAREL, 1977-2005
(Millions of dollars)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the
basis of Korea Federation of Textile Industries (KOFOTI), Textile and Fashion.
Annual Edition, March 2006.
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Figure 1.7
KOREAN IMPORTS OF TEXTILES AND APPAREL, 1977-2005
(Millions of dollars)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the

basis of Korea Federation of Textile Industries (KOFOTI), Textile and Fashion.
Annual Edition, March 2006.

A host of factors were involved in the loss of
international competitiveness of Korean textiles and
apparel. Among the most important were increasing
wage rates in these industries in the Republic of Korea,
the appreciation of the Korean won, rising international
petroleum prices, labour shortages in these sectors, the
emergence of China as a strong competitor with the
abolition of export quotasin major markets, weak export
marketing strategies and the lowering of design standards
(Park, H., 2006). The apparel and spinning and weaving
sectors were particularly badly hit by competition from
lower-wage Asian countries (Choi, 2006).

Torevertthedeclineinitsinternational competitiveness
in the textile and apparel sector, the Republic of Korea
prepared a five-year technology innovation plan in the
context of the shift towards the knowledge economy.
The detailed roadmap associated with the five-year plan
issummarized in table 111.16.

In essence, the new strategy is to move into higher-
value-added segments by restructuring “losers’, through
fierce price competition played out in downsizing and
offshoring, and promoting “winners’, as a function of
design and quality and through new product devel opment
and improved marketing strategies (Oh, 2002; KOFOTI,
2005; Park, H., 2006). In thetextileindustry, thisinvolves
moving into new materials, such as nano-fibres, industrial
textilesand smart fabrics, and the use of modern techniques
for digital dyeing and printing. The Korea Institute of
Industrial Technology (KITECH) set up a research and
development centre to help achieve these goals. In the
apparel segment, itisnecessary to enter thefashionindustry
by way of product and brand devel opment and to continue
to reduce manufacturing costs through improved supply
chain management and marketing strategies (Park, S-H,



120

2006). Thefocuswould thus move towardsthe manufacture
of original designs. The success of the new strategy will
depend on the textile and apparel companies investing
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in new technologies, restructuring their existing assets
and establishing competitive internationally integrated
production systems to service major markets.3!

Table 111.16

REPUBLIC OF KOREA: ROADMAP FOR TECHNOLOGY DEVELOPMENT TASKS

Vision

Production of world’s first super-class, smart, intelligent and high-tech textile goods

Future prospects

Textile products to be used in world’s cutting-edge industries
Grafting of IT, industrial textiles and dyeing and processing technologies
Development of future-oriented, smart and intelligent apparel products

Core technologies

Super-high-tech industrial textiles, IT-ization of dyeing and processing and
intelligent apparel products

Technologies to
develop industrial
textiles and new state-
of-the-art materials

High-function textiles using
phase changing materials
(PCM)

Environmentally friendly
biodegradable complex
textiles

High-clean, environment-
improving complex textiles

Biocompatible health care
textiles and products

New biotech-fusion
environmentally
friendly materials

High-function textiles for use
in tyre cord

Automatic temperature control textiles made by melt spinning of PCMs
Textiles with applications of different kinds of functional materials, such as
sensitizing dyes, thermochromic dyes, aromatics and vitamins

Dyeing and processing of polylactic acid (PLA) textiles, bean textiles and
polyester-modified biodegradable textiles

Super-efficient filters for air and water purification
Filters for electron waves, acoustic and dust absorption and deodorization

Medical textiles, blood filter textiles, textiles for moisturization of artificial skin,
skin-care textiles with wound-treating properties

Bio-textiles using animal-derived collagen (ADC), bio-polyester, spider silk,
dyeing and processing for bio-textiles

Tyre cord yarns superior to existing polyethylene terephthlate (PET) materials,
development and application of polyethylene naphthalate (PEN) textiles and
modified cellulose for tyre cord

Digital, intelligent
fashion apparel
technologies

Digital-technology-enabled
fashion apparel

Intelligent textile apparel

Internet-based fashion
apparel products

Design/manufacturing
technologies for intelligent
special protection clothes

Smart apparel for daily life
in the future

New textiles incorporating
biometrics technology

Systems for 3D cyber space filling and 3D tailoring; technology for computer
simulation, for artificial-intelligence control and management and for image
processing and sensor applications; and technology for cyber fashion show
materials and applications

Intelligent textile apparel that can monitor the wearer’s physical condition and
actions, transmit data and report on monitored results for military and medical
applications and for the elderly or infirm

Application Service Provider (ASP) solutions for web-based and computer-aided
design (CAD) and patterns for apparel, fashion-oriented web-enabled PDAs (for
manufacturing of fashion materials and products and processing of logistics),
bar-code systems for next-generation fashion products

Apparel that can sense changes in the external environment and react
intelligently, for use in extreme sports (e.g., motorcycle racing, skydiving, hang
gliding, paragliding, skin diving, wind surfing, rock climbing), airbags and military
applications, among others

New kinds of apparel integrating various digital devices and functions, flexible
digital devices that can be grafted onto apparel and applied products

New textiles and fashion apparel products created through biometrics
applications, unique synthesized super-bulky-feel fabrics

31 Korean companies are investing in high-tech or smart fabrics and sophisticated dyeing techniques. Sojin TNA Co. developed breathable
fabrics, notably its Brespo PCM smart fabric that automatically controls temperature for sports, casual and outwear clothes. Similarly, GNTX
developed functional fabrics, such as Dupore-X Megafeel, which are used in garments designed to protect the wearer against cold and snow
while permitting perspiration to evaporate (KOFOTI, 2005). YoungShin Textile Co. became aleading textile dye processor by acquiring patents
aswell as developing its own patented processes. It also began using its own brands (Single Player and Foo) and established arelatively large,
state-of-the-art plant in Guatemala (Young Shin Textile, 2006 and company interview). Many Korean textile companies are investing in plants
in China, somein order to export from alow-wage base, others to meet domestic demand in that market.
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Table 111.16 (concluded)
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Vision

Production of world’s first super-class, smart, intelligent and high-tech textile goods

State-of-the-art dyeing
and processing
technologies

High-value-added textile products
made with next-generation clean
digital textile printing systems

Wear-comfort, easy-care, high-
fashion products and high-tech
dyeing and processing

IT-grafted dyeing and processing
technology and products

Digital textile printers, digital textile printing dyestuffs and textile products
manufactured using these applications

Wrinkle-free natural textiles, wash-and-wear natural textile products with
excellent stability for washing, dyeing and technological processing

IT-grafted dyeing automation facility, creation of standardized facilities and an
integrated system, automatic inspection systems and high-tech textile products

applicable to these systems

Policy suggestions

Textiles and fashion must be seen not as a declining industry but as a

knowledge industry that is grafting the latest technology, culture and information.
Awareness and active support is needed from the government to facilitate the
development and production of the world’s super-first-class, smart, intelligent
and highly advanced textile products by inducing the industry to create unlimited
value-added through utilization of its intangible knowledge assets —design,
fashion, cutting-edge technology, marketing, informationization, and so forth.

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of Korea Federation of Textile Industries (KOFOTI), Textile and Fashion. Annual Edition,

March 2006.

Apparel sector investments typically take the form

of OFDI, as confirmed by the existence of over 2,500

overseas projects worth US$ 2.6 billion (Newsweek,

2006). Some examples are:

e Sae-A Trading Co. Ltd,3? which considers itself
the Republic of Korea's top apparel manufacturer
and export company, lists its principal competitive
advantages as global sourcing, with 19 plants in

China, Guatemala, Indonesia, Nicaragua, Saipan .

(Northern Marianas Islands) and Viet Nam, as well
as quality assurance enforced through rigorous
controls and product development based on design
and fabric R&D.

«  Shinwon Corporation® defines itself as a leader

among Korean apparel exporters. Its competitive .

advantages include a specialized and vertically
integrated international production system with plants
in China (handbags and leather jackets), Guatemala
and Viet Nam (knits) and Indonesia (sweaters), aswell
as Gaeseong in the Democratic People’ s Republic of
Korea** (whose output is marketed in the Republic of
Koreq); itsown sweater designsand brand management
(besti belli, SI, VIKI, SIEG and KOLHaaS), and its
own commercial outletsin China

«  Hansoll % describes itself as one of the leading
circular knits companies in the Republic of Korea.
Its competitive advantages are aquick responsetime,

Based oninterviews at Sae-A headquartersin Seoul.

Based on interviews at Shin Won headquartersin Seoul.

ShinWon plans to assemble 15%-20% of itstotal production in this plant.
Based on interviews at Hansoll headquartersin Seoul.

Based on interviews at Hansae headquartersin Seoul.

&8 R

based on atwo-regioninternational production system,
its own designs and R&D in new yarn and fabric.
Its global operations take place in an Eastern group
of plants located in Cambodia, Indonesia, Saipan
and Viet Nam, which produces more complicated
products in vertically integrated operations, and a
Western group in Guatemala and Honduras, which
mainly assembles simpler articles.

Hansae Co. Ltd 36 competes mainly through
competitive pricing, based on its global sourcing
and production systems. Hansae owns plants in
Cambodia, China, Indonesia, Nicaraguaand Viet Nam.
It aso has substantial subcontracting relationships
in Guatemala.

Youngwon Trade Co. built up its overseas production
facilitieswith 20 plantsin Bangladesh, threein China,
and oneeach in El Salvador, Mexico, Turkey and Viet
Nam, in order to achieve a more competitive cost
structure, production flexibility and a high-speed
response ahility (KOFQOTI, 2006a).

The Korean textile and apparel industry has been an

important part of the country’s development trajectory,
since it initiated the export drive, impacted favourably
on the balance of payments and helped to kick-start the
Korean industrialization process (as had been the case
for Japan previously). Theindustry’sloss of international
competitiveness has obliged the Republic of Korea to
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restructure theweaker el ementsand to undertake significant
industrial and technological upgrading to reduce production
costs, develop new products and establish its own brands.
The successto date has been partial and differsfrom the
Japanese experience, insofar as many Japanese producers
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essentialy withdrew from the industry when international
competitiveness flagged. The internationalization of the
Korean textile and apparel industry through OFDI has
been crucial in enabling theindustry to adapt to increased
international competition.

4, The internationalization of natural-resource-based

manufacturing industries

From the beginning, securing natural resources was an
important development goal for the Republic of Korea,
since it was an extremely resource-poor country. Many
of its principal natural-resource companies began as
wholly or partly State-owned enterprises whose assigned
purpose was to acquire natural-resource inputs for the
industrialization drive. Indeed, thisremains an important
feature of the present development strategy. In 2001, the
country initiated a new 10-year basic plan —which is
revised every three years— for securing a steady supply
of energy and mineral resources vital for economic
development (Hwang, 2006). Nonethel ess, for many of
these companies now seeking to become major global
players, international expansion has cometo involve more
than simply accessing natural resources. This sectionlooks
at examples of Korean companiesthat process petroleum
(SK Corp.), refine copper (L S-Nikko), manufacture steel
(Posco) and manufacture forestry products (Eagon).

SK Corp.¥” isthe Republic of Korea's|eading petroleum
refiner and the fourth largest in Asia. It owns important
assets in petroleum and gas exploration and production,
petrochemicals, and lubricants. It was ranked number 111
intheworld in 2005, with salesin the order of US$ 47.1
billion (Fortune Global 500). SK Corp. forms part of the
SK Group, whichisthefourth largest conglomeratein the
Republic of Korea.® In 1982, Sunkyoung Ltd acquired
the assets held by Gulf Oil Corp. in Korea Oil Corp.,
whose name was then changed to Yukong Ltd. In 1998,
after the financial problems it experienced, Sunkyoung
Group was renamed SK Corp. It currently possessesthe

world’s second largest single complex oil refinery (Ulsan,
with a capacity of 840,000 barrels per day) and a total
refining capacity of 1,115,000 barrels per day (after the
acquisition of Inchon Oil in 2005), which represents one
third of total Korean refining capacity. SK Corp. exports
about 40%-45% of its production (65% in the case of
petrochemicals). Already heavily involved in acquiring
natural resources around theworld through natural-resource-
seeking OFDI, SK Corp. intends to increase its foreign
trade intermediation in natural resources beyond mere
importation: the company aspires to become a leading
energy player in the Asia-Pecific region.

SK Corp. possesses 19 petroleum or gasblocksin 12
natural-resource-rich countries, including Austraia, Brazil
(3), Coted'Ivoire (2), Egypt, Equatorial Guinea, Eritrea,
Indonesia (2), Libya, Peru (3), Russia, the United States
and Viet Nam, plus LNG gas projects in Peru, Yemen
and other Middle Eastern countries. It has also invested
heavily in China, which absorbs 20% of its exports. SK
Corp. intendsto raiseitsrefining capacity and increaseits
proven reservesfrom 420 million barrels of oil equivalent
to 700 million by 2010. Thus far, one of the features of
SK Corp.s OFDI is its passivity: in order to minimize
risks in new markets it has often formed partnerships
with key local playersrather than operating alone. Higher
international petroleum prices may now provide it with
the opportunity to become more aggressive.3°

LS Nikko Copper Inc.*? operates Korea's principal
copper smelter and is Asia's fourth largest producer of
copper after firms in China, Japan and India, with sales

87 This section was based principally on interviews at the company’s headquarters in Seoul, as well as Hwang (2006) and SK Corp. (2006a).

38 SK Group was known as the Sunkyoung Group until the crisis of the late 1990s. It consists of 52 subsidiaries, of which SK Corp. isthe largest,
in arange of energy and telecommunications activities. Twelve of the subsidiaries are listed on the Korean Stock Exchange.

39 SK Corp. implemented a share buyback plan in 2005, also suggesting that it might finance more aggressive international investments.

40 Thisanalysis was based primarily on interviews at the company’s headquartersin Seoul, as well as LS Nikko Copper Inc. (2006a and 2006b),
LS Group (2006), LS Cable (2005), Bloomberg (2006), Stockhouse (2006), Chariot Resources (2006), United States Department of the Interior

(2005) and Marcobre (2006).
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of US$ 2.7 billion in 2005. It produces mainly copper
(76.7%), as well as chemicals and precious metals
deriving from copper refining. The Onsam Smelter and
Refining Co. was part of the LG chaebol until that group
was divided into the LG, GSand LS groupsin 2004. LS
Nikko Copper was founded in 1999 as a joint venture
between LG Meta (today LS Cable) and Japan-Korea
Joint Smelting Co. Ltd. At present, it isone of the principal
subsidiaries of the LS Group, along with LS Cable, LS
Industrial Systems, Gaon Cable, E1, Yes co and others
and it secured a solid consumer base in the Republic
of Korea through long term contracts with these other
subsidiaries. LS Nikko Copper Inc. has sourced copper
(through“ material stransactions’) from numerous countries,
athough about 55% of its copper ore comes from just
three South American nations: Brazil, Chile and Peru. It
has aso acted asan intermediary for copper transactions
with many other countries. The demand for copper inthe
relatively small Korean market constrained its expansion
and made internationalization a necessity. The timing of
the firm’s establishment —during the Korean financial
crisis— serioudly constrained itsinitial internationalization
possibilitiesand explained itsinterest in establishing ajoint
venture with a more internationalized Japanese partner.
Its internationalization strategy to date has been very
cautious, based on quite passive shares in large projects
asameansto secure natural resources. LS Nikko Copper
Inc. may now be in a position to internationalize more
aggressively, however, thanks to the high international
prices for the metal.

The Pohang Iron and Steel Co. (Posco)*! was founded
as a State company in 1968 and played a very important
role in the HCI phase of Korean development. It was
privatized between 1998 and 2000. In 2005, it ranked
number 236 in the world, with sales of US$ 25.7 billion
(Fortune Globa 500), and eighth inthe globa steel industry.
In the same year it possessed total assets of US$ 21.3
billion, of which 14.6% were located overseas. Posco has
aproduction capacity of 32 million tons (about two thirds
of the Republic of Korea'stotal), whichisconcentrated in
hot rolled steel (35.7%), cold rolled steel (28.9%), plate
steel (11.5%), wirerods (7%), stainless steel (6.7%) and
electrical steel (2.4%), sold mainly to the automotive
and shipbuilding industries. Posco also constructs steel
plants. Its exports go mainly to Asia (60%, mostly to
China and Japan) as well as North America and Europe
(25%). Posco is the only Korean company listed on the
Tokyo stock exchange (as of 2005).
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Posco’smain strategy wasto focuson salesvolumein
order to produce price-competitive steel products. However,
that strategy was weakened by mounting competition in the
steel market, especially from China, alow-cost producer.
For that reason, the company set out to become one of the
world’'s most technically-advanced steelmakers, aiming
to move upmarket by concentrating on higher-value-
added products that would fetch premium prices and be
distinguished by their quality. The new strategy relieson
making 80% of its products“ strategic” ones by 2008 (up
from 45% in 2005), increasing its manufacturing capacity
(including raising its overseas capacity to 10 million
tons), extending its global network and diversifying its
international investment portfolio, as well as securing
natural resource supplies for its operations. That effort
will be supported by an R& D effort equivalent to 1%-2%
of sadles and an investment fund in the order of US$ 16
billion dollars up to 2009.

Posco’sinternational system wastraditionally built
on two primary elements. One was securing natural
resources (iron ore, coal and energy), asis demonstrated
by itsjoint venturesfor that purposein Australia, Brazil,
Canadaand South Africa. The other wasto gain accessto
competitive markets, which it did through its affiliatesin
Canada, Japan, Maaysia, Myanmar, Thailand, the United
States and Viet Nam. Like several other Korean natural
resource companies, Posco also formed strategic alliances
with Japanese companies, in this case steel makers Nippon
Steel and JFE Steel. The new aspects of Posco’s strategy
arereflected in the hugeinvestmentsit isundertaking in
large markets, such as Chinaand India. An investment of
US$ 3.2 billionin Chinawent into 14 strategic ventures,
especially the steel complex at Zhangjiagong. The
company’sventurein IndiaisaUS$ 10-billion complex
encompassing port infrastructure, mine development
and asteel complex at Orissa. Posco also targets steel as
part of its internationalization process, specifically for
the automotive industry. It has plantsfor this purposein
China(6), South-East Asia(5), Japan (2), and Indiaand
is starting up new ones in China, Japan and Mexico in
2007. In other words, the company’ sinternationalization
strategy continues to be based on a mixture of natural-
resource-seeking and market-seeking FDI, with the
emphasis shifting towards the | atter. It has been staking
out an international market position between technol ogy
leaders from Japan and price competitors in China, by
using anew strategy to move upmarket while operating
in both those countries.

41 Based primarily on interviews at Posco headquarters in Seoul, as well as Posco (2006a, 2006b and 2006c), and KOSA.
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Eagon Industrial Co.*2isasmall company compared
to the others discussed in this section. It was created in
1972 to produceforestry products, after which two shocks
strongly influenced the way it evolved. First, in 1979, a
shortage of natural resourceinputs—trees— inthe Republic
of Korealed the company to work towards becoming an
integrated operator in the industry, spanning plantations,
manufacturing activitiesand trading. That decision had a
direct effect on itsinternationalization process. Second,
in 1997, the financial crisis in the Republic of Korea
caused upheaval in the company, prompting amanagement
decision to reorganize, modernize and globalize.

As part of its effort to secure natural resources
through internationalization, Eagon Industrial Co. set up
atrading operation (for plywood, veneer moulding, and
soforth) in Indonesiain 1987, amanufacturing operation
(pine plywood and veneer for shuttling) in Chilein 1993,
a plantation and manufacturing plant (sawn logs) in
Solomon Islandsin 1995, and amanufacturing operation
(veneer, plywood for flooring, specific plywood) in China
in 1996. The financial crisis severely destabilized the
company and it chose to meet the challenge head-on by
focusing on higher-value-added products. Subsequently
it reorganized into five more modern divisions. Eagon
Living, Eagon Interiors, Eagon Industrial, Eagon Window
and Door Systems and Eagon Overseas. The company’s
global activities became associated with knowledge-
based activities such asR& D inimproving wood species,
designing environmentally-friendly products, and energy-
saving windows.

At present, Eagon offers a wide array of forestry
products and building systems. It hasmoved from ssimple,
low-price manufactures based on natural resources to
more sophisticated, higher-value-added manufactures.
Its principal markets are in still in Asia (90%), but its
sales are expanding in the United States and Chile, as
well as other markets. This case demonstrates that even
relatively small Korean companies have been obliged to
internationalize in order to remain competitive.

Earlier in this chapter, the discussion focused on
the competitive position of many of the leading Korean
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companiesin some of theindustries most closely involved
in the country’s devel opment process. It is apparent that
Korean corporateinternationdization ishighly concentrated
inarelatively small number of manufacturing companies.
In general, most of these firms are caught in a kind of
sandwich between their original technological |eader
(Japan) and other Asian fast followers and technol ogical
imitators (especially China). Korean firms have been
|osing competitivenessin traditional |ow-cost commodity-
related activities and are obliged to enter into more
knowledge-intensive activities, moving from industriesand
technologies which rely on volume and low production
costs to those characterized by quality, value-added and
premium prices. The competitive situation is somewhat
distinct in each mgjor industry; nonethel ess, the direction of
changeissimilar. Some Korean firms, such as SEC, LGE
and HMC, are world-class transnationals. They already
possess sophisticated globalization strategies and are well
advanced in the transition to more sophisticated products,
many of which are associated with the shift towards the
knowledge economy. Others are smaller (textile and
apparel producers) or operatein very traditional activities
(SK Corp., LS Nikko Copper, Posco), or both (Eagon)
and have been obliged to globalize in order to remain
competitive—even in their home market. Thishasentailed
industrial upgrading, technological innovation and the
establishment of a solid global network through OFDI.
In different ways, all are defining and implementing more
aggressive corporate strategies for this purpose.

Theinternationalization processes of these dominant
Korean companies have spanned numerous objectives,
including natural-resource-seeking, market-seeking,
efficiency-seeking and strategic-asset-seeking. In the
rush to internationalize, several Korean TNCs ran into
serious problems, which caused them to be more cautious
thereafter.*® While the situation varies from industry to
industry and firm to firm, it is evident that the last two
FDI strategies are becoming more important than the first
two in the context of the shift towards the knowledge
economy and in relation to the evolution of each firm's
global network.

42 Based on interviews with Eagon Industrial Co. in Seoul, as well as Eagon (2006).

4 Some, like Daewoo and Kia, were severely destabilized by the overindebtedness associated with their internationalization when the financial crisis
set in. Others, such as SEC, LGE and HMC, experienced very specific problems (i.e., the purchase of AST by SEC and of Zenith by LGE, and
the failure of the Bromont plant in the case of HMC). Those that survived exercised much greater caution in their subsequent internationalization

plans.
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D. Korean FDI in Latin America and the Caribbean

Asnoted in Section B, official Korean statistics on OFDI
suffer from certain failingsthat limit their analytical value.
These statistics must therefore be complemented with
additional data, particularly information on corporate
strategies, which is best obtained by way of direct company
interviews. The biggest statistical problems associated
with the official OFDI data have to do with distortions
of recipient country information arising from the use of
financial centres or tax havens, the non-registration of
investments undertaken by major overseas subsidiaries (for
example, United States subsidiaries of Korean companies
that invest in Mexico using capital raised offshore), and
distortions resulting from the practice of not subtracting
OFDI “withdrawals’ from the database. Nevertheless,
when complemented by company interviews and other
additional information, official OFDI statistics can provide
important insightsfor the analysisof Korean FDI in Latin
Americaand the Caribbean.

As has been mentioned, Korean OFDI data suggest
that, with a share of roughly 7%, Latin America and
the Caribbean have played a rather small role in the
internationalization process of Korean firms, although
thisfigure has risen somewhat during 2000-2006. A major
distortion in this statistical information is that financial

centres (especially Bermuda, with 34%) account for 48%
of the total OFDI flows. Brazil (12%), Peru (11%) and
Mexico (10%) are the major non-financial-centre country
recipientsin theregionintermsof their sharesof Korean
OFDI. Thus, just four countries account for two-thirds of
the total in the region. When OFDI is measured by the
number of firms, the situation changes somewhat: Mexico
(17%), Panama (11%), Brazil (11%), Guatemala (11%),
Honduras (7%) and Argentina (7%).

In terms of activities, the Korean OFDI in the region
is concentrated in afew major industries. manufacturing
(59%), trade (24%) and natural resources (6%). Theorigina
focuson naturd resources shifted to manufacturing activities,
especialy eectronics (37.8% of theinvesting firms), textiles
and appard (34.2%), iron and steel (9.7), and petroleum
and petrochemicals (7.3%). Most of the investments in
electronics, iron and steel, and petroleum were carried
out by large Korean firms, while Korean SMEs played a
relatively larger part in textile and apparel investments.
This information points to major foca points for Korean
OFDI in manufacturing in Mexico, Central America and
Brazil and in natural resourcesin Peru. In terms of OFDI
strategies, there is evidence of natural-resource-seeking,
market-seeking and efficiency-seeking strategies.

1. Korean activities in the Latin American and Caribbean

electronics industry

The electronics industry is one of the main areas of
international expansion for Korean companies and this
is reflected in Korean OFDI in Latin America and the
Caribbean as well. The two dominant Korean TNCs
—Samsung Electronics Company (SEC) and LG Electronics
(LGE)— have made very substantial investments to
establish assembly plantsin Mexico and Brazil.

(a) TheMexican electronicsindustry +

The electronics industry is an important part of the
Mexican economy, representing about 5% of manufacturing,
employing 342,000 technicians and engineers (Padilla
and lammarino, 2005; Secretariat for Economic Affairs,
2007) and generating an impressive volume of exports,

4 Based on interviews with the SAMEX, Samsung SDI and SSD Plasticos plantsin the Tijuana complex, the LGE plantsin Mexicali (LGEMX)

and Reynosa (L GERS), and the LG Innotek plant in Mexicali.
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which rocketed from US$ 21.1 hillion in 1996 to over
US$50 hillionin 2006. However, theindustry hasrecently
swung from being asolid foreign-exchange earner (inthe
order of US$ 3 billion ayear), to returning atrade deficit
of about the same magnitude. The Mexican electronics
industry hasthree primary segments: computers (31.2%),
consumer electronics (30.3%) and telecoms (21.3%). It
hastwo main hubs—the consumer electronicsindustry in
the State of Baja Californiaand the computer industry in
the State of Jalisco— both of which are export platforms
for the United States and Canadian and, to alesser extent,
the Latin American, markets. The first electronics hub
functions with FDI by TNCs mainly from Japan (Sony,
Matsushita, Hitachi, Mitsubishi, JVC, Sharp, Sanyo and
Pioneer), the Republic of Korea (SEC, LGE, Daewoo
Orion) and elsewhere (Thomson, Bosé, Fender). The

second has been built up by FDI mainly from the United
States (IBM,* Hewlett-Packard, Intel, Sanmina-SCL,
Jabil) and other countries (Siemens, Flextronics). FDI
inflows between 1994 and 2004 reached US$ 7.5 hillion
and went mainly to three segments: telecoms (39.5%),
consumer electronics (33.9%) and computers (23.3%).
These flows were concentrated in four Mexican states:
Baja California (28.2%), Jalisco (18.1%), Chihuahua
(13.5%) and Tamaulipas (12.9%).

The Mexican electronics industry is now facing a
number of severe challenges(Ordorfiez, 2006). Thetelevision-
manufacturing industry reflectsthose challenges (Carillo
and Hualde, 2006) in the form of falling market shares
in the North American market and declining localization
of Mexican-assembled televisions as a consequence of
technological change (see box 111.4).

Box IIl.4
THE RISE AND FALL —AND RISE?— OF MEXICAN TELEVISION EXPORTS TO THE NORTH AMERICAN MARKET

The Mexican television set industry
grew up in the 1970s and 1980s, simply
assembling imported components to produce ~ 80%+
conventional cathode ray tube (CRT) colour
televisions for the United States market. ~ 70%
Many of the Asian television-manufacturing
TNCs that dominated the industry began 0%
to assemble their products in Mexico for
export to the United States rather than
export from their home countries (Japan,
Republic of Korea, Taiwan Province of China)
in the face of increasing tariff and non-tariff
restrictions and for logistical reasons. Mexico
soon became the principal foreign supplier
to the North American market (Canada
and United States), with import market
shares over 60% in 1995-2000. Moreover,
for reasons relating to both United States 0%
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UNITED STATES IMPORTS OF TELEVISION SETS, 1985-2004

(Percentages)

trade rules and transport logistics, many
of the components that went into those
colour televisions began to be localized
in Mexico. The rules of origin of the North

—— Mexico

—*— Malaysia

—=— Japan --#--China

—*— Republic of Korea —e— Thailand

American Free Trade Agreement (NAFTA)
beginning in 1994 provided a strong boost
for that process. Thus, towards the end of
the twentieth century, Mexican television
exports to the North American market were
voluminous and contributed significant
value-added through the local assembly of
components (CRTs, deflection yokes, fly
back transformers, tuners, cabinets, and
so on), as well as final products.

—+— Taiwan Province of China

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of “TradeCAN 2006”

[CD-ROM Database], January 2006.

Unfortunately for the Mexican television-
manufacturing industry, with technological
change in the form of digitalization,
United States consumers increasingly
preferred liquid crystal display (LCD) and
plasma display panel (PDP) televisions,
which offered significant advantages

45 1n 2004, IBM sold its computer operations to the Chinese firm Lenovo.

(especially larger, slimmer screens) over
the conventional CRT models in which the
Mexican industry had specialized. As a resullt,
although Mexico still is the main source of
North American television imports, its import
market shares shrivelled considerably to
44% in 2004 and the annual production of
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Box I11.4 (concluded)

colour television sets in Mexico crashed
from about 30 million to some 19 million
units. Projections for 2009 suggest that the

100

LCD and PDP versions will considerably 9
outsell CRT televisions in the United 80
States market, further compounding that o

problem for the Mexican television industry.
The main television-manufacturing TNCs
are shipping more of these high-priced

60

50

models directly from their plants in Asia 40
and are investing in hugely expensive LCD 30
and PDP plants in their home countries. 2

Moreover, any future internationalization
in this area seems to favour China as the
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UNITED STATES FACTORY ORDERS FOR TELEVISION SETS, 2000-2005 AND PROJECTION FOR 2009
(Percentages of all orders)

primary investment site.

The assembly of LCD and PDP
television sets is now expanding in Mexico,
which suggests that the Mexican television
product cycle is moving back onto a growth
phase and away from mature or obsolete

a Projection.
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THE TELEVISION PRODUCT CYCLE AND ASSEMBLY IN MEXICO

conventional products. The question is

Embryonic stage

Growth stage Mature stage Obsolescence stage

whether this represents a “higher-quality”
rebirth of the Mexican television industry.
There is no doubt that the shift from
conventional to digital televisions entails
technological upgrading, but this will need
to be accompanied by the localization in
Mexico of digital components, especially the
LCD and PDP panels, if itis to make a more
tangible contribution to Mexican industrial
development. Hence, the PDP plant opened
by LGE in Reynosa, Tamaulipas in October
2006 is highly significant, especially if it
represents the beginning of a new trend

[Number of unitsproduced

New technologies

|Assembly in Mexico

/\\ Conventional

Flat screen

Rear
projection

Conventional
analog

Black & White TV'

Time —

in Mexico.

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of S. de los Santos and Elias, J. Gilberto, “Analisis de la industria del televisor en
Baja California y su transicion tecnoldgica”, La industria del televisor digital en México. Retos ante la transicion tecnolégica, el aprendizaje y el empleo, A. Hualde and
J. Carrillo (coords.), Tijuana, El Colegio de la Frontera Norte, 2007, forthcoming; J. Carrillo, “The evolution and reorganization of maquilas”, document presented at the
seminar of the Center on Globalization, Governance and Competitiveness, Duke University, 5 June 2006; Environmental Protection Agency; Consumer Electronics
Association, “Table 1004-consumer electronics and electronic components, factory sales by product”, Electronic Market Data Book 2006 [online] http://www.ce.org;
Research and Markets, “Large-sized TFT-LCD industry report, 2006” 2006 [online] http://www.researchandmarkets.com; Yahoo! News, “Global flat TV makers brace

for industry shakeout” [online] 10 January 2007 http://news.yahoo.com.

SEC and L GE are two of the principal producers of
electronics goods, especially television sets, in Mexico.
SEC began in Mexico with a market-seeking investment
in a microwave oven plant in Mexico City in 1978. Ten
years|ater, it made an efficiency-seeking investmentina
television plant in Tijuana, State of BgjaCdifornia. In 2002,
awhite goods plant in Queretaro was inaugurated. With
the signing of NAFTA in 1994, the company shifted the
focus of its Mexican operationsto assembling electronics
goodsfor export to the United States market. The Tijuana
complex became the heart of those operations.

The SEC Tijuana complex was similar to the firm’'s
other three global television production complexes in
Suwon, Republic of Korea, and Tianjin and Suzhou in China.
These were al SEC subsidiaries assembling television
sets from inputs provided by subsidiaries of SEC joint

ventures with other Korean firms, such as Samsung SDI
(CRTs), Samsung Electro-Mechanics (components) and
SSD (plastic cabinets). The SEC television assembler in
Mexico —SAMEX— was established in 1988 and the
cabinet-maker subsidiary, SSD, was set up in 1993. Then
thesubsidiary of parts supplier Samsung Electro-Mechanics
was established and the operations of the CRT producer
Samsung SDI were opened in 1995. The SEC Tijuana
complex enjoyed spectacular growth: production shot
from 1 million unitsin 1990 to 6 million units in 2005;
sales went from US$ 125 million to US$ 2.1 hillion and
employee numbers rose from 1,000 to 4,500, according
to company sources. Its products are exported primarily
to the United States and Canada (80%) and Latin America
(12%), with the remainder sold in Mexico (8%). In other
words, the Tijuanacomplex isthe principal export platform
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for several SEC digital mediaand visua display products
in the Americas.

SEC has progressively increased the degree of
localization of its television operations in Mexico in
response to supply chain needs and the rules of origin of
NAFTA. However, therising demand for large-screen digital
televisions (PDP and L CD) and the declining demand for
conventional colour television sets in the United States
market are creating tensions for the SEC partnersin the
Tijuanacomplex. The shift to the newer technology digital
televisions would require them to make very significant
investments and some appear unwilling to do so. The
Samsung Electro-M echanics subsidiary in Mexico shut
down its plant, because it could not compete with the
conventional colour television parts sourced from China.
The SSD subsidiary declined a request from SAMEX
to raise its production level because future demand was
unclear. The Samsung SDI subsidiary continuesto produce
CRT modulesfor conventional colour televisions, aimed
increasingly at the second television and children’stelevision
market, and apparently will not shift to flat models for
another two years. It has cited the bad experience of the
LG Philips Display factory in Gomez Palacio, Durango
State, as an example of the high risk of new technology
investments. The PDP and LCD televisions assembled
by SEC in Mexico utilize imported panels and therefore
have a much lower localization rate. These televisions
have much higher unit prices but contribute relatively
little to local cluster formation.

LGE dsoarrivedin Mexicoin 1988, whenitinvested
in an efficiency-seeking assembly plant for conventional
colour televisionsin Mexicali (LGEMX), BgaCalifornia
State, to export primarily to the United States market.
L G Innotek established aneighbouring plant (LGITMX)
to supply €electronic components to LGEMX. In 1995,
LGE formed a partnership with the Zenith television-
manufacturing facilities in Reynosa, Tamualipas State.
Later, in 2000, it took over the operations of that plant
to create the LGERS operation. The Mexicali colour
television operations were then transferred to L GERS.#6
In 2001, LGE set up anew refrigerator production plant
in Monterrey (LGEMM), State of Nuevo Leon.

The LGERS complex in Reynosa represents one
of the main LGE television-manufacturing operations,
like its complexesin Poland (for the European market),
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Chinaand the Republic of Korea. The Reynosa complex
targetsthe North American, Latin American and Mexican
markets (60%, 30% and 10%, respectively). It operates
out of four plants. one makes conventional televisions
(superslim, flat CTVs), one surface-mounts electronic
componentsonto printed circuit boards, another manufactures
plastic cabinets and the fourth, a new plant, makes PDP
modules and PDP televisions. This complex produces
approximately 2.5 million television sets (70% digital
and 30% conventional), records sales of about US$ 850
million and employs some 2,500 people. Having recently
convinced four Korean suppliersto establish operationsin
Mexico, L GE brought in new technology in order to test it
inthe United States market. In contrast, its plansto export
to the European market from Mexico were shelved when
the European Commission required that digital tuners be
European-sourced.

The shift of theMexicali CTV operationsto Reynosa
alowed the LGEMX plant to focus on the assembly of
new technology L CD televisions and monitors (the LCD
modules are imported from Asia), as well as hand-held
phones (HHPs). By 2005, it was assembling 2.2 million
LCD televisions and 1.7 million HHPs, with sales of
US$ 862 million and 1,200 employees. It was still operating
well bel ow capacity, however, especially for HHPs. Most
of its sales are made in the United States and Canadian,
Mexican and Central American markets (70%, 20% and
10%, respectively). Thus, the L GE television-manufacturing
operationsin Mexico show two different tendencies, with
the Mexicali plant assembling LCD television sets from
imported L CD modules and the Reynosa plant producing
its own plasma display panelsfor its PDP televisions.

Both SEC and L GE have made large efficiency-seeking
investmentsin Mexico to supply the North American and
Latin American markets with televisions, other visual
display items and home appliances. Both of these large
Korean electronics TNCsare shifting their visual display
operationstowards L CD and PDPtelevisions, away from
conventional CRT-based colour televisions. However, there
aretwo sharply diverging trendsin the Mexicantelevision
industry. On the one hand, the SEC Tijuanacomplex and
the LGE Mexicali plant (LGEMX) both import display
panels from Asia and these plants' localization rate for
television components has declined considerably. They
are thus producing relatively lesslocal value-added than

46 One unintended consequence of the transfer of the conventional colour television operationsto Reynosawas that the LG Innotek plant in Mexicali
was severely dislocated. Becauseit had other clientsaswell as LG Electronics (Sanmina, TC Network, DirectTV, and so on), amove to Reynosa
was considered uneconomical and it was forced to shift its production away from the original television components (tuners) to another line of
activity (radio frequency components for television sets, set-up boxes, satellite receivers). Between 2000 and 2005, its production fell from 1
million to 800,000 units (well below its capacity of 2 million), salesfell from US$ 1.8 million to US$ 1.2 million and the number of employees

from 400 to 300.
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they did with conventional colour televisions. On the
other hand, in October 2006 the LGE complex in Reynosa
(LGERS) opened a new plant to manufacture plasma
panels, which significantly increased localization and
raised the value-added of its PDP television assembly
activitiesin Mexico.

Whilethe unit price of both companies’ products has
risen substantially, the local content is being seriously
eroded in the case of SEC. This suggests that thereis a
role for Mexican national policy in promoting the local
production of LCD and plasmapanelsin order to further
the industrial and technological upgrading of digital
television operations in the country. Undoubtedly, it
makes sense for Mexican policymakersto take action to
turn the second trend —Ilocalization— into the stronger
one, so that these goods' increasing United States and
Canadian market shareswill trand ateinto more significant
component localization in Mexico.

(b) TheBrazilian electronicsindustry 4’

In 2006, the Brazilian electronics industry
generated sales equivalent to US$ 49 billion (up 14%
from 2005), exports of US$ 9.2 billon and imports of
US$ 18.7 billion and employed aworkforce of 143,000.
ICT products form the industry’s largest segment,
with sales up by 22% in 2006 to US$ 30 hillion. In
Brazilian statistics, the electronics industrial cluster
encompasses producers of equipment for both electronics
and electric power, comprising I'T equipment (29%),
telecommunications equipment (17%), household
appliances (16%), industrial equipment (13%), related
components (9%), el ectricity generation, transmission
and distribution equipment (8%), installation materials
(6%) and industrial automation (2%).4® Although the
recent growth of the industry has been impressive, it
had to overcome obstacles created by the Asian crisis
in the 1990s and the Brazilian crisis at the start of the
new decade.

The Brazilian electronics and electrical equipment
industry generates a large trade deficit (US$ 9.5
billon), owing to the fact that it is largely based on
the assembly of imported components (electronic
components constitute 64% of imports). Unlike the
Mexican electronics industry, in which imported
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inputs are transformed into exports for the United
States and other foreign markets, in Brazil, imported
inputs go mainly into products for the domestic market.
Semiconductors and components for telecommunications
equipment are the principal imports. The main source
of imported products is now Asia (62.5%), which has
displaced the European Union as the largest supplier
of electronic products to Brazil.

Exports are limited. The single largest export item
was telecommunications equipment (especially mobile
phones), which accounted for 32% of the cluster’sexports.
Most exports go to the Latin American region, followed
by the United States, which is the largest single country
recipient (ABINEE, 2006).

Some of the largest electronics and electrical
equipment companies in Brazil are world-class TNCs,
such as Siemens (ICTs, automation and control, medical
equipment, power, transportation and lighting products),
General Electric (GE) (electric equipment and motors,
household appliances and medical equipment), SEC and
L GE (both el ectronics and telecommunications products),
and Ericsson (telecoms products). The siting of such
firms within Brazil depends on a number of factors. In
the telecoms segment, for example, the main producers
of mobile phones are located in the Manaus Free Trade
Zone (MFZ) (Nokia, Siemens, Gradiente, Vitelcom and
Evadin) or the Sao Paulo area (Motorola, Sony Ericsson,
LGE, SEC, Tdlematica, Kyoceraand Huawe) (http://www.
teleco.com.br).

Much of the Brazilian electronicsindustry involvesthe
assembly of imported componentsin aspecia freetrade
area. Electronic consumer goods are assembled mainly in
MFZ, where operations benefit from tariff and tax discounts
(see box 111.5). As well as the legislation on MFZ, the
Informatics Law of 2001 fostersthe industry by providing
tax rebates for companiesthat invest the equivalent of 4%
of revenuesin specified R& D activitiesand whichlocalize
components or other inputs (for example batteries and
battery chargers for hand-held phones). More recently,
Law 11.196 (passed in November 2005) exempted PCs
and notebooks under a certain price level from different
categoriesof taxes. Thus, the Brazilian government offers
anumber of tariff and tax benefits, requiring in exchange
certain R&D activities and localization to promote the
electronics industry.

47 Based oninterviewswith the SEC head office in Sao Paulo, the Samsung Electronics daAmazonia L tda (SEDA) plantsin Campinas and Manaus
and the Samsung SDI plant in Manaus, and with the LGE head office in Sdo Paulo and its LGESP plant in Taubaté.
48 Accordingly, the Brazilian electronics and electricity equipment industry is not directly comparable to the Mexican electronics industry.
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Box l1l.5

THE ADVANTAGES OF THE MANAUS FREE TRADE ZONE

The Manaus Free Trade Zone (MFZ) was
established as a free portin 1957.1n 1967,
the government set about transforming it
into an industrial pole by creating fiscal
incentives for a period of 30 years, which
was later extended to 2023. From 1967
to 1976, activity in MFZ was mostly
commercial, based on the import of goods
—especially electronics— that were
prohibitively expensive to import outside the
free trade zone. The second phase, from
1976 to 1990, was more industrial. Local
content requirements were established
for products assembled in MFZ for sale
in the domestic market, and some limits
were imposed on imports. A third phase
began in 1991, when the Brazilian market
opened further to imports and competition
from foreign products increased. The

companies operating in MFZ were obliged
to improve both productivity and quality.
Regulations were established for the
main industries, governing the production
process that companies had to implement
in Manaus in order for qualify for incentives
(this replaced the previous local content
requirements). Currently, the incentives
system includes the reduction of up to
88% of import tariffs on goods that are
to be assembled in MFZ and sold in the
local market; the waiver of the industrial
products tax (IPIl) and social security
contributions, among other exemptions
from federal, state and municipal taxes.
Land can be obtained at nominal cost
within the industrial district. There are 508
companies established in MFZ, with total
sales of US$ 21 billion in 2006. These

companies employ approximately 105,000
people and are thought to generate a further
400,000 jobs indirectly. The electronics
industry is responsible for 55% of the
State of Amazonas’ industrial income.
The main products assembled in MFZ
are colour televisions, mobile phones
and motorcycles. Exports have risen by
60% since 2002.

MFZ is dominated by its 10 largest
firms. One of the main differences in the
corporate strategies of these major players
in the Brazilian electronics industry is
their degree of localization and cluster
formation. Honda and Nokia, for example,
have established an elaborate network of
local suppliers, while others, such as SEC
and Samsung SDI, prefer to assemble
imported inputs.

Company Type Sy Regi_st_ered investment Number of
(millions of dollars) employees
Moto Honda da Amazona Ltda TNC Automotive 870.6 7 130
Samsung Eletronica da Amazona Ltda TNC Electronics 618.7 2 302
Nokia do Brasil Tecnologia Ltda TNC Electronics 500.4 2339
Samsung SDI Brasil Ltda TNC Electronics 479.6 1709
CCE da Amazonia SA National Electronics 471.0 2 356
Ocrim SA Produtos Alimenticios National Food Products 407.6 111
Siemens Eletroeletronica SA Filial TNC Electronics 350.0 708
Philips da Amazonia Ind. Eletronica Ltda TNC Electronics 264.1 11375
Sonopress-Rimo Amaz. Ind. Com. Fonog. TNC Electronics 195.8 213
Gradiente Eletronica SA National Electronics 192.8 1759
Top 10 total 4 350.6 20 002

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of information from the Superintendency of the Manaus Free Trade Zone.

According to the Brazilian Central Bank, the principal
destination of Korean FDI in Brazil between 2001 and
2006 was the electronics sector (electronics materials,
communications equipment, office machines and IT
equipment), which accounted for 37.3% of FDI from
that country. SEC and LGE, two of the largest foreign
investors, are attracted to Brazil more by its market size
and growth prospects (market-seeking FDI) than by its
possibilities as an export platform (efficiency-seeking
FDI). In themselves, the assembly processes within the
industry are not that different, but much depends on the
scale of production and the technology supporting it.

Through Samsung SDI and Samsung Electro-
Mechanics, SEC madeitsfirst investmentsin production
facilities in Brazil in the mid-1990s; however, these
operations were not integrated in the same manner
as other SEC complexes in China, Mexico and the
Republic of Korea. Samsung Electronics da Amazénia
Ltda (SEDA), the principal SEC subsidiary in Brazil,

had a rocky beginning owing to its inexperience in the
country. Samsung Electro-M echanics subsequently shut
downitsoperationin Brazil, asit could not compete with
imported components from Asia, and the Samsung SDI
venture there has recently encountered difficulties. Thus,
SEC and its associates have experienced problems with
the running of their Brazilian operations.

SEDA overcame itsinitial difficulties and between
2000 and 2005 its sales grew from US$ 225 million to
USS$ 1.072 billion and its workforce increased from 800
t0 1,500 (193 in the S&o Paulo office, 740 in the Manaus
plant and 596 in the Campinas plant). The utilization of
plant capacity was relatively low, however, and there
was considerable product volatility. Its plant in Manaus
was established in 1995 to assemble colour televisions.
The assembly of VCRs and monitors was added in 1998;
however, colour television assembly wasterminated in 1999
owingtotheBrazilian crisis. Also that year, SEDA started
producing hand-held phones (HHPs) and in 2002 added
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hard disk drives (HDDs).*® In 2004, the company resumed
conventional television assembly in Manaus and established
its Campinas plant, to which the Manaus HHP assembly
operation was then transferred, to lock into the benefits
available under the IT law and the relative devel opment
of the nearby science and technology infrastructure. In
2005, SEDA expanded its existing plants for television
sets, DVD players and recorders, monitors, HHPs and
HDDs and introduced new technologies for PDP, LCD
and DLPdigital televisionsand CDT and L CD monitors.
In 2005, the company had gained significant market
shares for HDDs (50%), monitors (31%), television
sets (12%) and mobile phones (11%). In the television
market, SEC now mainly assembles digital modelsfrom
imported components, especially LCD panels. SECisalso
contemplating increased investmentsin digital television
technology, with aview to beginning production in 2008
(Folha de So Paulo, 2006).

In 2006, SEC announced the expansion of its range
of locally-assembled products to include air-conditioning
equipment and printers. The firm is also considering the
production of refrigerators, washing machinesand notebooks.
These products, which SEC currently imports, account for
3% of itssalesin Brazil and the company hopesto increase
thisfigureto 20% (Valor online, 2006a). SEC hasa so sarted
producing digital cameras through Samsung Techwin.®

Currently, only some 10% of the corporation’s
Brazilian production is exported, including 20% of its
HHPs and monitors. Ninety percent of these exportsgo to
Argentina, with the rest destined for Colombiaand Peru.
SEC exports from Brazil were valued at approximately
US$ 125 million in 2005 (Samsung Brazil website; Gazeta
mercantil, 2006; América economia, 2007).

Samsung SDI set up its Manaus operation, Samsung
SDI Brasil Ltda(SDIB), in 1996. SDIB experienced some
start-up problems owing to the Asian and Brazilian crises
and to the cessation of colour television assembly by
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the main SEC subsidiary in Brazil, SEDA, in 1999, but
prospered between 2000 and 2005. Inthisperiod itssales
went from US$ 169 million to US$ 353 million and its
employees came to number aimost 1,100. Nevertheless,
SDIB does not haveits own glass plant (asits competitor,
Philips, does) and is now having difficulty in competing
against CRT importsfrom China. It will not return aprofit
in 2007, which will make its investment programme in
Brazil more difficult.5!

From June 1998, Samsung SDI produced mid-sized
CRTs for televison sets, for the Latin American market.
In 2000, it reconstructed the existing production line and
added CDTs, soit currently hasan annua CRT capacity of 6
million units. The company’smain productsare now CRTS,
monitorsand deflection yokesfor television sets. In 2006, it
dropped the production of LCD modulesfor HHPs.

As has been mentioned, similarly to the situation in
Mexico, Samsung Electro-Mechanics closed its operations
in Brazil, as it was unable to compete effectively with
Asianimportsand saw no clear roleto play inthetransition
from analogue to digital television.

In contrast to its M exican operations, SEC established
two R&D centres in Brazil, to develop products and
technology for the L atin American market. Samsung I ngtituto
para Desenvolvimento de Informéatica (SIDI), located in
Campinas, develops and tests mobile communications
softwaretechnologiesfor Samsung HHPto besoldinLatin
America. Samsung Instituto de Desenvolvimento paraa
InforméticadaAmazonia (SIDIA), in Manaus, focuseson
high-resol ution and digital imagetechnol ogies (http://www.
sidi.org.br). SEC announced in August 2006 that it would
invest US$ 15 million to devel op technology for thedigital
television standards recently adopted in Brazil. Investments
are also to be made over a 30-month period in research
centres in Brazil, China, Japan, Poland, the Republic of
Koreaand the United Kingdom, which will be supervised
by the R&D operation in Brazil. These investments are

4 SECistheonly producer of HDDsin Brazil and, inturn, its Brazilian operation isthe only HDD production facility SEC has outside the Republic

51

of Korea, which makesit very special. Apparently, the decision to site the plant in Brazil was part of the resolution of atax dispute there. SEC has
rendered an impressive performancein the HDD market in Brazil, with its market share rising from 5% to 25% between January and September
2006. Besides having been able to market a lower-cost product by assembling it in Brazil, the company benefited from a change made to the
national legislation in July. Previously, computer manufacturers were entitled to tax benefits when they acquired Brazilian-produced batteries
and PC boxes as inputs. In July, HDDs were included as a third option, so that producers could choose any two of these three components to
qualify for the benefit. Brazilian-made PC boxes were price-competitive anyway, and many companies started buying Brazilian-made HDDs
and importing batteries (which can be sourced more cheaply from Asia) (Valor, 2006a).

Thisis the company’s first investment in the production of digital cameras outside Asia. After an investment of US$ 5 million, the plant was
inaugurated in the State of Minas Geraisin July, with acapacity of 70,000 units per month (production is currently between 15,000 and 20,000).
Tax benefits were granted by the municipality of Varginha (Valor online, 2006b).

In 2006, Samsung SDI announced anew investment of US$ 10 millioninits Manaus plant, in order to start producing display tubesfor computer
monitors. Theinitial aim was to produce approximately 1 million units (in addition to current capacity), 80% of which would be sold in Brazil
and 20% exported. This venture was related to a negotiation among MERCOSUR members in 2005, in which it was decided to postpone the
elimination of the 8% import tariff on display tubes: otherwise these products would be unable to compete against Chinese-made ones (Tribuna
da Imprensa, 2006; Valor, 2006b).
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intended to free SEC of the need to acquire technology
for television setsand convertersfor the Brazilian digital
television market, which isbased on the Japanese system,
ISDB (Folha de S&o Paulo, 2006).

Compared to itsexport platform operationsin Mexico,
in Brazil SEC operates in amuch smaller market that is
less demanding in terms of technological change. SEC
assembles some products in Brazil, such as HHPs and
HDDs, that it does not assemblein Mexico. It also hastwo
R&D centresin Brazil, but nonein Mexico. Some of these
differences may be explained by Brazilian industrial and
technological policy, others by corporate strategies.

LGE investments in Brazil were mainly channelled
through its subsidiaries and the LG Philipsjoint venture.
L G Electronics made Brazil one of its core countries as of
2005. It had moved into the country in 1995 with a head
officein S&o Paulo and two subsidiaries: L G Electronicsda
Amazoniain Manaus, State of Amazonas, and L G Electronics
de S8o Paulo in Taubaté, Sao Paolo State. The plant at the
Manaussubsidiary initially assembled television sets, VCRs
and microwave ovens while the Taubaté plant assembled
monitors. Theline-up at the Manaus plant was|later expanded
to DV Ds, projection televisions, air-conditionersand PDP
televisions and the Taubaté plant added CDMA and GSM
hand-held phones, CD-ROMs and CDR-Wsto its product
repertoire. CD-ROM assembly waslater terminated. LGE
assembles most of the products it sells in Brazil localy
(http://br.lge.com). The company’s operations there were
severely disrupted by the Asian and Brazilian crises, which
rai sed the question of whether or not to continuein Brazil.
LGE persisted and its sales rose from US$ 630 million in
2003 to US$ 1.3 hillion in 2006.

In 2005, LG Electronics de S&o Paulo had invested a
total of some US$ 90 million in the Taubaté plant, where
it employed a workforce of 2,333. This plant assembles
monitorsand HHPs (with an annual capacity of 3millionand
9.6 million units, respectively), provideslogistical support
for distribution of the Manaus plant’s production and carries
out mohiletelephony R&D. In 2005, approximately US$ 60
million was invested in a new HHP plant in Taubaté, for
the production of both CDMA and GSM phones. While
monitorsstill represent ahigher share of production at the
Taubaté plant, HHP sales are growing faster. Production
from Taubatéissoldin Brazil andin other Latin American
markets, including Argentina, Chile and Peru. LGE hasa
strategic partnership with Vivo, thelargest CDMA operator
in Brazil. It currently ranks first in the Brazilian CDMA
segment, with 25% of the market, and third in the GSM
sector, with a 10% market share (KOTRA, 2006).

L G ElectronicsdaAmazonia (LGEAZ) hasinvested
about US$ 100 million initsthree Manaus plants, which
employ 2,196 people. It possesses an annual production
capacity of 2.5 million televisions, 1.5 million VCR/
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DV Ds, 500,000 audio unitsand 300,000 air-conditioners.
Planned investments will enable the company to expand
television-manufacturing to 3 million units per year
(equivalent to 30% of Brazilian demand), offering both
conventional and L CD/PDP television sets, and to expand
capacity in air-conditioners to 500,000 units by 2007
(Valor online, 2006b).

LGEAZ has a head office and an R&D centre
in S8 Paulo and has forged partnerships with local
research centers. One example is an agreement signed
in 2006 with Centro de Pesquisa e Desenvolvimento em
Telecomunicagbes (CPgD) in Campinas, to develop an
environmentally-friendly technology to recyclethelithium
batteries used in cell phones. This is partly a response
to agovernment measure requiring HHP manufacturers
to adopt environmentally-friendly recycling or disposal
procedures.

LG Philipshasplantsin Brazil making CRTSs, deflection
yokes, glass, el ectron gunsand other display components.
Its plant in Capuava and glass-making facility in Suzano
(both S&o Paulo State) employ workforces of 450 and 370,
respectively. In 2006, LG Philipsannounced that its Capuava
plant, which already produced glassfor tel evision screens,
was to become the first manufacturer of glass for monitor
screensin Latin America. The investment is being made
mainly in response to changing demand in the Brazilian
monitors market and will cost an estimated US$ 5 million,
essentially for upgrading thefurnace. LG Philipswill sell to
monitor manufacturers, including its L GE competitor, SEC
(which hasthusfar imported these parts). The investment
will aso free capacity and enable the company to increase
production of glassfor television screens, whichis produced
in Manaus for the larger television sets that the Brazilian
market isincreasingly demanding (Gazeta mercantil, 2006).
Most sales are madein the Brazilian market, with Central
and South American sales accounting for less than 7% of
al salesby LG Philips Brazilian plants.

Conversdly to the situation in Mexico, in Brazil LGE
manufactures more white goods (home appliances) than
brown goods (el ectronic equipment), although televisions,
monitorsand HHPsare among the principa productsin both
locations. The LGERS Reynosa plant has a larger annua
capacity for television sets(3 million PDP and conventional
televisions) than doesL GEAZ inManaus (2.5 million, mainly
conventiond, televisons). Thelatter islarger thantheMexicdi
(LGEMX) operation, however, which specidizesin LCD
televisions. The Taubaté plant assembles more monitorsand
HHPsthanthe Mexicdi plant (3 million monitors compared
to 2.2 millionand 9.6 million HHPscompared to 1.7 million).
The main differences between LGE operations in Mexico
and Brazil have to do with the degree of locdization in the
plasma module plant in Reynosa and the R&D activities
undertaken in Brazil.
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These two Korean electronics corporations —SEC
and LGE— have similar options as regards selling their
goods in the Americas and they have, for the most part,
made similar choices. Until now, market access through
NAFTA has made Mexico the best choice for their
electronic goods export platforms, even though thistrade
arrangement’srulesof origin cal for asignificant degree of
localization of principal inputs (CRTSs, deflection yoke, fly
back transformers, and so on, in the case of conventional
televisions). Mexico is one of the main assembly sites
of both corporations' international production systems,
targeting the United States market in this case. Both TNCs
haveindicated that Mexico’s advantages are based mainly
on lower labour costs and good geographical location,
coupled with acceptablelogisticsand preferential accessto
the United States and many other markets of theregionvia
FTAs. Mexican industrial or technological policy has not
played an important role in the evolution of the industry:
even the notable advancesmade by the LGERS PDP module
plantin Reynosaasregardslocalization of digital televison
components seem to reflect corporate strategy more than
Mexican industrial or technological policy. At the same
time, both the Korean corporati ons have experienced ahost
of problems in their Mexican operations, including very
high labour rotation, scarcity of skilled workers, increased
competition from Asia(especially China), aweak supplier
base, aneed toimprove physical and I T infrastructure and,
most of all, heightened personal insecurity.

InBrazil, the higher level of import protection onfina
products, therelatively large size of the domestic market and
thetax and tariff advantages of MFZ |ed these companiesto
opt for loca assembly. Consumer demandisclearly lower and
less sophisticated inthe Brazilian market than in the United
States. Moreover, host country industrial and technological
policieshave astronger influence on company activitiesby
providing tax incentives for the local production of certain
inputsor R& D activities. Curioudy enough, dthoughthereis
anascent shift from cheaper, smpler CRT-based televisions
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to LCD and PDP modelsin Brazil, government policy does
not seem to promotethelocalization of digital components,
such as LCD and plasmapanels, since the import tariffson
thesegoodsarelow in comparison to CRTsfor conventional
televisons. Themain advantagesof Brazil for these companies
areitslarge and growing market, the MFZ tax benefits, the
availability and quality of skilled human resources and the
R& D infrastructure. The main problemshaveto dowiththe
complicated and frequently changing tax system, “Brazil
cost”,%? the weak legal system, the limited local supplier
base, the * spaghetti bowl” of FTAsin the region that limits
exportsfrom Brazil, quotas set for Brazilian television setsin
the Argentine market and, most of al, the frequent changes
to local policies on required components, I T requirements
and so forth.

The SEC and L GE operationsin Mexico and Brazil
may well be the largest foreign direct investments by
Korean TNCsin theregion. Hence, they strongly symbolize
the nature and impact of Korean FDI in Latin America
and the Caribbean. Although industrial and technological
upgrading may be presumed to be national prioritiesin
both Mexico and Brazil, the internationalization of the
two Korean electronics giants has not, apparently, resulted
in any such upgrading in their host countries, to judge
by recent developmentsin the digital television industry
—for al that the evolution of the products they assemble
intheregion reflectsthe technol ogical advancesthey have
achieved. In that line of reasoning, aclearer definition of
theroleof FDI inthe evolution of the electronics sector is
called for and, consequently, so tooiscloser coordination
of national FDI, industrial, technological and other
policies. For example, it would be necessary to coordinate
—including between the federal government and the state
|evel— the promotion of specific industries, local content
reguirements, import protection, human resource training,
R& D requirements, the targeting of TNC suppliers and
after-servicefor foreign investors, among others, in order
to produce improved results.

2. Korean activities in the Latin American and Caribbean

automotive industry

Compared to the international expansion of Korean
electronic TNCs and their operationsin Latin America,
the Republic of Korea'slargest automotive corporation,

Hyundai Motor Company (including Kia), surprisingly
has virtually no significant presence in the region.
Hyundai Motor Company (HMC) seems to be content

52 “Brazil cost” refers collectively to factors unrelated to internal productivity that dampen the efficiency of firms operating in Brazil. It encompasses
alarge number of variables, ranging from the tax burden to costs arising from shortcomings in infrastructure.
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to operate in Latin America with small volumes of
knocked down kits assembled by local partnersand it
exports from the Republic of Korea where possible.
Since the automobile industry in Latin America is
dominated by TNCs and is concentrated in just two
countries, Mexico and Brazil, the question is why
HMC has limited interest in the auto industry there.
The Mexican and Brazilian automobile industries are
quite distinct (ECLAC, 2004), so it would appear that
there is no single common explanation.

(&) The Mexican automotiveindustry

The Mexican automotiveindustry isusually considered
one of the great efficiency-seeking FDI success stories, as
its evolution represented the transformation of a“ sitting
duck” into akind of “flying goose” (Mortimore, 1995).
As of the 1990s and in the context of NAFTA, FDI
(mainly from the United States) in new plants converted
an uncompetitive industry focused on the national market,
which assembled antiquated, overpriced and poor quality
vehicles, into a highly-competitive export platform for
the United States and Canadian markets. United States
automotive TNCs (General Motors, Ford, Chrysler® and
Volkswagen)>* were the main movers, taking advantage
of the geographical proximity of Mexico, itsrelatively
lower wages and its preferential access to the United
States market via NAFTA to establish modern export
operationsto supply that market with lower-cost vehicles
and thus compete on better terms there with imported
or locally assembled Japanese and Korean vehicles
(Mortimore, 1998, 1997). Between 1985 and 2000, the
production capacity of the Mexican automotive industry
rose from 400,000 to almost 2 million units. Production
and exports peaked at 1,889,500 and 1,434,100 units,
respectively, in 2000. These Mexican plants came to
account for about 14% of vehicleimportsto the United
States and Canada. However, dependence on a single
—North American— market created instability when
that market entered recession and production and exports
declined to 1,607,400 and 1,186,300, respectively, by 2005.
Even so, in 2005, the automotive industry represented
16% of manufacturing GDP, 21% of exports and 18%
of employment in Mexico (Secretariat for Economic
Affairs, 2007b).

At the same time, Mexico also depends excessively
on auto partsimported from just one source —the United
States— and lacks a broad enough supplier network to
comply with the rules of origin set out in its various

5 Beforeits purchase by the German automotive TNC, DaimlerBenz.

FTAs with other markets, especially the arrangements
with the European Union and Japan and those being
negotiated with the Republic of Korea. A key issueinthe
Mexican automotive industry, therefore, isthe difficulty
of establishing an auto parts supplier network that is
sufficiently integrated, competitive and sophisticated to
support effortsto position its output in the global market
as well as in its NAFTA partner countries (Mortimore
and Barron, 2005).

To successfully compete in major world markets, the
Mexican automotive industry must design and implement
appropriate strategies to make the shift from export
platform —based on low wages and privileged access
and geographical proximity to a single market— to
integrated manufacturing centre able to compete on
the basis of skilled human resources, technological
capabilities and an integrated chain of world-class
suppliers (Mortimore and Barron, 2005). Soon after 2000,
the Mexican Automotive Manufacturers Association and
the Secretariat for Economic Affairs proposed doubling
Mexico's automotive production capacity by 2010.
However, the industry stalled. The new FDI that has
entered the country has continued to come mainly from
United States auto TNCs that are closing less efficient
plantsin the United States and Canada and opening new
more efficient onesin Mexico (Rozenberg, 2006; Carrillo,
2006). The Mexican automotive market is expected to
grow by 35%, to a capacity of over 2 million units, by
2010 (PriceWaterhouseCoopers, 2006). Mexicoisclearly
taking advantage of the restructuring of the United
States automotive industry (USITC, 2002), yet it is not
attracting large investments by the most competitive
global automotiveindustry leaders, such as Toyota, Honda
and HMC (Mortimore and Vergara, 2006). Honda has a
plant with a 25,000-unit capacity which assembles the
Accord sedan model, mostly for export, and Toyota has
aplant with acapacity of 35,000 units, which assembles
the Tacoma model solely for export. But HMC has no
plant in Mexico to date, although it has appearsto have
decided to invest in asmall one.

Hyundai Motor Company’s apparent lack of interest
ininvesting in Mexico until now may be attributed to four
main factors. First, any operation intending to sell on the
domestic market faces quite severe competition from
established assemblers, vehiclesimported by established
assembl ers and the import of used cars from the United
States. Thisrelegates the domestic market to arelatively
minor rolein the decision to invest in avehicle assembly
plant or not.

5 The German automotive TNC, Volkswagen, moved its United States plant to Mexico to supply the United States market from there.
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Second, any export operation would have to meet
theregional rulesof content for the corresponding FTAS.
HMC seems to be in a similar situation to the world
automobile industry leader, Toyota. Toyota began to
invest in Mexico (alight truck plant was set up close to
Tijuana in 2005 to make the Tacoma model and truck
beds) only onceit had consolidated its vehicle assembly
and supplier network in the United States and Canada
by way of an FDI effort in the order of US$ 15 hillion.
Toyota's hyper-competitiveness in the North American
market has been largely responsible for obliging the
United States auto TNCs to ramp up their assembly in
Mexico in order to lower the production costs of the
vehicles they sell in their home market. This suggests
that HMC might be in a position to consider investing
in Mexico after the consolidation of its huge vehicle
assembly plantsin Georgia (Kia) and Alabama (Hyundai)
and the corresponding auto part supplier network in the
United States. The use of United States-based imports
in Mexican assembly would place the company better to
meet the regional content requirement of 62.5% for any
vehicles assembled in Mexico and sold in Canada and
the United States.

Third, the lack of Korean suppliersin Mexico has
also inhibited investment. Until now there has been
a total absence of Korean auto part and components
suppliersin Mexico. What has changed recently —and
represents a major advance in this regard— is that
Pohang Iron and Steel Company (Posco) has begun
to construct a US$ 200-million facility to produce
specialized galvanized steel for the automotive
industry in a 400,000-ton-per-year plant in Tampico,
Tamaulipas State. Posco is one of the six or seven
major world-class TNCs specialized in this product.
Thisnew plant in Mexico aimsto service the Mexican
market, the southern United States market (where
the new Hyundai and Kia plants, as well as those of
Toyota, Honda and Nissan, are located) and, possibly,
the Brazilian market. The Mexican automobileindustry
reguires approximately 600,000 tons of galvanized steel
ayear and currently produces only about one third of
that amount. Hence, the new Posco plant providesthe
opportunity to increase Mexican value-added, which
could play arolein anumber of export options within
the context of Mexico’s numerous FTAS.

Fourth, up to this point in time, HM C has had more
attractive opportunities for its investment funds in the
major markets (the Alabama and Georgia plants for
the United States market and the Czech Republic and
Slovakian plants for Europe), as well as in the larger,
more promising and |ess competitive emerging markets,
such as China, India and Turkey. Having consolidated
thoseinvestmentsin marketsthat arelarge, fast-growing
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or both, HMC is now showing greater interest in Mexico
as an investment option.

This suggests that the time may be ripe for a more
active Mexican FDI policy to target HMC and avoid
replicating the case of Toyota: although explicitly interested
in establishing a North American manufacturing centre,
Toyota did not consider Mexico as a site because the
Mexican authorities did not have an effective FDI policy
for that purpose (Mortimore and Vergara, 2006). Hyundai
Motor Company’s major investmentsin the Georgiaand
Alabama plants in the United States suggest that the
company is now in a position similar to Toyota's five or
S0 years ago.

(b) TheBrazilian automotive industry

The automotive industry in Brazil also began
as an import-substituting initiative which produced
antiquated, overpriced and poor quality vehicles.
The principal differences with regard to Mexico’s
automotive industry isthat it has not been transformed
into an export platform; rather it attracts much more
market-seeking than efficiency-seeking FDI. For that
reason, it specializes in small, economical passenger
vehicles —particularly those that run on both ethanol
and gasoline— for the domestic market rather than
cars designed to meet the tastes of higher-income
consumers in export markets (ECLAC, 2004). For the
same reason, the Brazilian automotive industry isless
competitive than Mexico’sin terms of export orientation
and product sophistication.

The new macroeconomic stability achieved by the
Real Planin Brazil inthe 1990s, coupled with aggressive
incentives for new automotive industry investments by
various Brazilian states, gave rise to the modernization
of Brazil’s automotive industry —including new
technologically-sophisticated modular plants— by
bringing new investmentsfrom existing producers (General
Motors, Ford, Chrysler, Volkswagen and Fiat) and from
new entrants (mainly Renault-Nissan and PSA Peugeot
Citroén), which raised annual production capacity to over
3 million vehicles. With the macroeconomic crisis of
1999, capacity utilization plummeted from over 90% in
1996-1997 to just 50% in 2000, asloca demand collapsed
(ANFAVEA, 2006). Several of the automotive TNCs
operating in Brazil then tried to shift their production to
export markets.

Oneof the mgjor economy-wide chalengesfaced by the
Brazilian automotive industry, apart from macroeconomic
stability, isthe appreciation of the national currency. This
could complicate the continued expansion of the automotive
industry and its growing export orientation. Between 2000
and 2005, while the Mexican automotive industry stagnated
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owing to slow growth of the United States market, Brazil's
production rosefrom 1,691,200 to 2,528,300 unitsand its
exportsjumped from 371,300 to 897,100 units (equivalent
t0 35.5% of national production). The appreciation of the
currency has not increased automobile imports, because
the industry is strongly protected by import tariffs of
some 35% on goods originating outside MERCOSUR.
Accordingly, imports were equivalent to only 3.5% of
national production.

The Brazilian authorities have also attempted to
atract world automotive industry leadersand, like Mexico,
have had only relatively minor success. Honda assembles
its Civic model in a relatively small plant (45,000-unit

capacity) in Sumaré, and Toyota assembles its Corolla
model in a 60,000-unit plant in Indaiatuba, both in Sao
Paulo State. Neither of these has earned the Japanese
assembl ers significant market sharesin Brazil. HMC has
not entered the competitive market for domestic demand
in Brazil in any significant way, apparently because it
has had better options for its investments, as well as
doubts about Brazil’s macroeconomic performance and
unresolved legal problems stemming from the period of
strong state incentives (see box 111.6). Thus, Brazilian
FDI policy did not succeed in convincing HMC, one of
the leading global automobile TNCs, to finalize any new
vehicle assembly plant in Brazil.

Box III.6

HYUNDAI MOTOR COMPANY, KIA AND ASIA MOTORS IN BRAZIL

Asia Motors, Kia and Hyundai Motor
Company (HMC) started up in the Brazilian
market by selling imported knocked-down
kits in association with local business
groups. Even after HMC acquired Asia
Motors and Kia in the late 1990s, separate
local partnerships were maintained. In the
1990s, projects for local assembly of Asia
Motors, Hyundai and Kia brand vehicles were
started up but subsequently suspended.
The situation evolved as follows:

Asia Motors began an automobile
assembly project in Brazil through its local
partner in the 1990s. Federal and state
incentives were obtained for the construction
of a plant in the State of Bahia. However,
the project stalled and the company
withdrew, leaving a US$ 280-million debt
in fines and losses. Subsequently, HMC
acquired Asia Motors’ brands and assets
in the Republic of Korea.

The local partner of HMC, CAOA,
started building a plant in Bahia State but,
owing to environmental and other problems,

transferred the project to the State of Goias
in 2004, after being included in an investment
promotion scheme that included tax rebates
and the provision of infrastructure. The
project was to be an assembly operation
financed and managed by CAOA under
a licensing agreement from HMC. The
company also received fiscal incentives
from the federal government (equivalent
to 32% of the industrial tax charged on
vehicles, including imported ones, sold in
the country, which could be used to pay
other federal taxes). In May 2005, the federal
government suspended the incentives,
arguing that the company had fallen behind
in the implementation schedule to which
it had agreed. Production is estimated to
begin by 2007; if it does not, the company
will have to return the financial equivalent
of the tax benefits already received.

Kia had a project for a commercial
vehicle plant to be built, as in the case of
the HMC project, by the local partner (in this
case, the Gandini group, after a partnership

initially planned with Usipart, a subsidiary of
Usiminas, did not materialize). The project
was subsequently suspended. According to
the media, the reasons for the suspension
were volatility in exchange rates and import
tariffs for auto parts.

Unlike the tax dispute between the
Brazilian government and Samsung
Electronics Company (SEC), which had
a positive outcome in the setting up of
the firm’s only HDD plant outside of the
Republic of Korea, the controversy between
the government and HMC has still not
been brought to a positive resolution. On
20 February 2007, ValorFuturo reported
that the CAOA group was to finance a new
US$ 250-million plant in Anapolis, south
of Brasilia, to assemble 50,000 small SUV
and Porter model light trucks per year. This
suggests that HMC has finally decided to
relegate Brazil to a minor position within its
international production system by operating
through intermediaries assembling entirely
knocked-down Kkits.

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of Ministry of Development, Industry and Trade; Agéncia Estado, “Projeto da

Hyundai em Goias pode ser suspenso”, 5 June 2005; ValorFuturo, 20 February 2007.

In sum, neither the Mexican automotive industry
based on efficiency-seeking FDI nor the Brazilian
industry based on market-seeking FDI were effective
in attracting major investments from world industry
|eaders. While Toyota and Honda have recently made
relatively minor investments in new plants in both
countries, HMC has not done so. In Brazil, it became
embroiled in atax dispute with local authorities, which
led it to back off from its planned investment there,

leaving the impression that industrial and FDI policies
could have been better coordinated. In Mexico, the
situation seems auspicious yet no official decision to
invest in anew plant has been announced. It would seem
that the long delay in achieving resultsisduein part to
lack of focusin the national authorities’ FDI attraction
policies which, moreover, did not specifically target
HMC, in spite of its position among the automotive
industry leaders.
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3. Korean activities in the Latin American and Caribbean textile and

apparel industry

Thetextileand apparel industriesin Latin Americaand the
Caribbean have undergone a sharp transformation from
relatively uncompetitive national industries surviving
behind elevated import tariffsto export-oriented assembly
activitiesfocused on the United States market. That shift
was first triggered by new United States import quotas
imposed under the Multifibre Arrangement. Mexico and
the Caribbean Basin gained special advantages under
the Arrangement, in the form of United States trade
preferences: first, both Mexico and the Caribbean Basin
gained such preferences under the production-sharing
mechanism; the Caribbean Basin was advantaged by the
Caribbean Basin Economic Recovery Act of 1983, the
Caribbean Basin Trade Partnership Act of 2000 and the
Dominican Republic — Central America— United States
Free Trade Agreement (CAFTA-DR) of 2005; and, lastly,
Mexico benefited from the North American Free Trade
Agreement (NAFTA) of 1994. The aim of the United
States government was to help United States textile
producers and apparel companies to compete better in
their home market against Asian imports, by granting
non-tariff accessto goods assembled abroad using United
States components (cloth, thread, buttonsand so on). The
advantages of Mexico and the Caribbean Basin in this
respect stemmed from geographical proximity, relatively
low wage rates and export processing zone facilities
designed to complement the United States initiative.
Threemaintypes of apparel companiestook advantage
of the opportunity to export to the United States market
from Mexico and the Caribbean Basin (Mortimore and
Zamora, 1999). First, larger United States own-brand
apparel manufacturers often set up assembly operationsin
anumber of different locations, typically Mexico, aCentral
American country (El Salvador, Guatemalaor Honduras)
and a Caribbean country (the Dominican Republic or
Jamaica). Thisallowed them to add or drop assembly lines
asthe competitive advantages of each individual location
evolved, without having to withdraw completely from
any of them, except in extreme circumstances. Second,
medium-sized intermediaries offering assembly services
to United States buyers or manufacturers often set up a
single assembly operation in the area to take advantage
of the new framework. These firms sometimes had to
move from placeto place asloca competitive advantages
changed. Lastly, national apparel companies, normally

with no international operations of their own, also
attempted to operate as contract assemblers for United
States buyers and manufacturers. If the national economy
lost competitive advantage in apparel, these firms were
obliged to internationalize or shift to another activity. For
many of the Caribbean Basin countries, apparel salesto
the United States market became the backbone of their
export repertoire. For Mexico, clothing assembly was
not nearly asimportant an activity asthe electronics and
automotive export platforms, but it did compete effectively
with the export platforms of the Caribbean Basin.

The phased elimination of import quotas under the
trade liberalizing agenda of the General Agreement on
Tariffs and Trade (GATT) and, later, the World Trade
Organization (WTO) evaporated most of the special
advantages of Mexican- and Caribbean Basin-based
assembly operations, particularly after the last tranche
of liberalization in 2005. That tranche included the
basic goods in which Mexico and the Caribbean Basin
specidized (knit shirts, pants, underwear and nightwear),
madein large and standardized runs, with relatively simple
sewing operationsand few styling changes. With improved
access to the United States apparel market, the import
market shares of Asian producers, especially China and
India, rose precipitously while those of Mexico and the
Caribbean Basin countries began to decline.

(&) The Mexican textile and apparel industry

Thetextile and apparel industry is still important to
the Mexican economy (Zaga, 2006; Ministry of Foreign
Affairs, 2006; Molina, 2006). Thetextileindustry accounted
for 3.2% of manufacturing GDP, generated US$ 5 billion
in exports and provided 122,000 jobs in 2005. The
apparel industry contributed 2.8% of manufacturing GDP,
generated US$ 5.2 hillion in exportsand provided 400,000
jobs. Together, these industries accounted for 15% of
employment in manufacturing. The textile industry was
located primarily in the States of Mexico (22.5%) and
Puebla (21%). The apparel industry was more dispersed,
withfoca pointsinthe States of Coahuila(11.6%), Mexico
(9.1%) and Puebla (8.8%) and the Federa District (9.8%).
The apparel industry was much moredirectly involvedin
assembly operationsfor export to the United States market,
since the production-sharing mechanism precluded the
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incorporation of non-United States components. That
changed under the NAFTA rulesof origin, which allowed
Mexican inputs within certain limits. Fully 77.7% of the
US$ 1.8 hillion in FDI that entered Mexico's apparel
industry in 1999-2005 came from United Statesinvestors,
most seeking to use Mexico as a production or assembly
base to compete on better terms against Asian importsin
their home market.

Mexico became the number one supplier of textiles
and apparel (taken together) to the United States
market in 1998-2001, in part as aresult of its NAFTA
advantages. However, as of 2000, Mexico’s exports
to the United States began to fall far behind those of
China. Apparel is one of the segments most fiercely
contested by Mexico and China in the United States
market, even though China tends to specialize more
in lightweight, labour-intensive items and Mexico in
heavier itemsthat require a quick turnaround and less
complicated sewing (Watkins, 2006). In 2005, China
placed US$ 19.9 billion of apparel exportsin the United
States market (26.1%) while Mexico’s exports of such
goods declined to US$ 6.3 billion (8.3%). At the same
time, the Mexican textile and apparel sector shed
286,668 jobs (240,682 in apparel and 45,986 in textiles)
between 2000 and 2005. Mexican competitiveness
in apparel declined fundamentally because of wage
rates (the average hourly rate in Mexico is US$ 2.30,
compared to US$ 0.69 in coastal Chinaand US$ 0.41
ininland China) and an appreciating national currency.
Mexico had difficulty in competing with China as
regards other factors too: assuming China to have an
index of 100, Mexico was uncompetitive in energy cost
(283), water cost (250), depreciation (120) and interest
rates (225). In other words, Mexico’'s chief economic
advantage in comparison to Chinawas reduced solely
to geographical proximity (including the associated
rapid response capability).

The problem is not only that China's assembled
apparel is out-competing Mexico’'s. Even some of the
more integrated parts of the Mexican textile and apparel
industry seem to be suffering asignificant loss of United
Statesimport market share. The areaof LalLaguna, which
iswell known as the principal source of denim jeansfor
the United States market and whose ability to upgradeto
full package provider using mostly locally-produced denim
(Bair, 2002) has often presented it as a NAFTA success
story (Gereffi, 2000), has seen its exports nosedive and
economic activity slow significantly due to competition
from Asia (Gereffi, citing Rosenberg, 2006). One United
States textile producer, Cone Mills Corporation (which
later went bankrupt and was acquired by International
Textile Group), closed plantsin the United States and set
up ajoint venture with amajor Mexican textile producer,
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Parras, to form Parras Cone, in the framework of NAFTA.
However, the Mexican partner came closeto receivership
asaresult of declining denim exports, which were blamed
on Chinese competition (Parras, 2006). The International
Textile Group iscurrently investing US$ 100 millionina
new denim plant in Nicaragua (Business Latin America,
24 July 2006). This suggests that even the additional
advantages available to the Mexican textile and apparel
industry under NAFTA have been insufficient to lay
the basis of sustainable international competitiveness.
Moreover, national policies were not very supportive
during this period.

Information from the Korean Trade-Investment
Promotion Agency (KOTRA) indicates that there are
about 40 Korean firms operating in Mexico’stextile and
apparel sector. These consist mostly of traders located
in Mexico City (20), component manufacturers linked
to the footwear industry in Guangjuato (11) or apparel
firms located in Puebla (6). These figures suggest that
Mexico's textile and apparel industry is no longer an
important focal point for Korean FDI in Mexico. Korean
FDI in this industry is very small compared to that in
the electronics industry in Bgja California, for example.
Moreover, Korean firms represent a very small element
of the Mexican apparel industry. Two Korean firmswere
interviewed in thetown of Atlixcoin Puebla State, in order
to ascertain the position of Korean firmsin this industry
in Mexico (see box 111.7).

Thus, Korean firmsdid not play afront-linerolein
the evolution of the Mexican textile and apparel industry;
however, they were very much affected by it. Many were
attracted to Mexico by its geographical proximity to
the United States market in the context of the quotas
allowed under the Multifibre Arrangement. They opted
to export to the United States market in the framework
of the production-sharing mechanism, limiting their
activities to assembling higher-priced United States
inputs, which was aviable option immediately after the
huge devaluation of the Mexican peso in 1994. Under
the new NAFTA rules, some adapted by developing
local production facilities in order to develop full
package capabilities for just-in-time operations rather
than continuing to compete on a strictly price basisin
an increasingly uncompetitive local environment. Thus,
the more integrated firm in box 111.8 prospered while
the other did not.

With regard to any impact in Mexico of the new,
higher-technology activities currently being pursued by
the principal Korean textile and apparel TNCs in their
home economy, there seemsto be none. The Korean textile
and apparel operationsin Mexico and the new activities
in the Republic of Korea do not seem to be connected in
any manner.
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Box III.7
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A TALE OF TWO KOREAN APPAREL FIRMS IN ATLIXCO, PUEBLA STATE

Two Korean apparel firms were established
in Atlixco at approximately the same time
in 1998-1999. One was the subsidiary of
a medium-sized Korean apparel TNC with
international operations in Bangladesh and
Indonesia. The other was a joint venture
between a Korean firm resident in Mexico
and a Korean trader located in Los Angeles,
California, the latter with subcontracting
relations with other assemblers in Guatemala
and El Salvador. Both companies produced
similar products (T-shirts, sweat-shirts and
so forth) for export to the United States
market, but they did so in radically different
ways. The first had a flexible production
process, since it possessed an integrated
operation producing its own cloth from
United States yarn, while also assembling
goods using inputs imported from both
Asia and the United States. Its products
entered the United States market duty-free
or paid duty on Asian inputs, as the case
might be. The second firm assembled only
United States-sourced inputs. The contrast

between the experiences of the two Korean
apparel companies reflects many of the
central aspects of the changing situation
of the Mexican apparel industry.

The first firm had a successful
experience in that it more than doubled
production and sales between 2000 and
2005, while increasing its workforce by only
82%. This company opted to complement
its sewing operation with a US$ 35-million
investment to produce and dye its own cloth
in Mexico in order to possess in-house full
package capability. This capability, in the
context of the NAFTA rules and along with
geographical proximity, gave it a special
just-in-time competitive advantage within
its own corporate framework, even as it
progressively lost its low-cost advantage
owing to rising wages in Mexico.

The second firm started out using
full capacity for its sewing operations
and experienced a significant boom in its
operations until 2003, when its competitive
edge in the United States market was

blunted by rising wage levels, changes in
the Temporary Import Programme for the
Production of Export Items (PITEX) and
an appreciating Mexican peso. Apparently,
the partner in Los Angeles, California
began to send more of its United States
orders to firms in Guatemala and El
Salvador. By 2006, this firm was forced
to subcontract its services to the first firm
in order to survive.

Both of these firms faced similar
problems. They faced loss of international
competitiveness due to rising wage rates,
an appreciating peso and certain other
local problems, including high labour
turnover, excessive bureaucracy by
Mexican administrative officials, the theft
of containers and their contents and public
safety issues. The interesting point is that
the firm that opted to adapt its production
to changing local circumstances was more
successful, while the firm that simply
continued with the strictly “sewing” option
was less so.

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of interviews and plant visits with the companies in Atlixco.

(b) The Guatemalan textile and apparel industry

Korean FDI in the Central American textile and
apparel industry is heavily concentrated in Guatemala.
The Guatemalan textile and apparel industry consists
of 508 companies and employs aworkforce of 121,916
(Vestex, 2006). Thetextile segment comprises 50 textile
mills employing 18,500 workers, while the apparel
segment consists of 198 companies providing 88,416
jobs, with the accessories and services sector making up
therest. The textile segment generated an annual output
of 135 million pounds (69.3% knits and 30.7% woven).
The apparel segment had an installed capacity of 76,875
sewing machines and its output was mainly cotton knit
shirts and blouses for women and girls (category 339)
(25.5%), cotton trousers and shorts for men and boys
(category 347) (10.4%), man-made-fibre trousers and
shorts for women and girls (category 648) (6.6%), and
other manufactures of man-made fibres (category 669)
(Hanson, 2005). In 1989-1994, the Guatemal an apparel
industry concentrated on cotton yarns, cotton woven
shirts and cotton trousers and over 60% of exports to
the United States enjoyed preferential entry through
the production-sharing mechanism. By 2000-2005,
the industry had shifted its focus towards cotton knit

shirts, cotton trousers and man-made-fibre items and
the proportion of Guatemalan apparel products entering
the United States market via Caribbean Basin Trade
Partnership Act (CBTPA) preferences had dropped to
about 30%. The Guatemala apparel industry stands out
from theindustry in therest of Central Americafor three
reasons. First, the industry has a large proportion of
Korean companies, both subsidiaries of Korean textile
and apparel TNCs and the small local firms owned by
resident Koreans to whom they subcontract. Second,
about two thirds of apparel exports, especially cotton
trousers for women and girls and other manufactures of
man-made fibre, enter the United States market without
CBPTA preferences. That is, duty is charged at the
United States border because non-United States yarn
or cloth isused in the final product. Third, the share of
production and exports associated with local artisans
is considerably larger in Guatemala than in the rest of
Central America. The first two aspects are relevant for
this analysis.

The Guatemal an textile and apparel industry became
more competitive in the United States market over the
1989-2005 period, raising its import market share for
textiles and apparel from number 33 in the ranking
(0.62%) to number 20 (1.18%). For apparel alone it
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moved up from number 22 (0.81%) to number 16
(2.52%) (Hanson, 2005).%° The Caribbean Basin apparel
suppliers to the United States market were subjected to
changing rules. Import quotas were eased in the United
States market in 1989-1994, through the special access
programme under the production-sharing mechanism,
which guaranteed accesslevelsfor United States-formed
and cut fabrics. However, NAFTA brought in a major
competitor —Mexico— with more favourabl e benefits (in
particular, duty-free entry and rules of origin) that were
not available to the Caribbean Basin apparel suppliers.
The Caribbean Basin Trade Partnership Act (CBTPA)
of 2000 hel ped to reduce that disadvantage by providing
duty-free benefits for United States yarn-based apparel
and some regionally-formed fabrics and by permitting
local cutting operations. The benefits of therulesof origin
—which allowed more vertically-integrated production,
similar to that of Mexico— were not extended to the
Caribbean Basin until CAFTA-DR was negotiated in
2005. This has produced a curious situation in which
Guatemalan apparel producers are progressively less
inclined to utilize the preferences offered by the United
States government for Caribbean Basin apparel producers,
even though the apparent benefits from those preferences
are increasing.

Theend of import quotasin the United States market
in 2005 enabled Asian —especialy Chinese— firmsto
mount much stiffer competition for Caribbean Basin
countriesthere (Hernandez, Romero and Cordero, 2006).
Guatemala has lower wage rates in apparel than do
competitors such asMexico and Costa Rica; nonethel ess,
it is considerably more expensive than other Central
American countries and far more expensive than China
(Milian, 2005; Amenabar, 2006). Furthermore, some
Central American countries (Nicaraguaand CostaRica)
enjoy some special trade preferences under CBPTA. One
possible competitive advantage of Guatemalaisthat its
textile and apparel industry is relatively larger (111 of
200 principal TNCsoperating in export processing zones
in Central Americaare apparel companiesin Guatemala)
and the industry’s main employers are Asian (mainly
Korean) companies, many of which aready offer full
package services (Amendbar, 2006; Milian, 2005). In
other words, the Korean-based apparel companies in
Guatemala apparently had a competitive advantage in
facing the Chinese challenge.

Economic Commission for Latin America and the Caribbean (ECLAC)

Six Korean textile and apparel companies were
interviewed in Guatemala.%® Onewas atextile firm which
dyed cloth on commission for local Korean companies.
Another operated exclusively by subcontracting local
apparel firmsowned by resident Koreans. The remaining
four were large apparel companies from the list of the
200 largest in Central America (two werein thetop five).
Five of the six were founded in the 1997-2003 period and
the sixth began in 1989. Their salesranged from US$ 14
millionto US$ 311 millionin 2005. Excluding the apparel
company that solely subcontracted and the textile firm,
their employee numbers ranged from 1,200 to 6,000.

Theprincipal differencesin the performance of these
companies had to do with their accessto the United States
market. Some accessed that market in the framework of
the production-sharing mechanism or CBTPA, using
United States-formed cloth and limiting local activity to
cutting and sewing. Others did so without preferences,
employing Asian-sourced yarn or cloth and paying duty
upon entry to the United States. Two offered full package
serviceswhilethe othersdid not. Another difference had
to do with subcontracting. One firm only subcontracted
and another did no subcontracting. The other three apparel
firms subcontracted to local Korean assemblers primarily
to respond to variable demand which sometimes exceeded
the capacity of their own plants. While these differences
are important, it is the overal similarity of the firms
activities that stands out.

These companies shared many key features. Leaving
asdethetextilefirm, al of the apparel companies produced
knits, mainly T-shirts, tops, and trousers. They all also sent
a least 90% of their production to the United States market.
They shared many principa clients, such as Target, Wa-Mart,
K-Mart, Sears, JC Penney and Liz Claiborne. Thesubsidiaries
formed part of international production systems that were
strikingly similar in that they tended to include Guatemala,
Honduras and Nicaragua in Central America and China,
Indonesia, Saipan andViet NaminAsia. Themore complex
goodswereassembledinAsaand thesmpler onesin Central
America. For most, the Guatemal an operations represented
asignificant part of their international production network.
The apparel companies al saw the Guatemalan operation
asacost centre to supply the United States market, based
on Guatemala's competitive advantages. Origindly, these
advantagescongsted mainly of geographical proximity (rapid
response), low cost (relatively low wages), preferentia access

% Over the same period, the Republic of Koreasaw itsrank as apparel supplier to the United States fall from third place to below tenth, although
it was able to conserve its place as a combined textile and apparel supplier (slipping only from third to fifth place). In 2006, as a supplier to
the United States market, the Republic of Koreawas ranked fourth in yarn (US$ 61.8 million), third in fabric (US$ 597.4 million), and ninth in

made-up goods (US$ 99.6 million) (IDS, 2006).

% Thesefirms are Hansae Guatemal a Office, Hansoll Guatemala SA, Young Shin Guatemala SA, Shin Won Guatemala SA, CimaTextiles SA, and

SaeA International SA.
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to the United States market, the presence of other Korean
textile and apparel companies, the availability of relatively
skilled labour, the availability of local inputsand aclimate
that they considered conducive to higher productivity than
therest of Central America.

Perhaps the most important finding was that most
shared the opinion that Guatema awaslosing international
competitiveness in apparel exports and, given that
CAFTA-DR was apparently not going to resolve that
problem before the United States safeguards against
Chinese apparel imports expired in 2008, their parent
firms' future FDI priorities were now turning towards
Asian countries. The principal problemsthey mentioned
with respect to their Guatemalan operations wererising
wages, the appreciating national currency, insecurity, theft
of goods during transportation, administrative bureaucracy
and political instability. In combination, these negative
factors reduced Guatemala's competitive advantage to
rapid response for less price-sensitive products, as was
the case for Korean apparel firmsin Mexico.

Two main conclusionsemerge from the analysis of the
Korean textile and apparel industry in Guatemala. Firstis
the paradox that Guatemala should belosing international
competitivenessin thisindustry, sinceit appeared to bethe
Central American country best prepared for the opening
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up of the United States market to global competitorsin
the context of the multilateral Agreement on Clothing and
Textiles. Indeed, proportionately more apparel producersin
Guatemalaaready offered full package services utilizing
fabrics both locally-produced from United States yarn
and imported from Asian countries. The new rules of
origin under CAFTA-DR should have represented anew
opportunity for these companies. Second, aswasthe case
for Korean apparel firmsin Mexico, here again, none of
the technological upgrading taking place in the Korean
headquarters is being reflected in their subsidiaries
operations in Guatemala.

In conclusion, national policy action is needed
to avoid the Korean plants in Latin America and the
Caribbean becoming examples of what has been
termed “illusory competitiveness’ (Mortimore, 2003),
whereby increased apparel exports are accompanied by
high import content and the decline of thelocal textile
industry, which in the end condemns the industry to
falling market sharesin amore competitive world. The
objective of such policy action would be to build on
the more integrated nature of the Korean textile and
apparel industry in the region to take advantage of
the new opportunities available under the CAFTA-DR
rules of origin.

4. Korean activities in the Latin American and Caribbean natural

resources industry

With few exceptions, Korean TNCs operating in natural
resources and natural -resource-based manufacturing have
historically maintained extremely passive strategiesin Latin
Americaand the Caribbean. Their natural-resource-seeking
strategies originally sought to ensure natural resource
supplies through long-term contracts or minority capital
shares in natural resource projects, or both.

As noted earlier, SK Corp. is ranked number 111
among TNCs by sales and it is the Republic of Korea's
principal petroleum refiner. Itsinitial OFDI was undertaken
mainly to secure sources of petroleum and offshore
exploration and production operations continue to be
among its principal activities. It possesses 19 petroleum
or gas blocksin 12 different countries around the world.
Today, it engagesin exploration and production both for
itsown use and for trading. In Latin America, SK Corp.
isexploring for petroleum in three blocks each in Brazil
and in Peru, in association with other TNCs.

The huge Camiseanatural gas production and export
project in Peruisavery important initiative for SK Corp.
in Latin America (del Solar, 2006; SK Corp., 2006b).
The project consists of three elements. Upstream, there
isa US$ 550-million investment to explore and operate
blocks 56 and 88 over a 40-year period under contract.
Thisinvestment began in August 2004 and should come on
stream in 2008. The project isrun by aconsortium led by
Pluspetrol (27.2%), Hunt Oil (25.2%), SK Corp. (17.6%),
Repsol (10%), Sonatrach (10%) and Tecpetrol (10%). The
second component of theinitiativeisaUS$ 820-million
investment to construct two pipelines for transporting
natural gas and associated liquids. a729-kilometre natural
gasduct to Limaand a 548-kilometre liquids pipeline to
the port of Pisco. Thisisbeing undertaken by aconsortium
comprising Tecgas (23.6%), Hunt Oil (22.4%), Sonatrach
(21.2%), Pluspetrol (12.4%), SK Corp. (11.2%), Suez-
Tractebel (8.1%) and Grafay Montero (1.2%). Lastly,
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the third aspect is product distribution. This involves
the construction of a US$ 2.8-billion LNG plant on the
Peruvian coast in a venture run by Hunt Oil (50%), SK
Corp. (30%) and Repsol (20%). The LNG plant possesses
significant geographical advantages for the Chilean,
Mexican and United States marketsin comparison to its
principal global competitors.

Theonly cloud on the horizon for this project is the
increasingly active stance seenin theregion with regard to
public-sector intervention in large-scal e, natural-resource
export projects (Ruiz-Caro, 2006). This is evident in
moves towards energy integration via interconnections
in the petroleum, gas and electricity field, agrowing role
for revitalized State petroleum companies and changesin
pricing policies. However, thistrend islessevident in Peru
than in other petroleum and gas producersin the region,
such as Argentina, Bolivarian Republic of Venezuela,
Boliviaand Ecuador (see chapter I).

In sum, thefinancial dimension of itsLatin American
project demonstrates that SK Corp. iswilling to take on
greater risks; nevertheless, it continues to operate with
local partnersto spread that risk. Thus, the magnitude of
itsinvestments hasincreased, even if its corporate policy
in the region is still somewhat passive.

LS Nikko obtains over half of its copper from just
three countriesin Latin America: Brazil, Chile and Peru.
Currently highinternational copper priceshavedlowedthis
company to undertake more activeinternationalization and
it hasset itssights primarily on Latin America. Firgt, it has
sought to integrate upstream by way of natural-resource-
seeking FDI to purchase minesin Peru (Marcona)®’ and,
possibly, Chile and Mexico. Second, LS Nikko Copper
Inc. has considered further downstream integration by way
of market-seeking FDI in cable activitiesin China, one of
itshiggest customers, and, possibly, anew copper smelter
in either Chile or China. Another internationalization
initiative is the company’s association with Pan Pacific
Copper Co. Ltd, an alliance established in 2000 by
Japanese producers Nippon Mining and Metals (65%)
and Mitsui Mining and Smelting Co. Ltd (35%), and
which is now ranked as the world's third largest copper
refiner, after Codelco of Chile and Phelps Dodge Corp.

Economic Commission for Latin America and the Caribbean (ECLAC)

In other words, LS Nikko seemsto beinternationalizing
more aggressively; nevertheless, it still does so mainly
with Japanese partners and in a relatively passive way.
The smelter project represents an opportunity for the
company to become more independent in that regard, in
the favorable context of high copper prices.®

Posco ranks at number 236 in the world by size, and
isthefourth largest steel maker. Jolted by stiff competition
from low-cost steel production in China, Posco has been
obliged to move up-market and undertake huge projects
in Chinaand India, asdiscussed earlier. In Latin America,
the effects of the firm's internationalization have been
quite modest. For years, it has been a passive partner in
ajoint venture known as Companhia Coreano-Brasileira
de Pelotizacgo (Kobrasco), together with Companhia
Vaedo Rio Doce (CVRD), whose purposeisto produce
iron ore pelletsin Brazil and thus ensure its own supply
for steelmaking. Only recently has Posco committed to
a more active internationalization process in the region
by investing in aUS$ 200-million galvanized steel plant
in Tampico, Mexico, to supply the automotive industry.
Thus, although Posco initiatives in Latin America are
quite small in comparison to those it has undertaken in
other parts of the world, they do represent a shift from
astrictly natural-resource project to a natural-resource-
based manufacturing one. Box 111.8 discussesthe case of a
small competitor of Posco, which began internationalizing
by way of OFDI in Latin America in order to produce
lower-cost steel plate for the Korean market.

Eagon Industrial Co. Ltd®® is one of the few
small companies analysed in this report. As has been
mentioned, it initiated its outward FDI dueto a shortage
of raw materials and rising labour costs at home. It
established natural-resource-seeking subsidiaries in
Malaysia (1980), Solomon Islands (1983), Indonesia
(1987), Chile (1993) and China (1996). The 1997 Asian
crisis produced dramatic problems for Eagon in the
Republic of Korea, asthe huge devaluation of the Korean
won forced it to refocus on its core competences. Asa
result, it began to source natural resources exclusively
from Asiaand to rethink its corporate strategy to attain
global standards.

57 TheMarconacopper minewas purchased in 2004 from Rio Tinto for US$ 33.5 million, asajoint enterprise between the Canadian firm Chariot Resources
(70%) and two Korean partners, Kores and LS Nikko Copper Inc. (both 15%), and will take a further US$ 248 million to develop. LS Nikko Copper
Inc. acquired the right to purchase the majority of output (70% of cathodes and 90% of concentrates) for 10 years on market terms. It is expected to
come on stream in March 2009 (Chariot Resources, 2006, United States Department of the Interior, 2005).

% One of the new policy issues to arise in Latin America as a result of vastly increased international prices for minerals is the definition of the
tax take of host governments. For example, Chile and to a certain extent Peru have raised the royalties charged to mining companies, though
without affecting project ownership (Sanchez-Albaveraand Lardé, 2006).

59 Based on interviews at Eagon Industrial Co. headquarters in Seoul, Republic of Korea, and its subsidiary in Lautaro, Chile, plus information

from the Eagon official site [onling] http://www.eagon.com.
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Box III.8
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DONGKUK STEEL IN BRAZIL: FROM TRADE TO OFDI IN ORDER TO REDUCE PRODUCTION COSTS

Dongkuk Steel, incorporated in 1954, has
grown into a group of interrelated affiliates
including Dongkuk Steel Mill Co. Ltd, Union
Steel Mfg. Co. Ltd, Kukje Machinery Co. Ltd,
Kukje Transportation Co. Ltd and Cheunyang
Transportation Co. Ltd. Dongkuk Steel had
total sales of US$ 3.5 billion in 2005, of which
over 90% were domestic. Its core business is
still the supply of steel plate for shipbuilding,
LNG tanks, oil pipelines and other branches of
construction. Its steel plate plants in Pohang
have a capacity of 2.5 million tons.

Facing stiff competition in the steel
plate industry, Dongkuk Steel contracted

the Italian firm, Danieli SpA, to modernize
its steel plate technology in Pohang but,
even so, the rising won and cheaper steel
imports severely challenged Dongkuk’s
competitiveness in the Korean market.
In 2005, Dongkuk Steel decided to
internationalize in order to produce steel
plate offshore for export back to the
Republic of Korea and thus compete on
a better footing in its home market. For
that purpose, it joined up with Danieli SpA
and a Brazilian firm, CVRD, in order to
establish a new steel plate factory, Usina
Siderurgica do Ceara (USC), in Brazil.

Dongkuk owns 50% of the voting capital,
will invest US$ 100 million in the project and
will directly purchase 50% of the venture’s
1.5 million tons of steel plate produced for
export to the Republic of Korea. Before
joining this venture, Dongkuk Steel had
long-term contracts to purchase 1 million
tons of steel plate from another Brazilian
producer, Companhia Siderdrgica de
Tubardo (CST). By internationalizing,
Dongkuk Steel has assured itself of a
long term supply of lower-cost steel plate
for its Korean customers from its own
offshore facilities.

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of Dongkuk Steel, “Annual Report, 2005” [online] 2006 http://www.dongkuk.co.kr;

Dongkuk Steel, “Dongkuk Steel Group” [online] 2006 http://www.dongkuk.co.kr; Valor econdmico, “Brasil sera base de suprimento de usinas da Dongkuk na Coréia”,

19 October 2005.

In the short term, its Chilean subsidiary, known as
Eagon Lautaro SA, wasleft stranded by the situation of its
parent firm in the Republic of Korea during the financial
crisis. Originally established to provide pine veneers to
that firm, Eagon Lautaro SA faced immediate bankruptcy
when that role disappeared and it was obliged to rebuild
itself. It began to specialize in higher-val ue pine plywood
(such as sanded and knotless) for furniture, for export
primarily to the United States and Mexico. This astute
transformation proved a winning strategy for several
reasons. (i) it exited the Asian market, whereit could no
longer compete due to the huge deval uations associated
with the Asian financial crisis; (ii) it took advantage
of the recent development of the United States market
by major Chilean plywood producers, such as Arauco;
(iii) it piggybacked on the existing import operations of
the Eagon subsidiary in the United States market until
it came to account for 70%-80% of that subsidiary’s
imports; (iv) it consolidated its competitive advantages
in the United States and Mexican markets thanks to the
FTAs Chile had signed with those countries; and (v) by
specidizing in the higher-value furniture plywood, rather
than higher-volume, lower-quality plywood, it was able
to coexist with the principal Chilean producer, Arauco,
which accounted for about 80% of plywood exports
and, more importantly, with the two Chilean companies
—Arauco and Compafiia Manufacturera de Papeles y
Cartones (CMPC)— that controlled about 80% of the
raw materialsinputsfor plywood in Chile. Eagon Lautaro
SA was so successful withitsnew strategy that it became
one of the most profitable units of Eagon Industrial Co.
Ltd and is now in a position to consider expanding into
the production and export of native plywood for furniture

—and may even purchase the Eagon subsidiary in the
United States in order to consolidate its position there.

In other words, Eagon Lautaro SA providesan example
of subsidiary survival when the altered circumstances of
the head office made it uncompetitive within the corporate
organization. It did so to alarge degree independently of
its Korean corporate headquarters and not only survived,
but became one of the more dynamic componentsin the
corporation.

Korean TNCswererelative latecomersto the region.
It would appear that their initial experience did not meet
the original expectations and these firms consider they
have better investment opportunities elsewhere. The top
Korean electronics TNCs seem hesitant to transform
their assembly plants into manufacturing centres (with
the partial exception of the LG Electronics Reynosa
complex) and prefer to channel their OFDI to China
and other Asian countries. The top Korean automotive
TNC —Hyundai Motor Company— has only recently
demonstrated an interest in extending its international
production system to the region, having donesoinAsia,
the United States and Europefirst. The numeroustextile
and apparel TNCsalready present intheregion arereluctant
to modernize their assets there and have refocused their
OFDI onAsian countries, especialy China. TNCsseeking
natural resources or natural -resource-based manufactures
continue to display passive investment strategies in
the region, even in the recent era of high international
pricesfor their commodities. All this suggeststhat Latin
American policymakers have a huge job ahead of them
to enhancetheregion’s attractivenessto foreign investors
in amanner that can contribute materially toitsindustrial
and technological upgrading.
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The foregoing analysis suggests that the
internationalization process of these Korean TNCs is
still limited to relatively simple functions associated
with thefirst phase of the Korean devel opment trajectory
—outward-looking industrialization— such as securing
supplies of natural resources, gaining access to markets
or establishing export platformsto service third markets.
The analysis of the principal focal points of Korean FDI
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in Latin America and the Caribbean demonstrates that
Korean TNCs, in general, do not consider the region to be
of primary importance with regard to their international
production systems. Therefore, thereisno direct link between
the current phase of the Korean development trajectory
—advancing towards a knowledge-based economy— and
the industrial and technological upgrading of their
investments in the region.

E. Conclusions and policy recommendations

The development tragjectory of the Republic of Koreahas
been one of the most impressive of al the developing
countries and the country became a showcase for the East
Asian Miracle. The Korean experience, which wasmainly
apolicy-driven success, demonstrated the feasibility of
shifting from outward-oriented industrialization towards a
knowledge-based economy, from fast follower to technology
|eader, from imitator to innovator. In the process, therole
of inward and outward FDI —FDI and OFDI— changed
considerably. The former, which was restricted during
the outward industrialization stage, came to be viewed
asasource of technology and other strategic assetsin the
context of thetransition to aknowledge economy. Thelatter,
originally discouraged for bal ance-of -payments reasons,
cameto be promoted to facilitate the internationalization
of the Republic of Korea’'semerging TNCsin their quest
to become world-class players.

The internationalization of Korean TNCs was
concentrated in relatively few companies, in ahandful of
industries—especially e ectronics, automotive, textileand
apparel, and natural resources and the manufactures based
thereon— and focused primarily on the major markets:
North America (especialy the United States), Europe
and Asia (especially China). As Korean firms began to
|ose competitivenessin traditional low-cost, commodity-
related activities, they were obliged to shift their operations
towardsthoseidentified with aknowledge-based economy,
moving from industries and technologies that rely on
volume and low production costs to those characterized
by quality, value-added and premium prices. Essentialy,
many of the leading Korean companies found themselves
caught, competitively speaking, in a kind of sandwich
between their original technological leaders (Japanese
TNCs) and other Asian fast followers and technological
imitators (especially Chinese firms), and this was what
drove their internationalization.

The competitive situation of each major industry
varies somewhat; nonetheless, the direction of changeis
similar. Some Korean firms are world-class TNCs, such
as Samsung Electronics Company, LG Electronics, and
Hyundai Motor Company. They aready possessintricate
globalization strategies and are well advanced in the
industrial and technological upgrading of their assets
at home and abroad, specializing in progressively more
sophisticated products. Others are smaller (textile and
apparel producers) or operatein moretraditional activities
(SK Corp., LS Nikko Copper and Posco), or both (Eagon
Industrial Co.). These firmswere obliged to globalizein
order to remain competitive—even in their home market.
Their response wasto establish aglobal network through
OFDI in an effort to become global players.

Theinternationalization processes of these dominant
Korean companies have spanned numerous objectives,
including natural-resource-seeking, market-seeking,
efficiency-seeking and strategic-asset-seeking, and their
priorities have varied over time. In their initia rush to
internationalize several Korean TNCs ran into serious
problems, which caused them to be more cautious and
selective thereafter. While the situation variesfrom industry
toindustry and firmto firm, it is evident that the last two
FDI strategies (efficiency-seeking and strategic-asset-
seeking) are becoming moreimportant for internationalizing
Korean TNCsthan thefirst two (natural resource-seeking
and market-seeking), in the context of the shift towards
the knowledge economy and relative to the evolution of
each firm’s global network.

The detailed analysis of the principal foca points
of Korean OFDI in Latin America and the Caribbean
demonstrates unequivocally that Korean TNCs do not
consider this region to be of primary importance and
most feel that they possess better investment opportunities
elsawhere. Many Korean TNCs have experienced problems
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in Latin Americaand the Caribbean and consider that host
countries have not extended them adequate treatment. As
aresult, these Korean TNCs still limit their involvement
in the region to relatively simple functions associated
with thefirst phase of the Korean devel opment trgj ectory
—outward-looking industrialization— such as securing
supplies of natural resources, gaining access to markets
or establishing imported-component-driven export
platformsto provide the United States market with final
products.

Few of the leading Korean TNCs are currently
contemplating major investment initiativesin the region.
With the significant exception of the new plasma panel
plant of LG Electronicsin Reynosa, Mexico, thetop Korean
electronics TNCs seem hesitant to transform their Latin
American assembly plantsinto manufacturing centres.
Rather, they continue to focus their OFDI mainly on
Chinaand other Asian countries. Thetop automotive TNC,
Hyundai Motor Company, isonly recently considering
new investments to extend its international production
system to include L atin America, having preferred thus
far to concentrate on Asia, North Americaand Europe.
The company’s decision not to include Brazil initsown
international production system is not auspicious. The
numerous textile and apparel TNCs already present
in the region are reluctant to modernize their assets
there and are reorienting their OFDI towards Asian
countries, especially China. TNCs seeking natural
resources or natural-resource-based manufactures,
with few exceptions, continueto display rather passive
investment strategies in the region, even in the recent
era of high international prices for their commodities.
As aconsequence, thereis little evidence of any surge
inKorean FDI intheregion and still lessof adirect link
between the current phase of the Korean development
trajectory —advancing towards a knowledge-based
economy— and the activities of Korean TNCsin Latin
America and the Caribbean. The Korean OFDI in the
region does not serve as atransmission belt to bring the
industrial and technological successes of the Korean
economy to Latin America and the Caribbean.

Can country policy make a difference? The Korean
experience suggests that policymakersin Latin America
and the Caribbean could obtain better policy resultsfrom
“FDI-assisted economic development” (Lall and Narula,
2006; ECLAC, 2005), by way of improved policies to
attract the TNCs that mesh best with their own national
development priorities and to obtain better benefits
from the investments they do attract (Mortimore, 2004;
ECLAC, 2005). Better policies can help to realize the
potential of FDI to assist with economic development in
Latin America and the Caribbean, especially in the case
of Korean investment.
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Inaworld in which the competition for higher-quality
FDI isincreasing and the policies of potential host countries
are becoming more and more sophisticated (see chapter 11
and Gligo, 2007), most Latin American countries still rely
on the origina horizontal incentives from the economic
reform period of the 1990s, such as opening up the economy,
liberalizing, deregulating, privatizing and the like. Few, if
any, of these countries currently employ thekind of strategies
that have been most successful in other regions, especially
in Asiaand Europe. Many countriesin these regions have
successfully attracted thekind of FDI they considered most
suitable to their purposes by employing more active or
integrated FDI policies, often by using targeting strategies.
That is, they prioritized the kind of investment they wanted,
identified the main investors that fitted the profile, then
actively concentrated their FDI promotion effortsto attract
them (Lowendhal, 2001). Countries asdifferent asthe Czech
Republic, France, Ireland, Malaysia and Singapore have
demonstrated how focused and targeted FDI policies can
produce better results in terms of FDI-assisted economic
development.

Thereisno doubt that the economiesof Latin America
and the Caribbean have benefited from FDI, but they
have not done so in the same proportion as other regions
in which optimizing the impacts of FDI is a conscious
policy concern. Passive policies in this matter in the
region have either not produced the benefits expected
frominward FDI or have not done so to the desired degree
(Mortimore, 2006).

An example demonstrates this situation. It is well-
known that efficiency-seeking FDI can potentially
produce concrete benefits with regard to technology
transfer, production linkages, human resource training and
enterprise development (UNCTAD, 2002), althoughiitis
recognized that those benefits are far from automatic. In
Latin America and the Caribbean, passive policies based
on horizontal incentives (especialy tax exemptions in
export processing zones) have not effectively integrated
investment activitiesinto the local industry in any of the
areas examined (Mortimore, 2004, 2006). The result is
enclave-like operations that produce impressive export
earnings but do not contribute in any fundamental way
to the continual technological and industrial upgrading of
the host economy (UNCTAD, 2002; Mortimore, Vergara
and Katz, 2001; ECLAC, 2005, 2006a). The situation of
the electronics industry —the principa focal point of
Korean FDI in the region— would seem to confirm that
observation, especially in the context of the digitalization
process, as does the virtual absence of Hyundai Motor
Company from the regional automotive industry, the
declining international competitiveness of the Guatemalan
operations of Korean textile and apparel firms, and the
comparatively passive and risk-averse corporate strategies
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of Korean natural resource firms and natural-resource-
based manufacturersin theregion. More activeand integral
policy frameworks on the part of Latin American host
countries could help heighten the presence and impacts of
the principal Korean TNCsin the context of their national
development priorities.

Home-country government policy can aso play a
role. The Government of the Republic of Koreacan play
aroleby further improving relationswith Latin America
and the Caribbean. It was unfortunate that the honeymoon
period of renewed Republic of Korea-Latin American
relations in the early 1990s was chilled by the Asian
financial crisis, such that the original expectations were
frustrated and the objectives of Korean foreign policy
in Latin America became less clear (Kim, 2005). As a
result of certain difficulties, such as intra-bureaucracy
complications and limited coordination of public and
private sector activities, Latin America resumed a low
profile within the Korean foreign policy environment
(Kim, 2005). In this respect, the Korean government
could manifest a clear interest in the region and thereby
pursue aclearer and more consistent L atin American and
Caribbean policy.

A recent initiativein Latin Americaholds out certain
potential to changethissituation. In June 2001, the Republic
of Koreaand Mexico established a21% Century Commission
with the purpose of launching anew strategic partnership
in 2005. That has not happened; however, the diagnosis
of the Commission’s analysis is worthy of examination
inthislight. The partnership wasto be comprehensivein
scope but strategically-oriented towards several mutually
complementary long term goals.

In that context, afew lines bear citation:

“In particular, Korea possesses strong international

competitivenessin the engineering technologies

for many sophisticated industrial productswhile

Mexico hasattained international competitiveness

in the processing of raw materials, parts and

components for many consumer and industrial

products. These complementarities make ample
roomfor industrial cooperation and technology
transfer, involving Korea’s direct investment in

Mexican industries asthe most important means

of such cooperation.

Labor-intensive assembly operations have been

the main area for such relations. The time has

Economic Commission for Latin America and the Caribbean (ECLAC)

come for the upgrading of Korea's investment

in Mexico towards higher technological content

and higher value-added.

[...] Given the lack of integration in Mexico’'s

productive chains, particularly in themaquiladora

industry, Korea and Mexico should engagein a

program to develop the supporting industry in

Mexico. There is no doubt that such a program

would offer benefits to both countries, since

Mexican exportswould have more domestic value

added, and Korean investmentsin Mexico would

benefit from the availability of timely, cheaper,
world quality local inputs.” (Mexico-Korea21%

Century Commission, 2005).

To be effective, such a programme must be based
on concrete initiatives to deal with both the particular
problemsfaced by theinvesting TNCsand the devel opment
aspirations of the host countriesin the areas of technology
transfer, production linkages, human resource training
and enterprise development.5°

For example, joint effortsin the Mexican and Brazilian
electronicsindustry might focus on theimplications of the
digitalization of thetelevisionindustry, such that initiatives
like the new LG Electronics plasma panel plant in the
Reynosacomplex can beidentified early and supported, so
that othersfollow suit. In the automotive industry, it would
be useful to enhance cooperation to define the best ways
to foment local supplier networksin Mexico or Brazil in
order to attract moreinward FDI from the leading Korean
automotive TNCs. In thetextile and apparel industry, host
countries should cooperate with local industry to see how
the competitive advantages of Korean assemblers can be
best used in the context of CAFTA-DR. The purpose of
active and integrated policies is precisely to deal with
such situationsin acoherent fashion. Success here could
providethe basisfor extending such cooperation to other
focal points of Korean FDI in the region.

In other words, there is area need for a renewed
agendaon Korean FDI in Latin Americaand the Caribbean.
That agenda could be defined by means of face-to-face
meetings of Latin American policymakers with Korean
TNCsand policymakersto produce greater transparency,
build confidence and identify opportunities for effective
cooperation. Such cooperation holds the promise of
converting Korean FDI intheregion into atransmission belt
for the successes of the Korean devel opment trajectory.

60 Inthe case of Mexico, for example, cooperation with the Government of Japan appearsto be far more advanced in the area of developing suppliers
for the automotive and electronicsindustries. With regard to the latter industry, the Director—General of Bancomext, the Mexican foreign trade
bank, concluded that it is necessary to attract the principal manufacturers of flat panels and semiconductors and their main suppliersto Mexico

(Reyes, 2006).
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Portugal: investments and corporate
strategies in Latin America and

the Caribbean

In the early fifteenth century, Portugal began a fruitful process of exploration and territorial

expansion that cemented its position asanaval and commercial power. Itsactivities spanned the

Atlantic and Indian Oceansand its presence extended from the coast of east Africato India. Not

long after the arrival of the Spanish in America, Portuguese explorers discovered the territories

that would later be known as Brazil and the result was that, along with Spain, Portugal became

theleading commercial power of thetime. Later, from the sixteenth to the nineteenth centuries,

Portugal lost agreat many of its coloniesin Africaand Asia, and the independence of Brazil in

1822 marked a significant reduction of the country’s international presence.

Portugal hasexperienced aparticularly positive development
pathway over thelast 40 years, stimulated by its 1986 entry
into the European Union and the period of far-reaching
reform, modernization and infrastructure investment that
followed. All thiswasreflected in rapid economic expansion
and a GDP growth rate that was among the highest in the
OECD. It wasagainst thisbackground that large Portuguese
firms began to seek out new growth opportunities outside
the country’s borders, particularly in South Americaand
former coloniesin Africaand Asia

Portuguese direct investment in Latin Americagrew
very strongly in the latter half of the 1990s, with annual
flowsrising from virtually nothing in thefirst half of the
decade to an average of ailmost US$ 1.8 billion in 1996-

2000. The leading investment destination was Brazil,
which received over 95% of flows into the region.

Asthe economic situation in South Americaworsened
towards the end of the 1990s, however, Portuguese
investors, and large companies in particular, began to
slacken the pace. In 2001, Portuguese outward direct
investment was still at record levels, but the share of Latin
Americafell significantly. From that time on, Portuguese
companies began consolidating their operations in the
region. Theorigina outward investment drive, centred on
Brazil, had provided Portuguese busi nesses with valuable
experience which they now drew upon to extend their
operations to more sophisticated markets, especially in
other countries within the European Union.
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A. Portuguese outward direct investment: an overview

Traditionally, Portugal was always anet recipient of FDI
and its companies had only a very limited presence in
international markets. The little foreign investment that
was undertaken by Portuguese companies went almost
exclusively to other countries in Europe (France, Spain
and the United Kingdom) and the United States.

With the consolidation of the European integration
process and adoption of the euro asthe single currency,
the Portuguese economy matured and risk levels fell
accordingly, making it easier to internationalize (Braz,
2002). At the same time, the size of the domestic
economy, growing external competition and certain
regulatory obstacles forced the leading private-sector
business groups and some of the State enterprises then
being privatized to seek new opportunities for growth.
Faced with the possibility of being taken over by larger
companies from elsewhere in Europe, many firms
diversified their businesses and began to explore the
possibility of expanding beyond the country’s borders.
In these circumstances, the Portuguese government
threw its weight firmly behind the internationalization
of the country’s leading business groups.!

Broadly speaking, the Portuguese companies that
expanded abroad most vigorously had a large domestic
market share (in some casesthey were natural monopoliesin
certain business), enabling them to generate large surpluses.
These resources were supplemented by the financing they
were able to raise for their internationalization efforts
thanksto favourable stock market conditions. In aninitial
phase, Portuguese firms entered marketsin neighbouring
countries (chiefly Spain), Portuguese-speaking former
coloniesin Africa, and Brazil. Between 1991 and 1995,
Spain was the leading destination for Portuguese outward
direct investment, accounting for over 40% of the total.

Portuguese outward direct investment experienced
an unprecedented upsurge in the latter half of the 1990s,

exceeding inward FDI for much of the period, even
though this also grew considerably (see figure 1V.1).2
Between 1995 and 2000, outward direct investment by
Portuguese companies rose from 525 million euros to
an all-time high of 8,827 million euros (see table 1V.1).
During the same period, the total stock of Portuguese
outward direct investment grew more than sevenfold to
21,012 million euros (seefigure 1V.2). The strong risein
outward investment gave Portuguese companies a more
solid foothold in their traditional markets in Europe and
Africa, but the fastest growth occurred in Latin America,
essentially because of the success of the Real Plan and
the start of the privati zation programme for public-sector
enterprisesin Brazil.

Figure V.1
PORTUGAL: OUTWARD AND INWARD DIRECT INVESTMENT,
1990-2006 2
(Millions of dollars)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
the basis of statistics from International Monetary Fund, Balance of Payment
Statistics [CD ROM], January 2007.

2 Preliminary estimates based on information from the Bank of Portugal were used

for 2006.

1 On 15 April 1997, Council of Ministers Resolution No. 61/97 established guidelines and a system of support for the internationalization of
Portuguese companies. This process was described by the resol ution asafundamental strategic element in the economic development of Portugal
within a very challenging three-dimensional (global, European and national) environment.

2 Between 1996 and 2003, Portuguese outward direct investment increased 11-fold while inward FDI virtually sextupled.
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Table IV.1
PORTUGAL: OUTWARD DIRECT INVESTMENT, BY DESTINATION COUNTRY, 1995-2006 2
(Millions of euros)
1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 20062

European Union ? 410 156 783 1526 -1623 3781 5454 2679 3070 5360 1664 940

Denmark 0 0 1 -2 0 0 1 1 2207 2222 42 4

Netherlands 2 4 112 526 -1256 1575 1139 4266 -114 804 736 498

Spain 265 55 253 366 -706 1817 3116 -1104 928 2182 399 424

Other European Union 143 97 417 636 339 389 1198 -484 49 152 487 14
Africa 25 72 89 315 307 940 156 -580 -3 89 55 43
Latin America 26 247 594 4091 1522 2962 1169 -2373 -17 327 -978 -100

Brazil 24 289 574 4082 1501 2926 1122 -2325 -22 292 -987 -118
Other 64 86 362 -2312 2789 1144 218 116 4063 633 181 304
Total 525 561 1828 3620 2995 8827 6997 -158 7113 6409 922 1187

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of Bank of Portugal, Estatisticas Online, BPStat, Eurosistema [online] http://iwww.

bportugal.pt, 25 January 2007 and EUROSTAT, Statistics in Focus [online] http://epp.eurostat.cec.eu.int, 25 January 2007.

2 January-November 2006.
b Twenty-five countries.

Figure 1V.2
PORTUGAL: STOCK OF OUTWARD DIRECT INVESTMENT, BY
DESTINATION COUNTRY, 1996-2006 2
(Millions of euros)

40 000
35000
30 000
25000
20 000
15 000
10 000

5000

0
1996 1999 2000 2001 2002 2003 2004 2005 2006

M Spain mOther European Unionm Africa #®Brazil = Other Latin America " Other m Total

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the
basis of Bank of Portugal, Estatisticas Online, BPStat, Eurosistema [online]
http://www.bportugal.pt, 25 January 2007.

2 The breakdown by destination country for the stock of Portuguese outward direct

investment is not available for 2005 and 2006.

b January-November 2006.

Thus, with conditions in the Portuguese economy
favourable, and in the face of a saturated and highly
competitive European market, Brazil, one of theworld’s
top 10 economies by GDP and a country that offered all
the advantages of a shared history and language, began
to emerge as the leading option for large Portuguese

firms.3 Brazil was particularly attractive not just because
it was a gateway to Latin America, but also because it
had a large domestic market and high growth potential
in its own right. The result was that the destinations of
Portuguese capital flows became more geographically
diverse. Between 1995 and 2000, the European Union
share fell from 78% to 42% and Brazil emerged as the
preferred market of Portuguese investors (see table
IV.1). Portuguese outward direct investment in other
Latin American countries also increased, but remained
at relatively modest levels (Braz, 2002).

Between 1995 and 2000, flows of Portuguese direct
investment into Brazil quickly increased from 24 million
eurosto some 3 billion euros, peaking at 4 billion eurosin
1998 (seetableV.1). During thisperiod, Brazil received
51.2% of all Portuguese outward direct investment flows,
followed along way behind by Spain with 11.2% (see
table IV.1). Between 1996 and 2000, Brazil’s share in
the stock of Portuguese outward direct investment rose
from 6% to 44% to stand at almost 9.2 billion euros (see
figure 1V.2). Driving these figures was the great interest
aroused among Portuguese investors by the Brazilian
privatization programme. Meanwhile, Portugal’s share of
Brazil’sFDI stock rosefrom 0.3% to 4.4% between 1995
and 2000, making it the country’s sixth-largest external
investor after the United States, Spain, the Netherlands,
France and Germany, and the largest in per capitaterms
(seetable1V.2).

8 The memory of earlier setbacks for some large Portuguese groups in Angola and Mozambique held back Portuguese outward investment in

Africa (Braz, 2002).
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Table V.2
BRAZIL: STOCK AND FLOWS OF FOREIGN DIRECT INVESTMENT,
BY GEOGRAPHICAL ORIGIN, 1995-2006 @
(Percentages and millions of dollars)

Stock @ Flows (annual average)

1995 2000  1996-2000 2001-2006
United States 26.0 23.8 244 19.3
European Union 31.0 425 46.1 47.4
France 4.9 6.7 8.4 6.2
Germany 14.0 5.0 1.8 4.5
Italy 3.0 24 1.3 1.8
Netherlands 3.7 10.7 9.2 18.1
Portugal 0.3 4.4 6.4 35
Spain 0.6 11.9 17.2 6.7
United Kingdom 45 14 1.8 17
Switzerland 6.8 22 11 2.7
Japan 6.4 2.4 1.6 3.7
Other 30.0 29.1 26.9 29.9
Total 100.0 100.0 100.0 100.0

Total (millions

of dollars) 41696 103 015 20739 19 475

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the
basis of information from the Central Bank of Brazil (http://www.bancocentral.
gov.br).

2 Data from the foreign capital censuses of 1995 and 2000.

The upsurge of Portuguese direct investment in Brazil
wasdriven by companiesthat occupied amonopoly position
intheir home market and had only recently been privatized
(wholly or partialy) or were still under State control. The
largest investments were in tel ecommuni cations (Portugal
Telecom (PT)), electricity, water and sewage (Electricidade
de Portugal (EDP); Aguas de Portugal (AdP)), cement
(Cimentos de Portugal (CIMPOR)) and banking (Caixa
Geral de Depésitos (CGD)). Of these, AdP and CGD are
State-owned companies, while PT, CIMPOR and EDPwere
mainly or wholly privatized. Later, some private-sector
firms, ranging from large groups to small and medium-
sized enterprises, followed in the footsteps of the first
companies to internationalize, many of them partners
of public-sector enterprises in Portugal. Investmentsin
electricity and telecommunications attracted cable and
software suppliers (Braz, 2002).

In sectoral terms, theinternationalization of Portuguese
firmstook place mainly inthose areaswherethe Brazilian
privatization programme was most attractive, namely
telecommunications and electricity. This is where the
major investments by PT and EDP went. Although these
were the businesses that attracted the largest and most
visibleinvestments, there were agreat many smaller-scale
operationsthat helped increase sectoral and geographical
diversification (Braz, 2002). Infact, the official Portuguese
statistics give asomewhat distorted picture, particularly
when it comes to real-estate activities and business-
to-business services, which account for over 80% of
Portuguese outward direct investment (see table 1V.3).
Nonetheless, figures from the Central Bank of Brazil

Economic Commission for Latin America and the Caribbean (ECLAC)

confirm, for this country, what was said above regarding
the concentration of Portuguese FDI in services (seetable
1V.4). In 2000, telecommunications, electricity, gas and
water and retailing accounted for some 70% of Portugal’s
FDI stock in Brazil.

Table V.3
PORTUGAL: OUTWARD DIRECT INVESTMENT,
BY ECONOMIC SECTOR, 1996-2006 2
(Percentages)

1996-2000 2001-2006 1996-2006

Manufacturing 4.1 3.2 3.6
Trade 1.8 4.3 3.2
Transport and communications 15 0.1 0.7
Electricity, gas and water 4.8 -0.3 2.0
Financial activities 2.7 9.3 6.4
Real-estate activities and

business-to-business services 83.0 80.6 81.6
Other 2.3 2.7 2.5
Total 100.0 100.0 100.0

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the
basis of Bank of Portugal, Estatisticas Online, BPStat, Eurosistema [online]
http://www.bportugal.pt, 25 January 2007.

2 January-November 2006.

Table IV.4
BRAZIL: STOCK OF PORTUGUESE FOREIGN DIRECT
INVESTMENT, BY ECONOMIC ACTIVITY, 1995-2000 &
(Millions of dollars and percentages)

1995 2000

Amount Percentage Amount Percentage

Commodity extraction

activities 138 0.1 3488 0.1
Manufacturing 2039 1.9 427 065 9.5
Chemicals 26 0.0 169 993 3.8
Non-metallic mineral

products 0 0.0 155 739 35
Rubber and plastic products 0 0.0 33125 0.7
Other manufactures 2013 1.9 68 207 15
Services 104 433 98.0 4081 550 90.5
Telecommunications

and mail 5229 4.9 1753431 38.9
Retailing 2077 1.9 756 967 16.8
Electricity, gas and water 0 0.0 696 557 15.4
Information technology

and related activities 21156 19.8 342 596 7.6
Financial intermediation 0 0.0 272 986 6.1
Business-to-business

services 41 856 39.3 168 934 3.7
Wholesaling 29529 27.7 47 314 1.0
Other services 4586 4.3 42 766 0.9
Total 106 610  100.0 4512102  100.0

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the
basis of statistics from the Central Bank of Brazil (http://www.bancocentral.
gov.br).

2 Data from the foreign capital censuses of 1995 and 2000.

The official statistics could be misleading in some
ways and might actually be understating the scale of the
phenomenon. Some Portuguese investment abroad was
carried out through subsidiariesin other countries (mainly
Spain and the Netherlands) or financial centres such as
the Cayman Islands. The Netherlandsis a case in point,
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since most Portuguese investment in that country does
not remain there but goes on to other destinations.* The
distortions produced by financial centres can be appreciated
both from Portugal’ s outward investment figuresand from
the amounts of foreign investment received by Brazil (see
tables 1V.1 and 1V.2). Furthermore, some subsidiaries
of Portuguese companies raised financing locally or
reinvested some of the profits generated in the recipient
economies. In the case of Brazil, currency instability led
many Portuguese firmsto raise fundsin the local market,
sometimesin dollars, because of predictionsthat thelocal
currency would appreciate over the medium term. Lastly,
a substantial proportion of Portuguese outward direct
investment is hard to identify because many medium-
sized and small businesses invest outside of Portugal as
natural persons, mainly in real-estate and tourism proj ects.
Initiatives of thistype have becomeincreasingly important
in recent years.

At the start of the present decade, a new pattern of
Portuguese outward investment became apparent. In 2001,
Portuguese direct investment abroad began to contract
as a result of the deteriorating international economic
situation and its local and regional repercussions, with
a particularly sharp downturn in 2002 (see figure 1V.1).
The economic and political crisis in Argentina and the
uncertainty associated with the presidentia elections in
Brazil undermined confidence in Latin America, and
corporate strategieswere atered accordingly. Furthermore,
many Portuguese firmsfound that they needed to strengthen
the large investments made, especialy in Brazil, rather
than expand. In these circumstances, investment began
to be concentrated predominantly in European Union
countries, while other destinations such as Latin America
and Portuguese-speaking countries in Africafell sharply
down the ranking. Between 2001 and 2006, the European
Union share was 85%, the main destinations being the
Netherlands (33%), Spain (27%) and Denmark (20%) (see
tablelV.5). Inthisperiod, the Latin American expansion of
Portuguese firms was abruptly discontinued, and in fact a
great deal of investment was withdrawn, especially from
Brazil (seetables|V.1and IV.5).

Between 2001 and 2006, according to statisticsfrom
the Central Bank of Brazil, Portugal’s share of FDI inflows
into Brazil fell from 8% to 1.3% (seefigureV.3).2 Given
the characteristics of Portuguese outward direct investment
and the difficult international circumstances, the sharp
contraction of flows to Brazil is no great surprise. In
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fact, following an initial phase of major investment led
by thelargest Portuguese groups (PT, EDP, CIMPOR and
Sonae) and a second stage driven by smaller companies
(Grupo Cintra, Grupo Pestanaand others), avery probable
explanation is that companies have been concentrating
on maturing and consolidating the investments made in
earlier years. Also, many Portuguese companies have used
local sources, reinvested profits and Brazilian government
incentives to finance their investments (ICEP Portugal,
2005, p. 14). Another feature of the situation has been the
arrival in particularly attractive sectors such as tourism
of new investors differing greatly in size and corporate
culture from their forerunners.

Table IV.5
PORTUGAL: OUTWARD DIRECT INVESTMENT, BY DESTINATION
COUNTRY, 1995-2006 2

(Percentages)
1995-2000 2001-2006 @  1995-2006 @
European Union P 27.4 85.3 59.3
Denmark 0.0 19.9 11.0
Netherlands 5.2 32.6 20.3
Spain 11.2 26.5 19.6
Other European Union 11.0 6.3 8.4
Africa 9.5 -1.1 3.7
Latin America 51.4 -8.8 18.3
Brazil 51.2 -9.1 18.0
Other 11.6 24.5 18.7
Total 100.0 100.0 100.0

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the
basis of Bank of Portugal, Estatisticas Online, BPStat, Eurosistema [online]
http://www.bportugal.pt, 25 January 2007 and EUROSTAT, Statistics in Focus
[online] http://epp.eurostat.cec.eu.int, 25 January 2007.

2 January-November 2006.

b European Union of 25 countries.

Figure 1V.3
BRAZIL: PORTUGUESE FOREIGN DIRECT INVESTMENT, ANNUAL
INFLOWS AND SHARE OF THE TOTAL, 1996-2006
(Millions of dollars and percentages)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the
basis of information from the Central Bank of Brazil (http://www.bancocentral.
gov.br).

4 Thisis because of the special treatment given by the Dutch authorities to conglomerates, which they term “specia purpose entities”. This has
turned the Netherlands into a major recycling centre for Portuguese investment. In 2003 alone, Portuguese companies sent some 1.3 billion
euros of funds through the Netherlands to other destinations (Expresso, 28 August 2004).

5 Between 2001 and 2006, Portugal fell from eighth to twelfth place in the ranking of the largest investorsin Brazil.
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Certain mgjor qualitative changes are now becoming
apparent in Portuguese investmentsin Brazil. Gradually,
alarge percentage of Portuguese firms have succeeded in
positioning brands of their own in the Brazilian market,
especially PT (with Vivo) and Grupo Pestana. Other
companies never used local brands to advance their
businesses, examples being Logoplaste, Grupo Cintra
and, more recently, Grupo Vila Galé (Portugal Digital,
25 October 2005). Meanwhile, agreat many companies
have brought in mgjor strategic changes, strengthening or
redefining their core businessesin Brazil. Companieshave
concentrated on the businesses that have yielded the best
returnsfor the lowest risk, thus ensuring the sustainability
of their presencein the Brazilian market. Thisisthe case
with the Portuguese financial groups that moved from
commercial banking to the investment banking segment
and thenceto direct involvement in property and tourism
projects. Thus, the Brazilian experience has been very
valuable for Portuguese companies and over time has
undoubtedly helped them improvetheir strategies and the
way they operate in difficult and complex markets.

One of the most significant features of Portuguese
investment in Brazil is its geographical distribution.
Unlike other foreign investors, the Portuguese have given
the preference to less traditional locations. Although
the State of S&o Paulo has hosted more subsidiaries of
Portuguese companies than any other single state, it is
the north-eastern states as a group, and particularly the
State of Ceard, that have received the most Portuguese
investment (seefigureV.4). Thistendency has been the
result of two main factors: the surge of investment in
tourism-related real-estate projects, and the incentives
provided by state authoritiesto attract Portuguese capital
(ICER, 2005, p. 12).

During the period of economic and political
uncertainty, some Portuguese companieslike EDP stayed
in the country and took the opportunity to adjust their
corporate strategies. Others have recently pulled out of
Brazil, either because they had become discouraged by
the difficulty of doing business there or because better
investment opportunities came up in other regions of the
world. In future, Portuguese companieswould probably
be well advised to identify market niches carefully and
develop astrategy suited to the local environment, since
the great majority of them are not large enough to operate
in mass markets. The cases of PT, EDP, CIMPOR and
Sonae can be seen as exceptions.

Economic Commission for Latin America and the Caribbean (ECLAC)

In summary, Portuguese outward direct investment
grew strongly in the second half of the 1990s, with Brazil
as the epicentre. On the whole, these investments were
chiefly madefor business expansion purposes (using brands
that were not well known internationally or, preferably,
acquired brands) by companies which in most cases did
not yet have a truly international dimension, although
some were important in their home market.

Figure V.4
BRAZIL: PORTUGUESE FOREIGN DIRECT INVESTMENT,
BY STATE, 20052

Other states 15%

/Séo Paulo 30%

North-eastern /

states 42% Rio de Janeiro 13%

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the
basis of statistics from Instituto das Empresas para os Mercados Externos
(ICEP), Os investimentos portugueses no Brazil, Sdo Paulo, 2005.

2 Number of Portuguese subsidiaries established in different parts of the country.

The experience was not an easy one for Portuguese
firms, particularly in Brazil. Many companies did succeed
in grasping therealities of the country and making thevital
adjustmentsto their corporate strategies required for their
plansto be sustainable. Othersfailed to adapt towhat isa
very difficult market, however, and wereforced to withdraw
from the country. It is very clear that a great deal more
than a (partially) shared language, history and cultureis
required to ensure the success of abusiness venture. Indeed,
theforce driving the Portuguese outward direct investment
boom was the modernization of the Portuguese economy
in the context of European integration and the economic
liberalization policies introduced in Brazil.

Thus, Portugal is till at a very early stage in its
internationalization. Generally speaking, the companies
involved have been motivated by the desire to increase
their scale or to take advantage of opportunities as they
arise. In some cases, however, Portuguese investors have
opted strategically for more ambitious goals. Thisisthe
case with more recent investmentsin the European Union,
particularly Spain.
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B. The main attractions for Portuguese direct investment
in Latin America and the Caribbean

Some characteristics of Portuguese outward direct
investment can be identified from this overview: it is a
recent phenomenon, centring on a handful of business
areasin alimited number of countries, and it has been led
by asmall group of mgjor companies. These are some of
Portugal’s largest firms, enjoying positions of |eadership
in their respective businesses in the domestic market.
Furthermore, there are overlapping interestsin the ownership
of thelargest Portuguese companies, which meansthat the
decision-making coreis even smaller (seetable1V.6).
Thefact that thisis such acircumscribed phenomenon
may make it easier to understand. To see what has been
happening, it is necessary to look more closely at the
corporate strategies of the companies driving these
international capital movements. In the Portuguese case,

at least two groups of companies can be distinguished.
First, there are large enterprises in which the State plays
or has played a central role. Generally speaking, the
internationalization of their activities coincided with
privatization and with the growth of competition intheir
domestic market. For these companies, the size of the
local economy and the vigorous worldwidetrend towards
consolidation and concentration in many industries made
international expansion not so much an opportunity asan
imperativefor survival. Second, diversified private-sector
groups made investments in different business areas in
both manufacturing and services, particularly retailing,
financial services, property development (mainly for
tourism), engineering and construction, plussome processing
activities with little technological content.

Table IV.6
PORTUGAL: LARGEST NON-FINANCIAL COMPANIES, BY SALES, 2005
(Millions of euros)

Company Business Main shareholders Sales
1 GALP Energia, SPGS SA Oil Portuguese State (7%), ENI (33%), Amorim Energia 11137
(33%), Iberdrola (4%), CGD (1%)
2 Energias de Portugal SA (EDP) Electricity Portuguese State (20%), Iberdrola (10%), Caja de 9677
Ahorros de Asturias (6%), CGD (5%), Banco Comercial
Portugués (3%)
3 Rede Eléctrica Nacional SA (REN) Electricity Portuguese State (50%), EDP (30%), CGD (20%)
4 Sonae SGPS Retailing, property, Efanor Investimentos SGPS (53%) 6 392
manufacturing and
telecommunications
5 Portugal Telecom SGPS SA (PT) Telecommunications Telefénica (10%), Brandes Investment Partners (9%), 6284
Banco Espirito Santo (8%), CGD (5%)
6 Jerénimo Martins SGPS SA Retailing and foods Sociedade Francisco Manuel dos Santos, SGPS (56%) 3828
7 Transportes Aéreos Portugueses SA (TAP) Air transport Portuguese State
8 Cimentos de Portugal SGPS SA (CIMPOR) Cement Teixeira Duarte (23%), Manuel Fina (19%), Lafarge 1535
(13%), Credit Suisse (13%)
9 Teixeira Duarte Engenharia e Construcdes SA Construction Teixeira Duarte family (52%) 629
10 Brisa Auto-Estradas de Portugal SA Construction Jose de Melo Investimentos SGPS (31%), Banco 560

Comercial Portugués SA (10%), Abertis (10%)

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

Thefollowing section will analyse the experiences
of some of Portugal’s leading companies, grouped by
business area, with the aim of uncovering the basic

factors driving the internationalization of Portugal’s
business elite and the role played by Latin Americain
this process.
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1. An alliance with a regional leader in the highest-growth
segment of telecommunications services:
the experience of Portugal Telecom

Portugal Telecom (PT) is currently one of the largest
private-sector business conglomerates in Portugal, with
total salesof 6.3 billion eurosin 2005 (seetableV.6). The
company provides fixed and mobile telephony, Internet,
cabletelevision and other related servicesto over 40 million
customersaround theworld, most of themintwo strategic
markets, Portugal and Brazil. PT istheleader in Portugal,
offering afull range of voice, multimediaand dataservices,
and it is aso the market leader in the mobile telephony
segment in Brazil where, in partnership with Tel ef6nica of
Spain, it operates the largest mobile telecommunications
company in Latin America, Vivo.® The Portuguesefirmis
aso strongly positioned in anumber of African countries
(Angola, CapeVerde, Morocco and Sdo Toméand Principe)
and Asia(Macao Special Administrative Region and Timor-
Leste), many of them former Portuguese colonies. PT has
become one of the European Union’s leading integrated
telecommunications operators (see table 1V.7).

Table IV.7
EUROPEAN UNION: LARGEST TELECOMMUNICATIONS
COMPANIES, BY SALES, 2005
(Millions of euros)

Company Country of origin Total sales
1 Deutsche Telekom Germany 59 604
2 France Télécom France 49 038
3 Vodafone United Kingdom 43 031
4 Telefénica Spain 37 882
5  Telecom ltalia SpA Italy 29919
6 British Telecom Plc (BT) United Kingdom 28 610
7 Royal KPN NV Netherlands 11811
8 Portugal Telecom Portugal 6284
9 TDC A/S Denmark 6 252
10 Belgacom SA Belgium 5384

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
the basis of information from Bloomberg and the companies themselves.

International investment has become akey factor in
the growth and consolidation of PT withinitsregiona and
global context. This process has aso helped strengthen
Portugal’srole asalink between Europe, Latin America
and Africa (PT, 2005, p. 12).

6 Telefénicaholds a9.7% equity stake in PT (PT, 2006a, p. 60).

Consolidation of thetelecommunications assets owned
by the Portuguese State intensified in the early 1990s,
when they were grouped into Comunicacdes Nacionais
(CN).” A single national telecommunications operator
was created in 1994 by the merger of Telecom Portugal,
Empresa Publica Telefones de Lishoa e Porto (TLP) and
Teledifusorade Portugal (TDP) to form Portugal Telecom
(PT). The privatization of the company, which was planned
in anumber of stages, began shortly thereafter.

During the first phase of privatization in 1995,
27.3% of the company’s equity wastransferred to private
investors by floating shares on the Lisbon, London and
New York stock exchanges. A further 21.7% was sold
off ayear later, leaving 49% of PT in private hands. In
1997, following approval of the sectoral delimitation
law that allowed the State to reduce its holding in PT,
the private-sector share of the company’s equity rose
to 75%. In 1999, afurther 13.5% held by the State was
sold off and there was a capital increase. Following
these two operations, the State reduced itsholding in the
company from 25.2% to about 11%. L astly, in December
2000, the fifth and final phase of the privatization was
concluded, leaving virtually the whole of PT’sequity in
private hands, the exception being 500 classA shares held
by the State (golden share). The purpose of the State’'s
retaining agolden share wasto protect the public interest
in a business deemed to be strategic.?

Even as it was being privatized, PT began to face
growing competition in the domestic market following
the granting of licencesto private-sector mobiletelephony
operators (Braz, 2002, p. 280). And while it aready had
something of an international presence in the form of
small operationsin former Portuguese colonies, PT started
to project itself more vigorously abroad with a view to
freeing itself from the constraints of the domestic market
and projecting itself asaglobal player inoneof theworld's
most dynamic markets (see table 1V.8).

7 At that time, the telecommunications network in Portugal was run by three operators: Empresa Piblica Telefones de Lisboa e Porto (TLP),
which operated the telephone service in the Lisbon and Porto areas; Telecom Portugal, which had inherited the telephony assets of Correios,
Telégrafos e Telefones (CTT) and was responsible for all other communications within the country and to Europe and the Mediterranean area;
and CompanhiaPortuguesa Radio Marconi (CPRM), which handled intercontinental traffic. In 1991, Teledifusorade Portugal (TDP) was created
with the mission of operating and maintaining the transmission and distribution infrastructure.

8 Asof 2006, the largest shareholdersin PT were Telefonica (9.7%), Brandes Investment Partners (8.5%), Banco Espirito Santo (8.4%) and Caixa

Geral de Depdsitos (5.1%).
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Table V.8
PORTUGAL TELECOM: MAIN ASSETS, 2006
(Millions of euros and thousands of customers)

Company Business Stake Sales Customers
Europe
Portugal Rede Fixa Fixed-line 100.0 2 050 4418
Telecomunicagdes Méveis Nacionais (TMN)  Mobile 100.0 1455 5493
PT Multimedia Multimedia 58.4 627 2412
Latin America
Brazil Brasilcel (Vivo) Mobile 50.0 2037 28 726
Telesp Celular Mobile 66.1
Tele Centro Oeste Mobile 52.5
Global Telecom Mobile 100.0
Tele Sudeste Celular Mobile 91.0
Celular CRT Mobile 68.8
Tele Leste Celular Mobile 50.7
uoL Internet 25.0 1540
Africa
Morocco Médi Télécom Mobile 32.2 4 259
Cape Verde Cape Verde Telecom (CVT) Fixed-line and mobile 40.0 171
Angola Unitel Mobile 41.1 1700
Sé&o Tomé and Principe Companhia Santomense de Fixed-line and mobile 51.0 25
TelecomunicagGes
Namibia Mobile Telecommunications Limited (MTC) Mobile 34.0 556
Asia
Timor-Leste Timor Telecom Fixed-line and mobile 34.0 45
Macao Special Administrative Region Companhia de Telecomunicag¢6es de Macau
of the People’s Republic of China (CT™) Fixed-line and mobile 28.0 465

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of Portugal Telecom (PT), 2006 third quarter results, Lisbon, 9 November 2006 (http://

www.telecom.pt).

With thisin view, PT signed anumber of agreements
with other global operators to enhance its international
competitiveness. In early 1997, the company signed uptoa
cooperation accord with Telefénicaof Spain, an agreement
with TelecomunicacBes Brasileiras SA (Telebrés) and a
strategic alignment with Concert, an aliance involving
British Telecom (BT) of the United Kingdom and MCI
of the United States.® The collaboration agreement with
Telefonica and the creation of the AliancaAtlanticawith
Telebras sought to achieve mutual cooperation, acommon
strategy, and joint international investmentsin LatinAmerica
andAfricain order to devel op their competitive advantages
and natural interests in these markets (PT, 1998, p. 7).

A vital phase in the company’s internationalization
strategy began in 1998 when it participated successfully
in the telecommuni cations privati zation processin Brazil.
To preparefor itsarriva in the country and in compliance
with earlier commitments, PT carried out a number of
operations. First, it acquired 1% of Telefénicaand bought
ordinary sharesin Telebras and Tel ecomuni cagdes de Sdo

Paulo SA (Telesp) worth approximately US$ 77 million (PT
pressreleases, 19 March 1998). It then acquired aminority
stake in Companhia Riograndense de Telecomunicagdes
(CRT), themain operator in the state of Rio Grande do Sul
in the fixed-line and mobile telephony segments.1® CRT,
controlled by Telefénica, was one of the four Brazilian
telecommunications companiesthat were outsidethe Telebras
system, and the first to be wholly privatized. PT spent
US$ 375 million on this operation, the largest acquisition
by a Portuguese company on the American continent up
to that time (PT press releases, 25 June 1998).

Thus, when the sell-off of Telebras began, PT's
presencein the Brazilian market and its partnership with
Telefonicaproved particularly important to its successful
participationin thisprocess (seetableV.9). In July 1998,
PT took control of Telesp Celular, the largest mobile
telephony operator in Sdo Paulo, Brazil and Latin America,
and bought a large equity stake in the S&o Paulo fixed-
line telephony company Telesp Fixa, for which it paid
US$ 3,124 million. This operation was by far the largest

9 Theseagreementsinvolved the acquisition of 6.25% of PT during the third privatization phase by Telefonica(3.5%), BT (1%), Telebras (0.75%),
MCI (0.5%) and Alianca Atlantica (0.5%). PT aso undertook to acquire afinancial stake in Telefénica (1%) and Telebrés (PT, 1998, p. 7 and

PT pressreleases, 16 April 1997).

10 Thecreation of asubsidiary, Celular CRT SA, was approved in June 1998, and all the assets and liabilities associated with the mobile telephony
business were transferred to this company. Thiswas done to comply with the requirement that fixed-line and mobile telephony operators should

be different companies.
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acquisition abroad ever by a Portuguese company (PT
press releases, 29 July 1998).

For US$ 3,085 million, PT acquired amgjority stakein
the holding company (Telesp Celular Participagdes) which
controlled Telesp Celular. Telesp Celular had a90% market
share in the State of S&o Paulo, the country’s richest with
1.6 million users and a waiting list of about 3.5 million
people (PT press releases, 29 July 1998). Although PT’s
offer wasfor 100% of Telesp Celular’scontrolling position,
the Portuguese company quickly began negotiations to
reduceitsshareand tried to bring in other strategic partners.
PT kept 51%, transferring 36% to Telefénica and the
remaining 13% to Brazilian groups, whose involvement
was particularly valuable because of their knowledge of the
local market (PT pressreleases, 3 August 1998). In these
circumstances, PT had high expectations of being ableto

capitaize on the rapid growth of mobiletelephony and repeat
in Brazil the successes it had achieved in Portugal, where
it had introduced groundbreaking services —particularly
prepayment, in which it was aglobal pioneer.

At the same time, as part of the same consortium as
controlled CRT, PT acquired astakein the holding company
(Telesp Partici pagdes) which controlled fixed-linetelephony
inthe State of S&o Paulo. Telesp Participagdes controlled two
operators, Telesp Fixaand Companhiade Telecomunicagdes
doBrazil Central (CTBC). Thisinvestment wasparticularly
attractive because of thelow penetration (16%) of fixed-line
telephony in the State of S&o Paulo and the enormous pent-
up demand reflected inawaiting list of morethan 5 million
gpplications(PT pressreleases, 29 July 1998). Thisacquisition
would aso alow PT to generate mgor synergies with its
other operationsin Brazil, particularly Telesp Celular.

Table V.9
COOPERATION BETWEEN PORTUGAL TELECOM AND TELEFONICA

1997 Collaboration agreement for exploring and developing investment opportunities in Latin America and Africa
1998 Establishment of a joint venture to enter markets in northern Africa and eastern Europe, plus emerging markets

in Asia

Joint participation in the privatization of the Telebras system in Brazil
1999 Second mobile telephony licence in Morocco, through the Médi Télécom consortium
2000 Equity swap between Telesp (fixed-line) and Telesp Celular (mobile)
2001 Partnership in Brazil to create a mobile telephony joint venture, pooling all the assets owned by the two firms in the country, with 50%

apiece
2002 Migration to the new regulatory systems for PCS mobile telephony (SMP). Formalization of the joint venture in Brazil (BrasilCel) with the

transfer of all PT's and Telefénica’s holdings in mobile telephony operators to BrasilCel. Acquisition of Tele Centro Oeste (TCO) and the
decision to implement a wide-ranging investment plan including incorporation of CDMA technology

2003 Reorganization of BrasilCel and launch of Vivo to replace local brands in Brazil

2004 Telefénica increases its stake in PT significantly, from 4.8% to 9.7%
To improve and extend their management control, PT and Telefonica launch a public tender offer for the shares of some of their subsidiaries
in Brazil

2005 New company structure created by grouping all Brazilian subsidiaries under a single brand, Vivo

2006 The public tender offer by Sonae SGPS for PT raises some doubts about the survival prospects of this cooperation partnership

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

Thus, PT’sfirst large international equity holding
proved highly successful for the company. In fact,
this small European telecommunications firm had
achieved asolid position in the economic and industrial
heart of Latin America’'s largest country, in a market
with excellent growth prospects. Activities in Brazil
were extremely dynamic in the early months, and the
importance of PT’sinternational operations increased
as aresult, particularly those linked to Telesp Celular
(seefigure 1V.5).1

In these circumstances, PT initiated awide-ranging
investment plan (US$ 660 millionin 1999) which included
network modernization and the incorporation of CDMA
digital technology. This enabled it to improve service
quality and launch new products and services, particularly
prepayment systems, significantly increasing its customer
base (PT, 2000, p. 21) (seefigure1V.6). In 1999, Telesp
Celular brought in two prepayment plans. Baby, the first
to be availablein Brazil, and Peg& Fale, aimed at |ower-
income segments (PT, 2000, p. 20).12

11 Between 1997 and 1998, the mobile telephony penetration rate in the State of S0 Paulo rose from 3.8% to 7.8% (PT, 1999). In 1998, Telesp
Celular's mobile telephony subscriber base grew by 41% to 1.8 million, giving it a market share of 67% in the concession area.

12 By late 1999, the two prepayment programmes had over 863,000 customers, representing 79% of all new customers and 30% of all Telesp
Celular users (PT, 2000, p. 20). By December 2000, the company had over 4.3 million customers, more than half of them using the prepayment

system (PT, 2001, p. 21).
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Figure IV.5
PORTUGAL TELECOM: TOTAL SALES BY BUSINESS SEGMENT,
1996-2006 @
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Figure I1V.6
PORTUGAL TELECOM: TOTAL CUSTOMERS IN PORTUGAL
AND ABROAD, 1998-2005
(Millions)

45
40
35
30
25
20
15

10

1998 1999 2000 2001 2002 2003 2004 2005
m Portugal International market

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
the basis of Portugal Telecom, Annual Report, various issues, Lisbon.

Thus, even asit wasitself being privatized, and ahead
of theliberalization of the Portuguese telecommunications
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market, PT’s acquisitions in Brazil allowed it to move
further towards its goal of steady, diversified growth
through a strategy of maximizing synergies between
different geographical and business areas.’3 In addition,
PT had some unique cultural, linguistic and historical
advantages, experience with mobiletelephony in competitive
environmentsand synergies (bilatera traffic and investment)
that allowed it to compete successfully in Brazil.

Inthe early part of the present decade, PT sought to
carry on strengthening its position in the Brazilian market
by increasing its stake in Telesp Celular, acquiring new
assetsto complement its existing ones and deepening its
relationship with the Spanish company Telefénica (see
table 1V.9).

Inthefirst half of 2000, PT increased itsstakein Telesp
Ceular to 30% through a number of market operations,
including apublic tender offer for al the sharesnot held by
the controlling group. This cost the company some US$ 900
million (PT pressreleases, 21 January and 13 June 2000).

In the second half of the year, PT and Telefénica
agreed to swap the stakesthey held in Telesp Celular and
Telesp (fixed-linetelephony), respectively.!* In addition, PT
carried out acapital increasefor Telesp Celular, subscribing
to almost the entirety of the new issue. Thus, once the
National Agency of Telecommunications (ANATEL ) had
approved both operations, the Portuguese company’s stake
in Telesp Celular rose from 30% to 41% (PT, 2001).

Simultaneously, acting through Telesp Celular, PT
cameto termswith Centrais Telefonicas de Ribeiréo Preto
(CETERP), controlled by Telefénica, to acquire CETERP
Celular, aBand A mobiletelephony operator inthe Ribeiréo
Preto region located in the north-east of the State of S&o
Paulo (PT pressreleases, 20 July 2000).2> Once acquired,
CETERP Céelular was absorbed by Telesp Celular, and the
Portuguese company was ableto offer itsmobile tel ephony
service throughout the State of S&o Paulo. PT also soldits
stakein thefixed-line telephony company CRT, for which
it received US$ 183 million, althoughit retained itsinterest
(7.3%) in CRT Celular (PT, 2001).

In January 2001, acting through Telesp Celular, PT
acquired 83% of Globa Telecom (GT), the Band B operator

13 Fixed-line telephony began to be liberalized in Portugal in 2000, when new operators were allowed to enter the market and access customers
directly using their own infrastructure and indirectly by selecting a national and international long-distance carrier (PT, 2001, p. 12).

14 Under the agreement, Telefonica swapped its 35.8% stake in Portecom Participagdes, the consortium controlling Telesp Celular, for the 23%
indirectly owned by PT in SP Telecomunicagdes Holding (which controlled Telesp). Telefénica also paid the Portuguese company US$ 59.8

million (Telefonica, 2001, p. 158 and PT press releases, 20 July 2000).

15 In December 1999, Telesp, controlled by Telefénica, acquired 73% of CETERP, afixed-line and mobile telephony provider, for US$ 183 million
(Telefénica, 2001, p. 161). In October 2000, Telesp made a public tender offer for the remaining equity as required by the privatization rules.
Subsequently, in compliance with the rules applying to the Brazilian telecommunications market, CETERP sold its CETERP Celular subsidiary
to Telesp Celular, controlled by PT. In addition, CETERP was merged into Telesp. The CETERP operation was one of the measures taken to
meet the service quality and expansion targets set by the regulator before the deadline, putting Telesp, and thus Telefénica, in aposition to offer
other services and enter other regions of Brazil rapidly (Telefénica, 2001, p. 21).
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(second operator) inthe states of Parandand Santa Cataring,
which adjoin the State of S&o Paulo and are among the
richest areasin Brazil, for US$ 1.21 billion. GT operated
with CDMA technology, making it fully compatible with
Telesp Celular, and thismeant that tried and tested products
and services (such asthe Baby prepayment system) could
be introduced, generating major synergies (PT, 2002).

Lastly, PT took some steps towards further
diversification of itsactivitiesin Brazil. During 2000, the
Portuguese company entered the multimedia segment and
acquired Internet businesses such as Zip.net, Bancol.net
and Investnews for 489 million euros (PT, 2001, p. 176).16
PT aso controls 21.1% of the Folha UOL consortium,
which publishes the Folha de Sao Paulo newspaper and
owns stakes in DEDIC and PrimeSys.

Inthisway, PT reaffirmed itsstrategy of concentrating
on mobiletel ephony, asegment with high growth potential,
inthe State of S&o Paulo, the region with the greatest urban
density and highest level of industrial development in South
America With these acquisitions, PT further consolidated
itsleadership position, scaled up itsbusinessand reaped the
synergiesfrom the good geographical and technological fit
between its assets (both used CDMA). It also succeeded in
establishing aplatform for the devel opment of new businesses
in the Brazilian telecommunications market, as well as
creating major synergies between related segments.

Early in 2001, PT took a great step forward with its
expansion inthe Brazilian telecommunications market. In
January, PT and Telefénica signed a strategic agreement
to create a 50-50 joint venture that would run the two
companies assets in the Brazilian mobile telephony
segment (seetableV.9). The partnership comprised Telesp
Celular and Global Telecom onthe PT side, Tele Sudeste
Celular in Rio de Janeiro and Tele Leste Celular in Bahia
and Sergipe on the Telefénica side, and CRT Celular, in
which the two companies were partners, in Rio Grande
do Sul (see table 1V.10). Furthermore, to strengthen the
agreement, Tel ef énicaundertook to purchase afurther 5%
of PT’sequity, bringing its stake up to 10%; and PT had the
option of raising itsstake in Telefonicato 1.5% (PT press
releases, 24 January 2001). However, the deteriorating
global and regional economic situation, exacerbated by
the Argentine crisis and the devaluation of the Brazilian
currency, delayed the creation of the joint venture.

Economic Commission for Latin America and the Caribbean (ECLAC)

Table V.10
STRUCTURE OF THE STRATEGIC AGREEMENT BETWEEN
PORTUGAL TELECOM AND TELEFONICA, JANUARY 2001
(Percentages)

Portugal Telecom - Telefénica

Telesp Celular Tele Sudeste Celular CRT Celular  Tele Leste Celular

41.22 81.62 36.62 10.82

85.1b 75.7° 55.8P 21.9b
Global Telecom

83.02

49.0°

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the
basis of Portugal Telecom, Annual Report 2000, Lisbon, 2001, p. 15.

2 Percentage economic interest.

b Percentage voting rights.

In these circumstances, PT explicitly choseto centre
itsstrategy on organic growth, strengthening itsleadership
in the Portuguese market and trying to make its Brazilian
operations profitable (PT, 2003, p. 9). The company
continued to betheleader in Portuguese telecommunications,
positioning itself as one of the best operators in Europe
(see table 1V.7). Besides this, its growing presence in
Brazil was clear evidence of its determination to improve
its position in geopolitically favourable markets with
significant cultural affinities (PT, 2004, p. 10).

Anticipating greater competition in the future,’’ PT
sought to improve its position in the Brazilian market by
drastically rationalizing costs, expanding its customer
base (essentially with prepayment products), developing
new products and services such asWAP and encouraging
customersto migratefrom theanalogueto thedigital service
(PT, 2002, pp. 15-16). In so doing, Telesp Celular produced
a sound operating performance and carried on increasing
itsmarket sharein the State of Sdo Paulo (PT, 2003, p. 38).
In addition, PT went ahead with the capital increaseit had
announced for Telesp Celular to reduce its debt and allow
it to implement an aggressive business plan. In mid-2002,
Telesp Celular increased its capital and most of its shares
were purchased by PT, allowing the Portuguese company
to increase its stake in its Brazilian subsidiary from 41%
to 65% (PT pressreleases, 9 September 2002).

Asthe overall economic situation shifted, opening up
good prospects for the mobile telephony business in the
Brazilian market, and new rivals made their appearance,
an effort was made to establish thejoint venture as quickly
aspossible. Acting through Telesp Celular, PT acquired the

16 In December 2000, PT established a strategic alliance with two financial institutions, Banco Bradesco SA (Bradesco) and Unido de Bancos
Brasileiros SA (Unibanco), with aview to strengthening its position in the Brazilian telecommunications market. As part of this agreement, PT
paid US$ 281 million for 100% of Unibanco Sistemas SA (BUS), the company which took over the telecommunications networks of Unibanco
and Bradesco, along with the respective licences to provide these services (PT, 2001, pp. 55-56). In June 2000, PT paid US$ 35 million for 50%
of Investnews, a company that owns the exclusive Internet rights over all news content produced by the financial newspaper Gazeta mercantil

(PT, 2001, p. 66).

17" 1n 2002, the Mexican firm AméricaM6vil bought out its partnersin Telecom Américas and concentrated on expanding strongly in Brazil (ECLAC,

20064, p. 147).



Foreign Investment in Latin America and the Caribbean « 2006

remaining 17% of GT for US$ 82 million while, to keep
the two companies stakes in the new firm equal (50%),
Telefénica acted through Telefénica M éviles to buy 15%
of Telesp Celular from the Portuguese firm for 200 million
euros (PT, 2003, p. 7).18 In December 2002, ANATEL
finally approved the creation of the joint venture, and both
companiestransferred their stakesin the Brazilian mobile
telephony operatorsto the new firm, named BrasilCel (PT
pressreleases, 6 and 30 December 2002). The new firm thus
became the largest provider of mobile telephony services
inBrazil (with threetimesas many customersasits nearest
rival) and Latin America, with some 17 million subscribers
and a potential market of over 90 million inhabitants, and
with a market share of over 60% in the states it served,
which represented more than 70% of Brazil’s GDP (PT,
2003, p. 12) (seefigure IV.7).

Figure V.7
PORTUGAL TELECOM: TOTAL MOBILE TELEPHONY CUSTOMERS
IN BRAZIL, 1998-2006 2P
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the
basis of Portugal Telecom, Annual Report, various issues, Lisbon; Agéncia
Nacional de Telecomunicacdes (ANATEL), Relatério anual 2005, Brasilia,
December 2005; and TELECO, Informag&o em Telecomunicag6es [online]
http://www.teleco.com.br, 25 January 2007.

2 January-November 2006.

b The joint venture with Telefonica (BrasilCel) was created in December 2002, after

which it began to operate under the Vivo brand.

This aliance consolidated PT’s leadership of the
Brazilian mobiletel ephony market and allowed it to target
resources and capabilities on developing its business
in the region and to benefit from substantial operating
synergies. The economies of scale and solid |eadership
position enjoyed by the two companiesin thismarket also

18
19
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did much to offset the cost of migrating from the existing
mobile concessions to the new PCS licences.

PT and Telefénica quickly acted to achieve greater
geographical coverage in the Brazilian market. In early
2003, BrasilCel took over Tele Centro Oeste (TCO), the
leading operator in the centre-west and north of the country
(seemap IV.1).29With thisacquisition, Brasi|Cel wasable
to cover al the country’smain cities. PT and Telef6nicaset
out to establish ahomogeneous identity for their mobile
telephony businesses in Brazil by creating a new name
that would cover all their assets in the country. Thus,
Vivo became asingle brand in 20 states and the Federal
District of Brasilia, covering 85% of Brazil’s territory
and 74% of its population, or 86% of the country’s GDP.
This gave the joint venture a market share of some 50%
nationally and 57% in the concession areas (see figures
IV.7 and IV.8 and map 1V.1) (PT, 2004, pp. 14 and 34).
Indeed, just nine months after itslaunch, Vivo was already
the largest maobile operator in the southern hemisphere
(PT press releases, 10 December 2003).

Map V.1
PORTUGAL TELECOM-TELEFONICA ALLIANCE IN BRAZIL:
GEOGRAPHICAL COVERAGE OF THE VIVO BRAND, 2005
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
the basis of TELECO, Informagé&o em Telecomunicacdes (http://www.teleco.
com.br).

Note: NBT: Norte Brasil Telecom; TCO: Tele Centro Oeste; CRT: Companhia
Riograndense de TelecomunicagGes; Telefénica Celular SE/BA: Tele Leste
Celular; Telefénica Celular ES/RJ: Tele Sudeste Celular.

Thejoint venture thus came to hold a 65.1% financial stake and 99.7% of voting rightsin Telesp Celular (PT, 2003, p. 7).
The acquisition of 100% of Tele Centro Oeste (TCO) was carried out by Telesp Celular in three stages: (i) the acquisition of ordinary shares

owned by a Brazilian company, Fixcel, which represented 61.1% of TCO voting rights, at a cost of 404 million euros; (ii) a subsequent public
tender offer for the remaining ordinary shares; (iii) theintegration of TCO into Telesp Celular by incorporating the remaining shares (PT, 2004,
p. 14). TCOis present in 11 states and the country’s capital, Brasilia. TCO was formed by two operators: (i) TCO, the leader in the centre-west
region, which includes the cities of Brasilia and Goianiag; (ii) Norte Brasil Telecom (NTB), which holds a Band B licence in the north of the

country, covering cities such as Manaus and Belém.
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Despite having more than 20 million customers,
more than any other company in Brasil’'s entire
telecommunications sector, Vivo began to lose market
sharetoitsmainrivals, Telecom ltalia (TIM), América
Movil (Claro) and Grupo Telemar (Oi) (seefigureIV.8).
In amarket that was growing explosively, the complexity
of the alliance between PT and Telefénica may have
contributed to this performance. A decision-making
system that had to coordinate the objectives of both
firms, identify and remove duplications of functionsand
seek out new synergies certainly complicated the first
phase of their joint operationsin Brazil. Other companies
achieved better results and began to challenge Vivo's
hitherto undisputed leadership in Brazil (see figure
1V.8). To cope with this situation, BrasilCel carried
on investing in new forms of provision, concentrating
particularly on launching innovative products and services
based on CDMA technology as away of expanding its
customer base.?

Figure V.8
BRAZIL: MARKET SHARES OF THE LEADING MOBILE
TELEPHONY OPERATORS, 2003-2006 @
(Percentages)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
the basis of TELECO, Informag&o em Telecomunicagdes (http://www.teleco.

com.br), 25 January 2007.
2 January-November 2006.

To cement the alliance between the two Iberian
companies, Telefénica also increased its stake in PT.

Economic Commission for Latin America and the Caribbean (ECLAC)

During 2004, the Spanish company undertook a number
of market operationsthat raised itsstakein PT from 4.8%
10 9.7% at a cost of some 475 million euros (Jornal de
Negocios, 12 April 2005). Increasing its stake in this
way brought Telefénica close to the limit set by the two
companiesin their 2001 agreement, which provided that
the Spanish company could take ownership of up to 10%
of PT (PT, 20063, p. 60).

In these circumstances, BrasilCel and Telesp Celular
acted in concert to launch public tender offers for some
of their subsidiariesin Brazil as away of enhancing and
extending their management control 2 Theintention was
to strengthen Vivo's position in the Brazilian market and
giveit agreater stake in the growth of itssubsidiaries. In
October 2004, thejoint venture between PT and Telefénica
acquired more than 99% of the sharestargeted by the public
tender offer, at acost of US$ 215 million to BrasilCel and
US$ 320 million to Telesp Celular (PT press releases, 9
October 2004). The cost of these offers was split equally
between PT and Telefonica. In addition, Telesp Celular
approved a capital increase of morethan US$ 1.1 hillion
and used some of these funds to raise its stake in Tele
Centro Oeste Celular.?? The new asset structure turned
Vivo into the world’s tenth-largest mobile telephony
operator (PT, 2005, p. 70).

In late 2005, the business was restructured once again
with aview to simplifying the organizational structure of
the Brazilian subsidiaries operating under theVivo brand
name and thus enhancing operational efficiency and
generating synergies. Inthisoperation, all the subsidiaries
were taken over by Telesp Celular, which was renamed
Vivo Participagfes SA (PT press releases, 5 December
2005). At atime of growing competition, this corporate
restructuring would allow the Vivo brand to consolidate
as the leader in the Brazilian mobile telephony market.
Nonethel ess, the company was unableto turn the situation
around, basically because it did not operate with GSM
technology, the most widely used in the country. To
remedy the situation, it announced an ambitious plan to
invest 400 million euros in the development of a GSM
mobile telephony system in parallel with its CDMA
system, to be completed within three years (Cinco Dias,

2 PT also transferred its experience in the Portuguese market to itsinternational operations. Indeed, Telecomunicagdes Moveis Nacionais (TMN)
was the first operator to provide video calling services on third generation (3G) devicesin Portugal (PT, 2005, p. 66). In 2004, Vivo launched a
number of new servicesand products that served to differentiateit fromitsrivalsand placeit at theforefront of innovation in the Brazilian mobile
telephony market. Capitalizing on the technological advantages of the CDMA network, Vivo invested in expanding 1xRTT, a 2.5G technology,
and began to roll out EV-DO, athird generation services network (PT, 2005, p. 75).

21 BrasilCel launched public tender offers for Tele Sudeste Celular, Tele Leste Celular and Celular CRT. At the same time, Telesp Celular made a
public tender offer for Tele Centro Oeste Celular (PT press releases, 25 August 2004).

2 The capita increase was completed in January 2005. The resources were used to: (i) pay off a bridging loan made by Banco ABN Amro Real to
financethe public tender offer for some of Tele Centro Oeste Celular’sequity, and (ii) pay off other short-term borrowings. Following official approval
of the capital increase, the controlling group increased its stake in Telesp Celular from 65.1% to 65.7% (PT press releases, 5 January 2005).
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31 July 2006).22 By late 2006, Vivo had a market share
of about 29.5% in Brazil (39.3% in the regions where it
operated), giving atotal of 28.7 million customers (PT,
2006c, p. 38) (seefigurelV.8).

Notwithstanding the drop in its market share, it is
important to emphasize the degree of customer loyalty
achieved by the new Vivo brand. In this phase of rising
penetration, recognition and acceptance of the brand by the
Brazilian population has been essential, basically because
the rapid growth in the mobile telephony market has been
driven by prepayment customers, accounting for 81.7%
of the company’s total user base as of late 2006.

PT’s good results and successful international
expansion caught the interest of international investors.
In early 2006, Sonaecom SGPS SA, asubsidiary of one
of Portugal’s largest industrial groups, Sonae SGPS,
launched an unsolicited and thus hostile bid for PT shares
with aview to gaining control of the company (PT press
releases, 7 February 2006).24

The PT board took the view that Sonaecom’s offer of
16.3 billion euros (including PT’sliquid debt) substantially
underval ued the company (PT, 2006b, p. 2). The argument
against the offer highlighted the lack of information about
itsfinancing and the excessive debt that would haveto be
taken on by the new controllersof the company, jeopardizing
its future capacity and perhaps leading to the break-up
of PT (40 million customers and 30,000 employees in
14 countries).?® According to analysts, Sonaecom might
well liquidate PT’s assets in Brazil (50% of Vivo) if its
offer were successful. Again, the Sonaecom bid would
create an unprecedented degree of concentration in the
Portuguese mobile tel ephony market, giving riseto great
regulatory obstacles. Lastly, it was emphasized that the
bidders did not have along-term strategy for the company
(or much international experience in the business) in
what was ahighly competitive, dynamic sector requiring
high levels of investment. In late 2006, the Portuguese
competition authority announced that it had no objection
to the operation (Publico, 5 December 2006).

In early 2007, Sonaecom improved its offer from
9.5t0 10.5 euros per share, conditional upon its securing
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at least 50% plus one of the shares and a change in the
company’s articles of association.? The Portuguese firm
once again rejected the offer, however, and adopted a
more vigorous strategy, outlining plans for a generous
dividend and a share buyback worth 6.2 billion euros if
the bid should fail.

PT’smain sharehol ders took up opposing positions.
Telefonicaaligned itself with Sonaecom and favoured an
end to the limitations imposed by the company’s articles
of association. This support showed Telefonica’s belief
that the bid would succeed and that it would be able to
acquire the other 50% of Vivo asaresult. Ever sincethe
bid was launched, analysts had been speculating that
Telefénica would sell its stake in PT and acquire the
company’s assets in Brazil, in order to consolidate its
corporate image in Latin America.

In March 2007, however, an extraordinary genera
meeting of PT rejected the proposed changeinthearticles
of association and thereby condemned the Sonaecom bid to
failure. Telefonicawasleft in an awkward position vis-avis
the other shareholders and the PT directors, which could
affect the strategic relationship the two companies have
been building up in recent years, particularly in Brazil 2

Tosumup, even asit wasitself being privatized, this
small Portuguese telecommunications company saw in
the Brazilian privatization programme the opportunity
it needed to freeitself from the constraints it was under
because of its lack of international experience. In an
industry that was beginning to show signs of vigorous
consolidation and concentration, the company urgently
needed to expand beyond the borders of Portugal.

In Brazil, PT took control of the main mobile
telecommunications company in the State of S&o Paulo,
among other assets. In thisway, the Portuguese firm began
to specialize in the wireless segment of the country’s
wealthiest markets, and set out to achieve national
coverage. It was aided in this by afruitful aliance with
the Spanish company Telefénica. It quickly scaled up its
business, taking advantage of the synergies yielded by
the good geographical fit of its businesses and its use of
asingle technol ogy.

2 The European GSM technology isthe undisputed world leader in mobile telephony. Three out of every four mobile telephony subscribersin thefive
continents, or more than 1.3 hillion people, use this standard. In early 2005, there were 151 million mobile telephone usersin Latin America. Of
these, 68 million were connected to networks using the old United StatesTDMA standard and 44 million to infrastructure employing the European
GSM standard, while 39 million were on networks operating the new United States CDMA mobile standard (Cinco Dias, 31 July 2006).

24 Sonaecom manages the Sonae group businesses in the communications and telecommunications segments in Portugal, including Publico
newspaper and three operators, Optimus (mobile telephony), Novis (fixed-line telephony) and Clix (Internet).

% Sonaecom announced that it would carry out a 1.5 billion euro capital increase to support the public tender offer, leaving doubts as to how it
would finance the remaining 14.8 billon, representing over 90% of the value of the transaction (PT, 2006a).

% PT’sarticles of association limit voting rights to 10% of shares, meaning in practice that a new shareholder acquiring a majority equity stake

would not control the company.

27 Thefailure of this operation was due mainly to the part played by the Mexican magnate Carlos Slim, the controlling shareholder of TELMEX
and América Mévil, who used his 3.7% sharesin PT to block the bid, thus preventing the new controllers from selling their 50% shareholding

inVivo to Telefénica.
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Theglobal crisisintheindustry and the deterioration
of theregiona economic situation forced PT to concentrate
on its domestic market, temporarily shelving its plans
for expansionin Brazil. In the latter country, PT sought
to increase the returns on its operations, keep ahead of
rising competition (the entry of América Mavil into
the market), increase its customer base (with growth
coming essentially from prepayment plans) and develop
new products.

Economic Commission for Latin America and the Caribbean (ECLAC)

In sum, it was when it clinched its alliance with
Telefonica that the company really consolidated in the
Brazilian market. Working within a common corporate
identity (theVivo brand), the two companies strengthened
their stakes in local subsidiaries through public tender
offers and extended coverage to most of the country.
However, the frictions resulting from Sonaecom’s bid
have raised doubts about the continuity of the strategic
alliance between PT and Telefonicain Brazil.

2. Energy firms: internationalization strategies centred on

neighbouring countries

Asinthegreat majority of European countries, Portugal’s
electricity sector used to operate as a State monopoly. In
1976, Electricidade de Portugal (EDP) was created from
themerger of 13 companiesthat had been nationalized the
year before. In the early 1990s, in line with the reforms
that were beginning el sewhere in the European el ectricity
sector, EDP began a profound restructuring, changing its
legal statustothat of alimited-liability company (sociedade
anénima) and creating independent subsidiariesto operate
in the areas of electricity generation, transmission and
distribution (EDP, 2006b, p. 18). In 1997, the Portuguese
Government began privatizing the company. As part of
these devel opments, in October 2004 the company changed
itsnameto Energias de Portugal SA (EDP). By 2006, six
phases of the privatization process had been completed
and the State controlled about 25% of the company’s
equity through various mechanisms.2®

EDPiscurrently thelargest electricity generator and
distributor in Portugal. It also owns 30% of Rede Eléctrica
Nacional SA (REN), Portugal’s electricity transmission
company.? Internationally, thefirm has become asignificant
player in Brazil and Spain. Thus, EDP hasrapidly become
one of Portugal’s largest business groups and one of the
|eading European operatorsin the electricity sector, with
an installed capacity of over 13,290 MW and sales of
some 9.68 billion euros (see table 1V.11).

In the late 1990s, profound structural changes took
placein the European electricity sector, forcing companies
to act in ahighly dynamic environment and conduct their
operationsin very different circumstances, including both

regulated and competitive markets. With the experience
it had acquired as a service provider in the electricity
sector and the progress it had made in terms of efficiency
and competitiveness, EDP implemented a strategy of
consolidating and retaining itsleadership in the Portuguese
market, internationalizing its operations and diversifying
into other business areas. EDP's goal was to work its
current assets and capabilities harder by participating in
high-growth markets, and to continue building a multi-
utility platform so that it could capture synergies between
the electricity, water and natural gas businesses. In an
increasingly liberalized electricity market, furthermore, it
sought to enhance customer loyalty and diversify therisks
associated with the regulation affecting its activities.

Table IV.11
EUROPEAN UNION: LARGEST ELECTRICITY COMPANIES,
BY SALES, 2005
(Millions of euros)

Company Country of origin Total sales

1 E.ONAG Germany 51 854
2 Electricité de France (EDF) France 51 051
3 RWEAG Germany 40 518
4 Enel SpA Italy 32272
5 Endesa SA Spain 17 508
6 Vattenfall AB Sweden 13898
7  Electrabel SA Belgium 12 218
8 Iberdrola SA Spain 12 060
9  Energie Baden-Wirttemberg

AG (EnBW) Germany 10 769
10 Energias de Portugal (EDP) Portugal 9677
11 Essent NV Netherlands 6 325
12 Unién Fenosa SA Spain 6 099

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the
basis of information from Bloomberg and the companies themselves.

2 The Portuguese State holds 20.5% of EDP's equity directly through Participagdes Piblicas (SGPA) SA, known as Parpuiblica, and 4.9% indirectly
through the State-owned bank Caixa Gera de Depdsitos (EDP, 2006a, p. 148). Other major shareholders include Iberdrola (9.5%), Caja de
Ahorros de Asturias (CajAstur) (5.5%) and Banco Comercia Portugués (BCP) (2.9%) (EDP, 2006b, p. 16).

2 |n 2000, during the period of change in the electricity sector, the Portuguese State retained ownership of 70% of REN, leaving the remaining

30% for EDP (EDP, 2001, p. 25).
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To make this multi-utility strategy areality, EDP
looked for strategic partnerships with other companies
that would allow it to operate competitively in segments
where it had no previous experience (see box IV.1).
Locally, the main agreements were those with GALP
Energia, Aguas de Portugal (AdP), Brisa (the country’s
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largest motorway operator) and the financial group Banco
Comercial Portugués (BCP), while internationally it
entered into agreements with the Spanish electricity
company |berdrola and the United Kingdom's largest
public water supply and sewage company, Thames
Water.

Box IV.1

AGUAS DE PORTUGAL: EXPANDING CAUTIOUSLY ABROAD

Aguas de Portugal (AdP) was created in
1993 to develop municipal water supply and
sewage systems. In the late 1990s, AdP
began to diversify by entering new market
segments and initiating the international
expansion of its operations. Almost
simultaneously, the Portuguese company
began operating in Brazil, Cape Verde,
Mozambique and Timor-Leste.

Like other Portuguese companies
that were beginning to expand beyond the
country’s borders, AdP sought to establish
partnerships with other companies to help it
remedy its lack of international experience
and improve its ability to adapt to the
peculiarities of national markets. Some
of its largest operations were in former
Portuguese colonies in Africa. In Cape
Verde, acting in partnership with Energias
de Portugal (EDP), it emerged as the
winner in the privatization of ELECTRA,
an electricity production and distribution
and water and sewage services firm. In
Mozambique, AdP took part in a public

tender process jointly with the French firm
Saur and won the contract to run water
supply systems in the cities of Maputo,
Beira, Quelimane, Nampula and Bemba,
serving a population of 2 million.

In Brazil as in Africa, AdP looked for a
partner to help it break into the world’s largest
Portuguese-speaking market. Accordingly,
it went into partnership with the local group
Monteiro Aranha and created Empresa
Brasileira de Aguas Livres SA (EBAL), in
which each partner held 50% of the equity.
The purpose of EBAL was to grow with
the Brazilian market and participate in the
concession and privatization process that
was then beginning in the country’s water
sector. In 1998, the Portuguese company
formed part of the consortium that won a
25-year concession to run the water supply
and sanitation system of the Regido dos
Lagos and the State of Rio de Janeiro (the
concession includes the urban areas of the
municipalities of Buzios, Cabo Frio, Iguaba
Grande, S&o Pedro da Aldeia and Arraial

do Cabo, and involves the provision of
services to 390,000 people). The winning
consortium was led by local investors,
namely Monteiro Aranha with 32.5%, PEM
Engenharia with 20% and PLANUP with
40%, while AdP, acting through EBAL, had
a minority stake (7.5%). Monteiro Aranha
chose to reposition its business, however,
and as a result AdP came to control 100%
of EBAL. In 2001, lastly, the Portuguese
company bought out its Brazilian partners
and took control of PROLAGOS, the
company set up to run operations in the
concession area. In 2002, all AdP activities
in Brazil were grouped into a newly formed
company, Aguas do Brazil (AdB).

To sum up, AdP implemented
a cautious strategy of international
expansion in those markets where it
found the strongest affinities of culture
and language. Alliances with other
operators were crucial in freeing AdP
from the constraints imposed by its lack
of international experience.

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

EDP thus embarked upon new ventures in the areas
of telecommunications, water distribution and sewage, and
natural gas. Taking advantage of the opportunities offered
by theliberalization of the Portuguese telecommunications
market, EDP went into partnership with BCP and GALP
Energiatoinitiate fixed-line telephony operationsthrough
ONI, subsequently extending these to the mobile segment.%°
Giventhe powerful synergiesbetween itsdifferent activities,
EDPlooked for new business opportunitiesinthe water and
sewage sector, both in Portugal and abroad (EDP, 2000,
p. 47). Thus, the Portuguese company and its strategic partner
Thames Water created Aguas e Saneamento de Portugal
SA (ValorAgua) to bid for public service concessions in
the domestic market, and acquired 51% of Empresa de
Servicios Sanitarios del Libertador (ESSEL) in the VI

Region of Chile, astake which they shared equally between
them (EDP, 2001, p. 44). Lastly, EDP strengthened its
position in the Portuguese natural gas sector by taking an
equity stakein GALP Energia.3! With thisoperation, EDP
sought to boost the devel opment of electricity production
projects and consolidate its position as a service provider
in the business of household natural gas distribution, as
well as strengthening its presence in the energy market of
the Iberian peninsula (see box 1V.2).

Intermsof internationalization, EDP set its strategic
sights on markets with critical mass and high growth
potential where the company could capitalize on its
competitive advantages. Inaninitial phase, the Portuguese
firm focused on Latin America (basically the electricity
sector in Brazil, although Chile and Guatemalawere aso

30 On 1 January 2000, the Portuguese market was opened up to fixed-line telephony operators (EDP, 2000, p. 45). As of mid-2006, the main shareholders
in ONI were: EDP (56.6%), BCP (23.1%), Brisa (17.2%) and GALP Energia (3.2%) (EDP press release, 22 June 2006, http://www.edp.pt).
31 InJanuary 2000, EDPincreased its stakein GALP Energiafrom 3.3% to 14.3%. GALP Energiais aconsortium created as part of the restructuring

of the Portuguese energy sector (EDP, 2001, p. 43).



164

included), Africa(CapeVerde, Morocco and Mozambique)
and Asia(Macao Special Administrative Region), most of
the markets concerned being former Portuguese colonies.®2
In asecond stage, EDP concentrated on Spain, seeking to
capitalize on the opportunitiesarising fromfull liberaization
of the Spanish market and the future Iberian Electricity
Market (MIBEL) (seemap IV.2). Thus, EDP quickly took
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aposition of leadership in the effort to internationalize the
Portuguese economy (EDP, 2000, p. 9). Inthelate 1990s,
EDP s operations beyond the country’s borders began to
acquire significant scale, representing some 10% of total
assets and more customers than the firm had in Portugal
itself (EDP, 2000, p. 39). Thistendency strengthened over
the following years (see figure IV.9).

Box V.2

GALP ENERGIA: TOWARDS AN IBERIAN ENERGY MARKET?

In 1999, GALP Energia was created as part
of the restructuring of the Portuguese energy
sector, to operate in the areas of oil and
natural gas. The following year, the company
was partly privatized and two international
strategic partners were selected: ENI of
Italy and Iberdrola of Spain. Like most of
the world’s hydrocarbon companies, GALP
Energia set out to improve its oil position (oil
being its main production input) through a
policy of selective investments focused on
the acquisition of stakes in high-potential
blocks, preferably in Portuguese-speaking
countries and in partnership with other
international oil companies (GALP Energia,
2006, p. 22).

At the beginning of the present decade,
GALP Energia obtained its first significant
results in oil production in Angola. In Brazil,

the Portuguese firm worked with Petr6leo
Brasileiro SA (Petrobras) to acquire some
stakes in blocks situated in the Santos
Basin.

Nonetheless, GALP Energia chose
to take advantage of its experience and
installed capacity in the fuel refining
and distribution segment by focusing its
expansion strategy on the Iberian peninsula.
Its first step was to acquire 5% of Compafiia
Logistica de Hidrocarburos SA (CLH),
which facilitated the development of a
strategy in this area in the Spanish market.
In 2004, it strengthened its presence in
the neighbouring economy by acquiring
a subsidiary of the British firm BP, which
brought it an active customer base and a
logistical platform that allowed it both to
extend the value chain and to come closer

Source: Economic Commission for Latin America and the Caribbean (ECLAC).
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Map IV.2
ENERGIAS DE PORTUGAL (EDP): INTERNATIONAL PRESENCE, 2006

to the end user. In the same area, it carried
out a swap with Compafiia Espafiola de
Petréleos SA (CEPSA) and Total of France,
exchanging 79 sales outlets in Spain for 78
service stations in Portugal. Lastly, GALP
Energia acquired 100% of Empresa de
Petréleos de Valencia, owner of the logistics
area in the port of Valencia, from Total of
France. In 2005, GALP Energia had 837
service stations in Portugal and 223 in
Spain (GALP Energia, 2006, p. 26).

To sum up, GALP Energia is building
on its experience in fuel refining and
distribution by moving towards the creation
of an integrated logistical network in the
Iberian peninsula. With support from the
company’s strategic partners (ENI and
Iberdrola), further progress can be expected
in the coming years.

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of EDP, Annual Report 2005, Institutional Report and Report on Corporate Governance,

Lisbon, 30 March 2006 [online] http://www.epd.pt.

Note:  The boundaries and names shown on this map do not imply official endorsement or acceptance by the United Nations.

82 |n Macao Special Administrative Region, EDP became the largest individual shareholder in the Companhia de Electricidade de Macau (CEM).
In Morocco, where it acted in concert with the Spanish group Dragados, it succeeded in winning the concession to supply electricity, water and
sewage services in Rabat, the country’s capital. EDP subsequently sold its stake in that consortium to the French group Vivendi (EDP press
release, 22 October 2002). In Cape Verde, acting in partnership with Aguas de Portugal (AdP), it emerged as the winner in the privatization of
51% of ELECTRA, acompany that produces and distributes electricity and water and provides sanitation services (EDP, 2000, p. 43).
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Figure 1V.9
ENERGIAS DE PORTUGAL (EDP): SALES BY ACTIVITY
AND COUNTRY, 2000-2005
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
the basis of information from Energias de Portugal (EDP).
2 Operations in the telecommunications area are confined to the Portuguese domestic
market.

Thedtart of the present decade brought another clear shift
inthe corporate strategy of EDP, based on thereorganization
and consolidation of the businessesthe company operated
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in. First, EDP began to concentrate more on itstraditional
core business, the electricity sector, and on the Iberian
peninsula, an area which the company now treats as its
domestic market because of the ongoing integration there
(seebox 1V.3). Internationally, meanwhile, EDP sought to
expand its presence in the companies in which it owned
equity in the Brazilian market (EDP, 2003, p. 5).
Thegrowingimportance of electricity asatarget sector
for the company’ s operational investment, to the detriment
of other activities such as telecommunications, is a clear
reflection of the new emphasisin EDP s corporate strategy
(seetable1V.12). Also evident is the growing importance
of the Iberian peninsula as the epicentre of the company’s
investment effort, of particular note being the large
investmentsin Spain that gaveit control of electricity assets
(Hidrocantabrico) and natural gas distributors (Naturgas)
(see box 1V.3). Outside this subregion, Brazil continues
to play aprominent role in the strategy of the Portuguese
company, which has increased its stakes in electricity
distributors and developed new generating capacity. The
I berian peninsula has now become the main centre of the
company’s operations, however (seetable IV.13).

Box IV.3

LOOKING TO EUROPE? THE CREATION OF AN ELECTRICITY MARKET IN THE IBERIAN PENINSULA

Since 1996, when it began the process with
the publication of a European Union directive,
the European Commission has been working
to liberalize the energy sector and promote
the creation of a single market for electricity
in the European Union. The process has
continued, and from 1 July 2007 member
States are required to open up their markets
for all users, allowing them to choose their
electricity supplier freely (Official Journal of
the European Union, 15 July 2003).

A number of physical and administrative
barriers to the integration of electricity markets
have arisen, however, such as a lack of
cross-border interconnection capacity and
incompatibility between local regulations for
the sector. The initial result has been the
creation of subregional markets, like that
of Spain and Portugal. In late 2001, the two
countries’ governments signed a protocol
adopting a number of measures to integrate
the Iberian market for electricity. The Iberian
Electricity Market (MIBEL) was originally
supposed to come into force on 1 January
2003, but technical and regulatory issues
and changes of government have repeatedly
delayed the basic agreements needed
to implement it. With MIBEL, the Iberian
peninsula will become a single domestic
market for electricity companies in the two
countries. EDP began its preparations for
this well in advance.

EDP was quick to realize that
establishing operations on both sides of the
border would give it substantial competitive

advantages. In 1998, as a first measure,
EDP entered into a strategic partnership
with the Spanish electricity firm Iberdrola.
Two years later, however, the announcement
of a possible merger between Iberdrola and
another Spanish company, Endesa, put an
end to the agreement with EDP. Between
September and October 2003, EDP sold
its shares in Iberdrola, completely cutting
its ownership links with the company.

After a period of analysis, EDP
entered into a new agreement with Caja
de Ahorros de Asturias (CajaAstur) and
launched a public tender offer for the
Spanish electricity firm Hidroeléctrica
del Cantabrico (Hidrocantabrico), ending
up with some 35% of the company. The
main shareholders in Hidrocantébrico
subsequently reached agreement on the
management of the company, giving control
to EDP.2 In July 2004, in accordance with
the company’s existing strategy for its
international operations, EDP increased its
stake in Hidrocantabrico from 40% to 96%,
at a cost of 1.2 billion euros.®? EDP thus
consolidated its position as the third-largest
electricity company in the Iberian peninsula,
behind Endesa and Iberdrola.

The acquisition of Hidrocantabrico
represented a great opportunity for growth in
a strategically important market. The dynamic
of the Spanish market and the geographical
continuity between the two countries
make this the natural direction for EDP to
expand in —all the more so once MIBEL is

in place. By acquiring Hidrocantabrico, EDP
has managed to adapt and position itself
ahead of the full operation of this agreement,
becoming the only Iberian firm to have built
up experience in producing and distributing
electricity on both sides of the border. What
is more, its position could be cemented yet
further by the good fit between EDP and
Hidrocantabrico assets.

At the same time, EDP tried to use
the solid position it had attained with
Hidrocantabrico to create integrated
businesses in the natural gas and electricity
sectors across the peninsula. This strategy
was particularly important in that natural gas
was soon to become the main generating
fuel for the Spanish peninsular system.
In 2003, Hidrocantabrico acquired 62%
of NaturCorp, a natural gas distributor in
the Basque region, for 573 million euros.
The company was subsequently renamed
Naturgas Energia SA (Naturgas). In
Portugal, EDP and the Italian group ENI
SpA tried to take over Gas de Portugal
(GdP), which would have enabled the
Portuguese company to enter the natural
gas business in its domestic market.
The European Commission blocked the
operation, however (Bulletin of the European
Union, 9 December 2004). Despite this
setback, EDP carried on trying to strengthen
its position in the Iberian market and to
consolidate Naturgas as an integrated
energy operator and leader in the natural
gas sector in the Basque region. To this
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Box IV.3 (concluded)

end, Naturgas has been taking full control
of the natural gas distribution companies
in which it holds equity.

Naturgas has now established itself
as Spain’s second-largest natural gas
company, attaining a market share of 12%

(a) Electricity

Economic Commission for Latin America and the Caribbean (ECLAC)

in distribution and 6% in trading. In the
Basque region, Naturgas is the leader in
both activities, as well as being the second-
largest electricity trader in this region (EDP
press release, 3 May 2006). From this
position, EDP has improved its access to

EDP: OPERATIONS IN THE IBERIAN PENINSULA

natural gas contracts, a factor that has been
crucial to the success of its new generating
capacity in the Iberian peninsula, and has
achieved major synergies thanks to the
good operational and strategic fit between
Hidrocantabrico and Naturgas.

(b) Natural gas

naturgas
enargia

Source: Economic Commission for Latin America and the Caribbean, on the basis of EDP, Relatdrio e contas, various years.

2 This agreement gave EDP 40% of Hidrocantabrico’s equity, while Energie Baden-Wirttemberg AG (EnBW) and CajaAstur were left with stakes of 35% and 25%, respectively.
The agreement was approved by the competition authorities of Spain and the European Union (EDP, 2002, p. 101).

b This acquisition was financed with a capital increase of 1.2 billion euros carried out in the Portuguese market. This operation was one of the largest financial transactions
of the year anywhere in Europe, the largest capital increase ever seen in Portugal and the largest investment ever made by a Portuguese company in Spain (EDP, 2005,
p. 105).

¢ In April 2004, the governments of Spain and Portugal signed an agreement for the creation of MIBEL. The agreement continues to be subjected to further revisions, however,
delaying implementation.

d Firstly, Hidrocantabrico’s production is primarily thermal (85%), the reverse of EDP’s situation, which reduces the risks associated with hydroelectricity. Secondly, EDP has
a very solid position in trading, again in clear contrast to Hidrocantabrico.

INVESTMENT, BY ACTIVITY AND COUNTRY, 2001-2006

Table V.12
ENERGIAS DE PORTUGAL (EDP): OPERATING AND FINANCIAL

(Millions of euros)

Table V.13

ENERGIAS DE PORTUGAL (EDP): OPERATIONAL INDICATORS
FOR LOCAL, REGIONAL AND GLOBAL ACTIVITIES, 2005
(In MW, GWh and thousands of customers)

2001 2002 2003 2004 2005 20062 Maximum  Electricity ~ Electricity ~ Electricity Natural gas

A. Operating investment® 907.7 1339.8 10033 12220 1577.6 900.6 output  produced  distributed ~ customers  customers
1. Enpergy e 5682 9406 8910 11367 1507.0 879.3 (MW) (GWh) (GWh)  (thousands) (thousands)
(a) Iberian peninsula 478.5 818.0 757.7 851.8 1087.6 660.8

Portugal 478.5 733.2 687.2 736.7 740.3 3239 Iberian peninsula 12 023 41734 53031 6492 843

Spain 0 84.8 70.5 115.1 347.3 336.9 Portugal 8921 25237 43 784 5907 149
(b) Brazil 89.7 122.6 133.3 284.9 419.4 2185 Spain 3102 16 497 9247 585 694

Distbution @2 o8 74z wos i34 136 o s 2756 0oL 202 '

Istribution . R . . . N

Other 16 03 04 02 06 02 Total 12 554 44 489 76 093 9462 843
g' E?Leecrommunlcauons S;gg sigi gzg gfg 22% 1;13 Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
B. Financial investmentd 5533  967.9 181.8 13501 568.2 ’ the basis of EDP, Annual Report 2005, Institutional Report and Report on
l.. Energy © 471:4 921:5 100:2 1 324:9 568:2 Corporate Governance, Lisbon, 30 March 2006 [online] http://www.epd.pt.
(a) Iberian peninsula 262.4 541.6 100.2 13249 568.2

Portugal 0 21.0 0 124.1 58.8 . .

Spain 2624 5206 1002 12008  509.4 EDP sfirst steps outside the borders of Portugal were
(b) Brazil 209.0 3800 0 0 0 . .
2. Telecommunications ~ 69.6 0 0 0 0 in markets where there were strong links of culture and
3. Other 12.3 46.4 81.5 25.2 0 . . .
C. Total (A+B) 1461.0 23077 11850 25721 21458 language, particularly Brazil. The Portuguese firm was one

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
the basis of information from Energias de Portugal (EDP).

2 January-November 2006.

b Development and acquisition of fixed assets.
¢ Includes electricity in Portugal and Brazil and electricity and natural gas in Spain.

d Acquisition of equity stakes in companies.

of the first and most active participants in the Brazilian

privatization plan,

and this enabled it to become one of

the leading investors in the electricity sector of South
America’slargest economy (EDP, 2001, p. 8).
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To gain experience, EDP began cautiously as
a participant in consortia seeking to take control of
distribution companies. The Portuguese firm quickly began
to implement amore active strategy, however, increasing
its presence in companies it aready had stakes in (and
thereby becoming a significant player in this segment),
exploring new power generation initiatives and making
investments in other Latin American countries (Chile
and Guatemala).

Inlate 1996, EDPtook aminority stakein adistributor,
Companhia de Eletricidade do Estado do Rio de Janeiro
(CERJ) (now AMPLA), through which it subsequently
acquired interests in other privatized companies such
as Companhia Energética do Ceara (COELCE).3® The
following year, it made its first major investment in the
generating segment, taking a25% stakein the Luis Eduardo
Magalhaes (Lajeado) hydroelectric plant. The company
also made its first Latin American investment outside
Brazil as part of a consortium led by Iberdrola of Spain
and involving TECO Energy Inc. of the United States
which acquired 80% of Empresa Eléctricade Guatemala
SA (EEGSA) for US$ 520 million.®*

Having established a “bridgehead” in Brazil, EDP
commenced the most active phase of itsexpansion in the
country. In 1998, in an auction in which they were the
only bidders, EDP and CompanhiaPaulistade Forcae Luz
SA (CPFL) acquired Empresa Bandeirantes de Energia
(EBE), an electricity distribution company in the State of
S&0 Paulo and one of the firmsinto which Eletropaul o had
been divided.®® A year later, EDP bought 73.1% of IVEN
SA, an investment company, for US$ 535 million, thus
acquiring an indirect stake in the Brazilian distributors
Espirito Santo Centrais Elétricas SA (ESCELSA) and
Empresa Energéticado Mato Grosso do Sul (ENERSUL)
(EDP press release, 25 August 1999).36 The Portuguese
company thereby acquired a presence in electricity
distribution in four Brazilian states (Rio de Janeiro, S&o
Paulo, Espirito Santo and Mato Grosso do Sul), serving
more customers than in Portugal and attaining a market
share of some 15% (EDP, 2000, p. 40).

In acontext of greater instability in the international
economy and increasing competition in its domestic
market and Europe generally, EDP began to recast its
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strategy. This meant further restructuring of the group’s
companies and businesses in Portugal and abroad.
Faced with the prospect of integration between the
electricity markets of Spain and Portugal, furthermore,
the company sought to strengthen its strategic presence
in both countries (see box 1V.3). These changes resulted
in a major shift in its core business, which was now
focused on the electricity sector in the Iberian peninsula
(seetable 1V.14).

Table V.14
ENERGIAS DE PORTUGAL (EDP): MARKET SHARE, BY SEGMENT
AND COUNTRY, 2006
(Percentages)

Electricity Natural gas 2

Power generation N ) L )
Distribution ~ Trading  Distribution  Trading

Conventional  Wind

Iberian
peninsula 16 9 19 15 8 6
Brazil 1 - 8 10 -

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
the basis of EDP, “Estratégia da EDP. Compromisso para a criagdo de valor:
risco controlado, eficiéncia superior e crescimento orientado”, London, 19 July
2006 [online] http://www.edp.pt.

2 Naturgas, of which EDP is a joint owner, is the second-largest natural gas operator

in Spain, with a market share of 12% in distribution and 6% in trading.

Seeking to build a solid and competitive platform
from which to meet the challenge of the forthcoming
Iberian Electricity Market (MIBEL), EDP acquired a
controlling interest in the Spanish company Hidroeléctrica
del Cantébrico (Hidrocantébrico) in late 2002. With this
operation, the company hoped to exploit the synergies
resulting from its presence in Portugal and Spain (EDP,
2002, p. 6).

In Brazil, the company implemented a far-reaching
restructuring programme that included at least three
core elements: reorganizing its activities in the country,
gaining management control of thedistributorsinwhich it
held equity, and expanding its presencein the generating
segment.

Having taken the decision to concentrate on the
electricity sector and raisefinancing for the restructuring,
EDP sold anumber of assets deemed non-strategic, such
as those in the telephony, sewage and drinking water
sectors, along with some of itsless attractive international

InApril 1998, CERJ participated in the consortium led by Endesa of Spain and Enersis of Chile which acquired COEL CE (ECLAC, 2005, p. 86).
The winning consortium consisted of Iberdrola (49%), TECO Energy Inc. (30%) and EDP (21%).
CPFL and EDP had considered participating separately in the EBE auction. The night before, however, they decided to join forcesto acquire the

company for the reserve price, as they were the only bidders. The consortium formed by EDP (56%) and CPFL (44%) acquired 74.9% of the
distributor’s ordinary sharesfor US$ 860 million (Jornal do Brazil, 18 September 1998; Folha de Sdo Paulo, 18 September 1998; and ECLAC,

2005, p. 86).

36 At thetime of this acquisition, the investment company IVEN SA owned 52.3% of ESCEL SA, which in turn controlled 64.9% of ENERSUL's
equity (EDP press release, 25 August 1999 [onling] http://www.edp.pt). Thus, IVEN SA controlled 34.1% of ENERSUL, a company which
held a 30-year concession to generate and distribute electricity in the State of Mato Grosso (ECLAC, 2005, p. 138).
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operations (in Chile and Morocco).3” One of the largest
operations was the sale of the EDP stake in Iberdrola
(EDPR, 2004, p. 14).

Thus, EDP operations in Brazil began to undergo
major changes at the beginning of the present decade. First,
EDP replicated the model applied in Portugal by seeking
to smplify the structure of its operations in the country,
grouping theminto aholding company named EDP Brazil.
The purpose of the restructuring was to create synergies
between the different companies in which EDP had an
interest, facilitate the reinvestment of locally generated
resourcesin projectsto expand production, and raisefunds
on the local financial market, thereby reducing currency
risk (EDP, 2003, p. 43). This strengthened the company’s
strategic capacity in Brazil and paved theway for integrated
management of its different activities in the electricity
production, distribution and trading segments.

To take management control of the companies in
whichit held equity, EDP made adjustmentstoits Brazilian
operationsin order to consolidateits pogtioninthedectricity
distribution segment. Firgt, it reduced itsinterest in CERJ by
accepting apublic tender offer from the Spanish company
Endesa.®® Second, the Portuguese firm made a public
tender offer for EBE, increasing its holding from 17% to
54% and thustaking operational and manageria control of
the company (EDP, 2001, p. 50). Not long afterwards, the
Brazilian regulator for the sector, the AgénciaNaciona de
Energia Elétrica(ANEEL) approved the break-up of EBE
into two independent companies. Bandeirantes Energia,
controlled by EDP, and Companhia Piratininga de Forca
e Luz, which remained in the hands of CPFL. Third, in
|late 2001 EDP signed an agreement with the Opportunity
Investment Fund which enabled it to secure amgjority of
voting rights in IVEN SA and thus ensure management
control over ESCEL SA and ENERSUL. EDP later launched
apublic tender offer for the 17% of IVEN SA equity that
was owned by minority shareholders.

Economic Commission for Latin America and the Caribbean (ECLAC)

In the midst of its consolidation, EDP was severely
affected, like most of the el ectricity companies operating
in Brazil, by the economic, climatic and regulatory
difficulties afflicting the country (ECLAC, 2005, p. 143).
These difficulties affected revenues, owing to falling
demand and the devaluation of the local currency, and
spending, as it became more expensive to meet financial
commitmentsincurred in other currencies.® The situation
was particularly difficult for distributors, since they bought
in some of their energy in dollar-denominated pricesand
thisled to cost increases that could be passed on to final
usersonly in part and after atime lag.

Progress by EDP in the generating segment centred
on hydroelectric production. In 2001, the Luis Eduardo
Magal hdes hydroel ectric plant (L g eado, 903 MW) began
operating; the Portuguese firm held 28% of INVESTCO,
the consortium behind the project. That same year, EDP
was a member of the consortiathat won the concessions
to build and operate the hydroelectric plants of Peixe
Angica (452 MW) and Couto Magahdes (150 MW)
(EDP, 2002, p. 4). At the same time, EDP was beginning
to explore new optionsin the area of thermal production.
In 2001, the Fafen thermoelectric plant (situated in the
Pélo Petroquimico de Camagari in the State of Bahia)
cameinto operation; this had been built in partnership with
Petroleo Brasileiro SA (Petrobras), EDP holding an 80%
stake.*® As a consequence of the Brazilian energy crisis,
furthermore, the local authorities launched the Priority
Programme for Thermoel ectric Power (PPT). This proved
attractive to EDP and some of the companiesit held stakes
in (CERJ, ESCEL SA and ENERSUL ), which expressed
their interest in anumber of the projects proposed (EDP,
2001, p. 49).%! Delays in finalizing the regulations and
problems with natural gas supplies increased the risk
associated with investments in thermoelectric plants,
however, which meant that none of these projects came
to fruition and Fafen Energia came to be classed among
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In December 2001, EDP sold its 25.5% holding in ESSEL to Thames Water Plc for 78 million euros (EDP press release, 21 December 2001).
As part of the same agreement, EDP acquired the 50% that Thames Water Plc held in ValorAgua, thus obtaining full control of the company
(EDP, 2002, p. 100). In November 2006, EDP sold the whole of ONI to the United States company Win Reason for 160 million euros. To realize
this operation, EDP first had to buy the 44% of ONI’s equity held by Brisa, BCP and GALP Energia, in addition to taking on all of ONI’s bank
debt. The operation is expected to be completed in early 2007 (Invierta, 9 November 2006 [online] http://www.invierta.com).

In August 2000, EDP sold Endesa all the sharesit owned apart from the controlling block in CERJ, reducing its stake from 23% to 19% (EDP,
2001, p. 48). EDP currently owns 7.7% of CERJ (now called AMPLA), the reduction being due to capital increases in which the Portuguese
company has not participated (EDP, 2006b, p. 92).

In 2001, Brazil’sfederal government approved aprogramme of restrictions on electricity usein responseto adrought, and thisremained in force
until February 2002. The objective was to reduce demand, and the resulting behaviour patterns outlasted the programme.

This project was originally designed as a power station to supply electricity and steam to the Fébrica de Fertilizantes Nitrogenados (Fafen)
owned by Petrobras. Surplus production was meant for other customers in the Pélo Petroquimico de Camagari. When it proved impossible to
sell the steam to other companies, however, the project underwent some alterations so that the surplus steam could be turned into electricity
(EDP, 2003, p. 44).

The objective of the Priority Programme for Thermoel ectric Power wasto meet the country’s el ectricity needs from 2003, and for thisit proposed
the construction of 55 thermoel ectric plants with atotal output of some 15,000 MW.
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the non-strategic assets of EDP. The Portuguese company
eventually sold 80% of the Fafen power plant to Petrobras
for US$ 35.4 million.

The company’simpetusin this segment was checked
by Brazil’sdeteriorating political and economic situation.
In fact, EDP had to reschedule the projects to build
the Couto Magalhées and Peixe Angical hydroelectric
plants (EDP, 2003, p. 3).*> While the former was shelved
indefinitely, in the second case negotiations were begun
with financia institutions, chiefly the Banco Nacional
de Desenvolvimento Econdmico e Social (BNDES), to
see how the project might be implemented. Construction
finally resumed in October 2003, after Eletrobras became
involved in the project, and was completed in 2006 (EDP,
2004, p. 10 and EDP press release, 18 September 2006
[onling] http://www.edp.pt).*3

In October 2002, EDP completed the first phase in
the restructuring of its activities in Brazil. Thus, EDP
Brazil SA took direct control of the generating assets,
Enertrade Comercializadora de Energia SA and the
distributor Bandeirantes Energia SA (EDP, 2003, p. 42).
In 2003, the Portuguese firm concentrated on restructuring
the electricity distribution companies over which it had
operational control (EDP, 2003, p. 3). At the end of that
year, EDP completed the second phase of the process
by transferring direct control of IVEN SA, the company
which controlled ESCELSA and ENERSUL, to EDP
Brazil (EDP, 2004, p. 95).* Theideawasthat integrated
management of the distribution companies would alow
EDP's businesses in Brazil to operate more efficiently.

Inearly 2004, asEDPwas making itsstrategic preference
for the lberian peninsulaexplicit, in Brazil anew regulatory
framework was being enacted with the objective of restoring
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the possibility of medium- and long-term planning in the
electricity sector.*® The new law provided private- and
public-sector actors with incentivesto build and maintain
generating capacity in order to guarantee asupply of energy
at moderate rates, by means of competitive public energy
auctions (EDP, 20064, p. 75).%

Inthis context, EDP moved ahead with restructuring
and decided on the strategic direction for its activitiesin
Brazil: self-sufficient operations and greater autonomy
for local managers (EDP, 2004, p. 93). To achievethis, the
company initiated a processinvolving anumber of steps
that were not necessarily sequential. First, integrate all the
company’sactivitiesin Brazil into asingle organization,
EDP Brazil. Second, persuade minority shareholders to
migrate from the distributors (ESCEL SA, ENERSUL and
Bandeirantes) to EDP Brazil. Third, float EDP Brazil on
the S&o Paulo stock exchange (BOVESPA) and design
a mechanism to ensure share liquidity. Fourth, hive off
generating assetsthat were still integrated into the distributors
ESCEL SA and ENERSUL (EDP, 2005, p. 114).

In 2005, EDP completed the reorganization of its
activities in Brazil and grouped operations into three
strategic areas. electricity generation, distribution and
trading (see table IV.15 and map 1V.3) (EDP, 20063, p.
12).4” The main objective of this measure wasto comply
with the vertical unbundling rules of the new electricity
sector model as laid down by ANEEL, which had to be
implemented by September 2005. In addition, the changes
inthe company’s name and visual identity implemented in
Portugal the year before, when Electricidade de Portugal
SA became Energias de Portugal SA, were paralleled in
Brazil, so that EDP Brazil became Energias do Brasil
(EDP, 20063, p. 78).

42 Inthe case of the Peixe Angical hydroel ectric devel opment, this rescheduling meant postponing the start of commercial operations. The hydroelectric
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plant’sthree generators came on stream between June and September 2006 (EDP pressrelease, 18 September 2006 [online] http://www.edp.pt).
In the case of the Couto Magalh&es hydroelectric development, construction was scheduled to begin in early 2004 and production in mid-2007
(EDP, 2003, p. 44). In 2003, however, Couto Magalhdes failed to complete the environmental, energy and engineering studies phase, and work
was suspended. ANEEL was then asked to terminate the concession contract on an amicable basis (EDP, 2004, p. 96). During 2006, work on
Couto Magal hdes remained suspended while the regulator’s response was awaited (EDP, 20064, p. 82).

Once the negotiations had concluded, Furnas Centrais Elétricas SA (Furnas), asubsidiary of Eletrobras, acquired a40% interest in PeixeAngical,
leaving EDP Brazil with the remaining 60% (EDP, 2005, p. 115). Meanwhile, BNDES provided about 40% of the project’stotal financing, some
US$ 750 million (EDP press release, 18 September 2006 [online] http://www.edp.pt).

This process left EDP Brazil with 24% of IVEN'stotal equity and 70% of its voting shares (EDP, 2004, p. 95).

In December 2003, EDP presented its business plan for 2004-2006, whose main objectives included: (i) consolidating the competitive position
of the company in the Iberian peninsula, (ii) strengthening the company’s assets by integrating the natural gas business, and (iii) maximizing
the economic value of existing investments, mainly those in Brazil and in the telecommunications area. It was estimated that the plan would
involve some 3.25 billion euros of investment, of which more than 75% would go on maintaining and expanding electricity generating capacity
in Portugal and Spain and on extending and modernizing the distribution network in Portugal (EDP, 2004, pp. 18 and 19).

The new electricity industry model law created two different sectors for energy trading. The procurement of energy for distribution companies
takes place within what isknown asthe regul ated procurement sector and is based on energy auctions, while the market for producers, unregul ated
consumers and energy trading companiesis called the unregulated procurement sector and has more flexible trading rules. The law al so established
arequirement for vertical unbundling of companies to separate distribution from generation and transport.

In the generating business, Energest took over the management of CESA, Costa Rica and Pantanal Energética, keeping two power stations
separate (EDP Lajeado and Enerpeixe). In trading, Enertrade, which operatesin the unregulated market, was consolidated. In distribution, lastly,
the operators are Bandeirantes, ESCEL SA and ENERSUL (EDP, 20063, p. 78).
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Table V.15
ENERGIAS DE PORTUGAL (EDP): MAIN ASSETS IN THE LATIN AMERICAN ELECTRICITY SECTOR, 2006

Percentage Generation or transmission Year of Year full-capacity

Company capacity or number entry

control of customers output began

Brazil Generation

Luis Eduardo Magalhées (Lajeado) hydroelectric plant 27.72b 902.5 MW 1997 2002

Peixe Angical hydroelectric development 60.02¢ 452 MW 2001 2006

Energest ¢ 100.0 @ 276.9 MW 1999

- Suiga hydroelectric plant 100.0 & 30.1 MW 1999

- Mascarenhas hydroelectric plant 100.0 & 131.0 MW 1999

- Castelo Energética (CESA) 100.0 & 58.5 MW 1999

- Costa Rica 51.0 & 16.5 MW 1999

- Pantanal Energética © 100.0 & 40.8 MW 1999

Couto Magalhédes hydroelectric development 49,02f 150 MW 2001

Distribution

Bandeirantes Energia SA 100.0 & 1283 000 1998 -

Espirito Santo Centrais Elétricas SA (ESCELSA) 100.0 & 1031 000 1999 -

Empresa Energética Mato Grosso do Sul (ENERSUL) 100.0 & 658 000 1999 -

Trading

Enertrade 100.0 @ - -
Guatemala  Empresa Eléctrica de Guatemala SA (EEGSA) 17.0 680 000 1997 -

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of Energias de Portugal (EDP), Annual Report 2005, Lisbon, 30 March 2006 [online]
http://www.edp.pt.

2 Held by Energias do Brasil, the conglomerate grouping EDP’s assets in Brazil. In 2005, following a wide-ranging restructuring process, EDP came to control 67.5% of Energias
do Brasil equity.

b The Luis Eduardo Magalhdes (Lajeado) hydroelectric plant was built by Investco SA, a consortium whose participants, besides Energias do Brasil, were Grupo Rede (43.3%),
Companhia Energética de Brasilia (CEB) (20%) and CMS Energy (20%).

¢ The company responsible for building the Peixe Angical hydroelectric development is Enerpeixe SA, whose equity is divided between Energias do Brasil (60%) and Furnas
Centrais Elétricas SA (40%), a subsidiary of Eletrobras.

4 Includes the generating assets of the distributor ESCELSA.

¢ Includes the generating assets of the distributor ENERSUL.

f The company responsible for the Couto Magalhdes concession is the EnerRede Couto Magalhdes consortium, in which Energias do Brasil holds 49% and Grupo Rede the
remaining 51%. Work on this plant has been suspended pending a decision by the Agéncia Nacional de Energia Eléctrica (ANEEL) on the consortium’s request for amicable
termination of the concession contract.

Map IV.3
ENERGIAS DE PORTUGAL (EDP): OPERATIONS IN BRAZIL, 2006

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of EDP, Annual Report 2005, Institutional Report and Report on Corporate Governance,
Lisbon, 30 March 2006 [online] http://www.epd.pt.
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In this way, the entire equity of the distributors
(Bandeirantes, ESCEL SA and ENERSUL ) wastransferred
to Energias do Brasil. This involved an equity swap
between EDP and minority shareholders in these
companies (EDP, 2006a, p. 77). This latter operation
had a twofold benefit: it made it possible to adopt a
good model of vertical unbundling that avoided fiscal
and operational inefficiencies, and it provided greater
room for manoeuvre in redesigning the company’s
organizational structurein Brazil (EDP, 2006a, p. 77).
In mid-2005, furthermore, the shares of Energias do
Brasil began to be traded on BOVESPA and US$ 480
million was raised, the largest operation of this type
that year (EDP, 20064, p. 78 and p. 112).8 When the
company’s equity was floated, EDP kept 62.4% of
Energias do Brasil while the remaining 37.6% was
traded on BOVESPA, a higher proportion than the
required minimum (see figure 1V.10).

Figure V.10
ENERGIAS DO BRAZIL: STRUCTURE OF OPERATIONS IN THE
ELECTRICITY SECTOR, 2006

(Percentages)
62% 38%
EDP group Market

Energias do Brasil

28% 100% 60% i 100% & 100% 100%

Lajeado Energest Peixe
Angical
H Enertrade H
: : 100%

Bandeirantes

100% 51% 100%

CESA Costa Pantqngl
Rica Energética

Generation Trading Distribution

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
the basis of Energias do Brasil [online] http://www.energiasdoBrazil.com.br.

The most important segment for Energias do Brasil
isnow distribution, where Bandeirantes, ESCEL SA and
ENERSUL operate. It distributes energy to a total of
around 3 million customers in the states of S&o Paulo,
Espirito Santo and Mato Grosso do Sul, representing a
population of almost 10 million inhabitants (EDP, 20063,
p. 83). By 2005, Enertrade had become one of the most
active trading companies in the market, especially inthe
unregul ated sector (see figure 1V.11).
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Figure V.11
BRAZIL: MARKET SHARE OF THE MAIN OPERATORS,
BY SEGMENT, 2005
(Percentages)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
the basis of EDP, “Estratégia da EDP. Compromisso para a criagao de valor:
risco controlado, eficiéncia superior e crescimento orientado”, London, 19 July
2006 [online] http://www.edp.pt.

Generating activitieshave grown strongly in the past few
years. Inlate 2005, theingaled capacity of Energest was276.9
MW and it wasrespons blefor running the Mascarenhasand
Suicahydroelectric facilitiesin addition to three companies,
CESA, CostaRicaand Pantana Energética. Thefirm received
these assets during the corporate reorgani zation of Energias
doBrasil, inApril 2005, and thevertical unbundling that took
placein Junethat sameyear (EDP, 20063, p. 81). Inlate 2006,
with thecompletion of the PeixeAngica plant and thefourth
turbine at the Mascarenhasfecility, the generating capacity
of Energiasdo Brasi| reached 1,018 MW (seetable1V.16).
In addition, Energiasdo Brasil hastwo other projects under
construction: the Sdo Jodo small hydroelectric station (25
MW), which was intended to come into operation in 2006,
and the SantaFé small hydroel ectric station (30 MW), whose
inauguration isscheduled for early 2009 (EDP pressrelease,
4 October 2006 [onling] http://mwww.edp.pt.

To sum up, EDP's strategy in Brazil has consisted in
acquiring diversified, complementary assetsto build apresence
inal ssgments:. electricity generation, distribution and trading.
Starting out from astrong positionin the distribution segment,
the company has been steadily expanding its generating
capacity. Following a difficult period, the Situation of the
Portuguese company was eased considerably by areview
of distribution charges and a debt refinancing operation in
which BNDES played a centrd role. Thus, the company’s
globa dtrategy currently focuses, among other things, on
expanding and strengthening its position in Brazil and
reorganizing its asset structure.

48 Once this operation was finalized, the shares issued by Bandeirantes, ESCEL SA and ENERSUL ceased to be quoted on BOVESPA (EDP,

200643, p. 78).
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ENERGIAS DE PORTUGAL (EDP): NEW GENERATING CAPACITY IN BRAZIL, 2006

Energy contracts Start of operations

Contracts with Bandeirantes and December 2001

Enertrade up to 2012
PPA and contracts with EDP distributors

100% through PPA June 2006: 151 MW
July 2006: 151 MW
October 2006: 151 MW

100% in auctions

(US$ 51.85 - December 2005) October 2006
100% through PPA January 2007
100% in auctions

(US$ 55.84 — June 2006) January 2009

Table 1V.16
Installed Investment
capacity (MW) (millions of dollars)
Lajeado hydroelectric plant 2502
Energest 266
(12 hydroelectric stations)
Total December 2005 516
Peixe Angical hydroelectric plant 452 740
Mascarenhas hydroelectric plant 50 30
(fourth unit) b
Total December 2006 1018
Séo Jodo hydroelectric plant 25 41
Santa Fé hydroelectric plant 30 49
Projects under construction 55

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of EDP, “Estratégia da EDP. Compromisso para a criagéo de valor: risco controlado,
eficiéncia superior e crescimento orientado”, London, 19 July 2006 [online] http://www.edp.pt.

2 Percentage of installed capacity belonging to EDP (27.65% of 902.5 MW).

b In October 2006, Energias do Brasil brought the fourth power plant of the Mascarenhas hydroelectric facility into commercial operation (EDP press release, 4 October 2006

[online] http://www.edp.pt).

3. The cement industry: a Portuguese-speaking company

in the top ten?

The cement market in Portugal isdominated by two firms:
Cimentos de Portugal (CIMPOR) and Companhia Geral
de Cal e Cimento (SECIL).*® Given the concentration
and consolidation of the cement industry worldwide,
and particularly in Europe, and the saturation of their
domestic market, Portuguese producers started to ook
for opportunities outside their national borders.>® The
pioneer was CIMPOR, which extended its operations
to markets chosen for their geographical and cultural
proximity to Portugal. In the early 1990s, CIMPOR
extended its activities to Spain and then to emerging
markets in the Mediterranean basin (Egypt, Morocco,
Tunisia), Africa (Angola, Cape Verde, Mozambique
and South Africa), Latin America (Brazil) and, recently,
China. At the beginning of the present decade, SECIL
followed initsfootsteps, entering the markets of Angola
(2000), Tunisia (2000) and L ebanon (2002).

In the mid-1970s, the Portuguese cement industry
was hationalized, leading to the creation of CIMPOR
and the transformation of SECIL into a partially State-
owned private-sector company. In 1994, the process was
reversed and the privatization of the sector began. Thus,
SECIL passed wholly into the private sector and CIMPOR
completed thefirst phase of its privatization by transferring
20% of equity to private investors. The privatization of
CIMPOR went through three further stages between 1996
and 2001, by which time the whole of its equity had been
transferred to private-sector agents.>!

As the company’s privatization proceeded and
competition intensified in the country and the region,
CIMPOR began to see the Iberian peninsula as a natural
areafor expansion. In 1992, it acquired the Spanish cement
and concrete manufacturer Corporacion Noroeste SA,
which had its headquarters in the frontier town of Vigo

49 SECIL was created in 1930 as a result of the merger between Sociedade de Emprendimentos Comerciais e Industriais, Lda. (SECIL) and
Companhia Geral de Cal e Cimento and the participation of the Danish companies F.L. Smidth & Co. A/S and Hojgaard & Schultz A/S.

50 Theglobal market for cement islimited. The ratio between weight and price ultimately makes exports unviable, particularly to far-off destinations.
This means that external sales are made only to nearby countries or to places where there is a market for large volumes. Furthermore, cement

is perishable.

51 The second phase of the CIMPOR privatization was completed in 1996, when 45% of the company was transferred to private investors. The
third stage began ayear and a half later, with afurther 25% of the company’s equity being floated on the market. The State was | eft with 10% at
that time. Finally, in June 2001, the process was completed and the Portuguese State sold all itsremaining sharesin CIMPOR to the engineering

and construction company Teixeira Duarte SA.
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and factories in Oural and Toral de los Vados. With this
operation, the Portuguese firm gained a market share
of about 4% in Spain and over 50% in the autonomous
community of Galicia (Cinco Dias, 14 November 2002).
Tenyearslater, CIMPOR took advantage of aplanned asset
sdeby Lafarge, theworld leader in theindustry, to acquire
factoriesin Cérdobaand Niebla, aport terminal in Seville
and apackage of mining rights, al intheAndalusiaregion
(CIMPOR, 2003, p. 1). Thisoperation cost the Portuguese
firm 225 million euros (Cinco Dias, 14 November 2002). As
with the company’ sfirst incursion into the Spanish market,
the assets acquired on this occasion were also close to the
border with Portugal, in this case its southern end, which
created the potential for substantial operating synergies.
With thisacquisition, CIMPOR became the second-largest
producer inthe I berian peninsula (after CEMEX of Mexico)
and the tenth-largest in theworld (Europa Press, 16 March
2004 and CIMPOR, 2006, p. 2).

CIMPOR did not confineitsinternationalization strategy
to Spain, however. Rather, it sought to create a balanced
externa presence by making new investmentsin emerging
economies. Thus, likemost magjor companiesin theindustry,
the Portuguese firm looked for opportunities in markets
with high growth potential, even at the cost of higher risk,
progressively combining these with its operations in the
I berian peninsula. The Spanish and Portuguese markets had
little room for growth, but they had the great advantage of
generating hard currency revenues.

On this premise, the Portuguese company sought to
combinegeographical proximity with cultural and linguistic
afinity. Between 1994 and 2000, CIM POR went into some
of theleading African marketsin the M editerranean basin
(Egypt, Morocco and Tunisia) and the former Portuguese
colony of Mozambique.>? Since then, during the 2000s, it
has continued to expand its presence in Africa (Angola,3
Cape Verde and South Africa) and entered the world's
largest cement market, China®* (see table 1V.17).

Atthesametime, CIMPOR wasmeaking largeinvesments
intheworld'slargest Portuguese-speaking economy, Brazil.
In 1997, it acquired Companhiade Cimento do Séo Francisco
(CISAFRA) in Campo Formoso (Bahia) and the cement
businessof Grupo Serrana(Bunge) (two unitsin Rio Grande
do Sul and one in S&o Paulo), leading to the creation of
Sociedade de Cimento do Brazil SA (CIMPOR do Brasil).
Two years later, CIMPOR strengthened its position in the
country by acquiring three companies from the Brennand
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group (Cimentos Goias, Companhia de Cimento Atol and
Companhia de Cimento Pértland) for US$ 594 million
(ECLAC, 2001, p. 77). In 2002, it continued to strengthen
its presence in north-east Brazil after acquiring Cimentos
Brumado (Bahia) from Lafarge of France for 93 million
euros (CIMPOR press release, 2 May 2002). All this left
the Portuguese group solidly placed asBrazil’ sthird-largest
producer, accounting for about 10% of local production,
and very strongly positioned in the markets of the country’s
north-east and centre-west (see table IV.18). The Brazilian
operationiscurrently the company’slargest outsdethelberian
peninsula, accounting for about 18% of global production
and 15% of revenue (seefigure 1V.12).

Table IV.17
CIMENTOS DE PORTUGAL: MAIN OPERATIONS,
BY COUNTRY, 2006

Installed Market

capacity share Cement Starting Concrete
(thousands (%) factories year plants
of tons)
Portugal 6 900 52.2 Alhandra 60
Souselas
Loulé
Spain 2700 7.8 Oural 1992 74
Toral de los Vados 1992
Niebla 2002
Cordoba 2002
Brazil 5745 9.8 Campo Formoso 1997 25
Candiota 1997
Cajati 1997
Cimepar 1999
Atol 1999
Goias 1999
Morocco 1245 8.8 Asment de Témara 1996 4
Tunisia 1600 241 Jbel Oust 1998 -
Egypt 3810 8.8 Amreyah 2000
Mozambique 730 83.3 Matola 1994 3
South Africa 1020 10.1 Simuma 2002 5
Cape Verde a 63.4 2005 -
China Shandong Liuyuan 2006

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
the basis of information from Cimentos de Portugal SGPS SA (CIMPOR).
2 In Cape Verde, CIMPOR carries out cement importing, storage, packaging and
distribution. It does not produce cement there.

Table V.18
BRAZIL: CEMENT PRODUCTION BY GROUP, 1996-2005
(Thousands of tons)

Group Origin 1996 2005

Votorantim Brazil 16 615 14 473
Jodo Santos Brazil 2450 4975
CIMPOR Portugal 1359 3682
Holcim Switzerland 4145 2948
Camargo Corréa Brazil 1618 2902
Lafarge France 3806 2500
Others - 4838 5194
Total 34831 36 673

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
the basis of information from the Sindicato Nacional da Industria do Cimento
(SNIC).

52 |n 1994, CIMPOR acquired 51% of Empresa de Cimentos de Mozambique SA, and in 1995 it bought 51% of a Moroccan company, Asment
de Témara. In 1998, the company continued to reinforce its internationalization by purchasing Société des Ciments de Jebel Oust in Tunisia. In

2000, CIMPOR entered Egypt, acquiring Armella Cement Company.

5 CIMPOR acquired 49% of the Angolan cement manufacturer Nova Cimangolain 2004, but sold this stake in 2006.
5 In late 2006, CIMPOR bought 60% of the Chinese company Shandong Liuyuan New Type Cement Development for 2.1 million euros (El

Economista, 17 October 2006).
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Figure V.12
CIMPOR: SALES BY REGION, 2001-2005
(Millions of euros)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
the basis of information from Cimentos de Portugal SGPS, SA (CIMPOR).
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To sum up, CIMPOR has internationalized rapidly,
establishingitself asamajor player inthelberian peninsula,
amarket which accountsfor some 60% of total sales, with
Portugal representing 34%. Meanwhile, operationsfurther
afieldinthe Mediterranean basin, Africaand Latin America
have been increasing in importance (see figure 1V.12).
Brazil features particularly prominently in this group. In
South America’slargest economy, the Portuguese firm has
succeeded in establishing itself as the third-largest local
producer, overtaking the two giants of the world industry,
Lafarge and Holcim (see table 1V.18). CIMPOR has aso
been expanding its product range by moving into related
businesses such as the manufacture of concrete and other
building materials. The company will probably carry on
making new acquisitions, with priority going to theemerging
markets where it already operates, but without neglecting
the need to balance this with a good presence in mature,
consolidated marketswhere lower growth potential ismade
up for by lower levels of risk.

4, Retailing: losing the war with the major international chains

In the late 1950s, Sociedade Gestora de Participacdes
SociasSA (Sonae SGPS), origindly Sociedade Naciona de
Edtratificados SARL, was created to produce wooden panels
for construction (seebox IV.4). In the 1980s, coinciding with
the country’sentry into the European Union, the Portuguese
firm began a period of rapid expansion and diversification,
entering the food retailing industry in partnership with

the French group Promodés (when it introduced Modelo
Continente supermarkets) and then the real estate business,
building shopping centres adjacent to its premises (see box
1V.5). At the sametime, the company begantoinvestin new
areas such astelecommunications, information technology,
entertainment and tourism. Retailing-rel ated activitiescurrently
account for over 60% of group sales (seefigure IV.13).

Box IV.4

THE ORIGINS OF PORTUGAL'S LARGEST NON-FINANCIAL GROUP

Very early in its existence, Sociedade
Gestora de Participagoes Sociais SA (Sonae
SGPS) began to diversify around its main
business, wood panelling for construction.
To expand the range of products it supplied
(melamine coatings and components
for furniture and decoration), it acquired
companies in the local market. Sonae
also began operating in the industrial
chemicals sector, producing melamine
and phenolic resins.

In the 1980s, the company implemented
an ambitious expansion project, including
major investments to increase installed
capacity in component and coating
manufacture. In addition, Sonae set out
to become the dominant player in the
chipboard segment in Portugal by acquiring
what was at the time the largest company
in the business, Agloma. Between 1987
and 1989, Sonae consolidated its position

in the local market by acquiring SIAF and
Paivopan and began to internationalize
its operations by purchasing Spanboard
of Northern Ireland.

By the early 1990s, Sonae was
the largest non-financial group in
Portugal. As part of the reorganization
of the conglomerate, it grouped its wood
businesses under Sonae Industria SGPS,
which initiated a major expansion and
internationalization of its operations. By
acquiring a controlling interest in one of
the two largest Spanish groups in the
industry, Tableros y Fibras SA (TAFISA)
in Valladolid, Sonae Industria became the
leader of the board sector in the Iberian
peninsula and one of the four largest
producers in Europe. In 1994, Sonae
IndUstria expanded its operations into
Canada, opening a chipboard factory in
Lac-Mégantic. At the same time, it initiated

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

trading activities in Brazil and two African
countries (Mozambique and South Africa),
soon to be supplemented by production
operations. In 1997, Sonae Industria
invested some US$ 100 million in a new
medium-density fibreboard (MDF) factory
in Parand, Brazil.

In 1998, acting through its Spanish
subsidiary TAFISA, Sonae Industria acquired
85% of Glunz AG of Germany. With this
operation, the Portuguese company became
the world leader in the wood derivatives
sector. It also expanded its industrial base
to Germany and France and extended its
product range to include oriented strand
board (OSB), softhoard and plywood. It also
expanded its presence in Spain, basically
in resin production. In 2005, Sonae SGPS
spun off Sonae Industria. Once this operation
was complete, Sonae was left with 6.7%
of Sonae Industria’s equity.
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Figure V.13
SONAE GROUP: SALES BY BUSINESS AREA, 2005
(Percentages)
Other Shopping centres
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Production of wood
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
the basis of information from Sonae SGPS.
2 |n Brazil this includes only 11 months of 2005, as Sonae’s operations were sold to
Wal-Mart in December.
b In Brazil this includes only the 9 months in 2005 before Sonae Industria was spun
off.

By thelate 1980s, Sonae wasthelargest non-financia
conglomerate in Portugal and one of the largest in the
European distribution sector. It wasthen that the company
initiated a bold internationalization process, centring on
Brazil (seefigurelV.14). Itsinitial link with the country
camethrough apartnership with alocal firm, Josapar with
whichit created Companhia Real de Distribui¢éo (CRD)
based in the State of Rio Grandedo Sul. In 1990, it acted
through this company to open the first hypermarket in
the city of Porto Alegre. In 1997, the Portuguese group
took full ownership of CRD and initiated an ambitious
expansion process centred on the states of Rio Grande do
Sul, Santa Catarina, Parana and S&o Paulo, in the south
of the country (see map IV.4). To capitalize on synergies
with theretailing business, Sonae also moved ahead in the
property devel opment business, specializing in shopping
centres (see box 1V.5).

Retailing used to be highly fragmented in Brazil, with
low operating margins and a large investment deficit, and
it faced intense competition from the informal sector. Asa
result, theentry of foreign capitd into theindustry was seen
ashighly desirable, and thisled to ahighlevel of penetration
by international operators. Sonae, aswell as Carrefour and
Casino of France, Roya Ahold of the Netherlandsand, more
recently, Wa-Mart (Calderdn, 2006).
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Figure V.14
SONAE: NUMBER OF RETAIL OUTLETS, BY COUNTRY,
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
the basis of information from Modelo Continente SGPS, SA.
2 In December 2005, Sonae sold all its assets in Brazil to Wal-Mart of the United
States.

Map IV.4
SONAE: MARKET SHARE IN BRAZIL, BY STATE, 2005 @
(Percentages)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
the basis of information from Modelo Continente SGPS, SA.
2 In December 2005, Sonae sold all its assets in Brazil to Wal-Mart of the United
States.
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Box IV.5

THE SONAE GROUP: FROM SUPERMARKETS TO SHOPPING CENTRES?

Portuguese direct investment in the Brazilian
property sector has been dominated by a
subsidiary of the Sonae group, Sonae Sierra
(formerly Sonae Imobiliaria). The company
began operating in Portugal in 1989. Sonae
Sierra is currently controlled in equal parts by
Grupo Sonae SGPS and Grosvenor Plc of the
United Kingdom. The company'’s operations
have dovetailed perfectly with the group’s
activities in the retailing sector.

Sonae Sierra currently owns stakes in
40 shopping centres in Europe (Germany,
Greece, Italy, Portugal and Spain) and South
America (Brazil), and is implementing 15
new projects in the six countries where
it operates (Sonae Sierra, 2006, p. 3).
Its internationalization has been based
on partnerships with local actors, and
Brazil is no exception. In that country, the
Portuguese firm forged an alliance with

Enplanta Engenharia, a Brazilian company
with great experience of shopping centre
management. This partnership gave birth to
Sonae Enplanta SA (now Sierra Enplanta),
half-owned by each company, which began
by operating five shopping centres owned
by Enplanta Engenharia. Sierra Enplanta
now has nine shopping centres in the
country, eight in the State of S&o Paulo
and one in Brasilia.

SONAE SIERRA: SHOPPING CENTRES IN BRAZIL, 2006

Shopping centre Location Area (m?) Outlets Opening date
1 Shopping Metrépole Séo Bernardo do Campo, Sao Paulo 24 825 157 1980
2 Shopping Penha Penha, S&o Paulo 30 000 247 1992
8 Franca Shopping Franca, Sdo Paulo 18 000 97 1993
4 Plaza Sul Shopping Séo Paulo 26 569 226 1994
5 Parque Don Pedro Campinas, S&o Paulo 115 000 370 1997
6 Patio Brasil Brasilia, DF 31 600 193 1997
7 Trivoli Shopping Santa Barbara, Sdo Paulo 22 000 135 1998
8 Boavista Shopping St. Amaro, Sao Paulo 24 000 167 2004
9 Shopping Campo Limpo Séo Paulo 20 000 151 2006
10 Manaus Shopping Manaus, Amazonas 43 126 252 2008 2

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of Sonae Sierra, Passionate About Innovation, Lisbon, 8 November 2006.

2 Under development.

The mostimportant of all these operations
would appear to be the Parque Dom Pedro
in Campinas, State of S&o Paulo, one of the
cities with the highest per capita income in
Brazil. This shopping centre was inaugurated
in 2002 with an initial investment of some
80 million euros, making it the largest of its
kind in the country (370 outlets, nine anchor
stores, multiplex cinemas, etc.).

However, poor GDP growth and the
consequent squeeze on consumption
have meant that the company’s results
have come in below expectations. Sonae
Sierra has nonetheless continued with its
expansion strategy in Brazil. In 2004, it
inaugurated Boavista Shopping in Santo
Amaro, one of the most heavily populated
areas in the city of Sdo Paulo, for which it

invested 20 million euros. It also spent some
11 million euros remodelling the Shopping
Penta shopping centre. In 2006, it opened
the Shopping Campo Limpo shopping
centre in S&o Paulo, investing 20 million
euros, and began the construction of a
new shopping centre in the city of Manaus
that will cost it 60 million euros (Sonae
Sierra, 2006, p. 17). In addition to these
operations, the company plans to invest a
further 160 million euros by 2010 in building,
expanding and remodelling shopping
centres in Brazil in the expectation that
conditions will improve. Porto Alegre and
Florianopolis (Santa Catarina) have been
selected as the first cities to benefit from
these likely new investments (Portugal
Digital, 14 December 2005).

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

In October 2006, Sonae Sierra signed
an agreement with a United States firm,
Developers Diversified, to sell half its
operations in Brazil for US$ 150 million
(El Economista, 21 October 2006). In
addition, the two companies agreed to
invest some US$ 300 million between them
in acquisitions and new projects in Brazil
over the coming three years (Sonae Sierra
press release, 23 October 2006). According
to the company, this commitment will not
alter its strategy in Brazil, as happened
in the retail segment. In fact, the idea is
that the agreement should turn Sonae
Sierra into the two shareholders’ platform
for future shopping centre investment
and promotion in Brazil (El Economista,
21 October 2006).

In 1998, Sonae entered into a joint venture with a
S&o Paulo firm, Candia Mercantil Norte Sul, giving birth
to Sonae Distribuicéo Brazil SA (SDB). The partnership
|asted just afew months, after which the Portuguese firm
acquired the whole of Céndia’s operations. To continue
strengthening its position inits core markets, furthermore,
Sonae quickly madefurther acquisitions of mgjor operators.
In Parana it took over the chains of Mercadorama (the
state’s largest), Coletéo and Muffatéo. In this period, the

Portuguese group took control of five of the 10 largest
supermarket operators in the State of Parana and carried
through aprocess of unprecedented concentrationinthecity
of Curitiba(Cardoso deLima, 2005, p. 15). InRRio Grandedo
Sul, it bought the network of Exxtra Econdmico and Redes
Nacional. Thus, inlessthan two years Sonae consolidated
itsleadershipin the markets of Brazil’s southern region and
rose to become the country’s third-largest retailer (Sonae
Distribuggo, 2000, p. 6).°

% In 1999, which wasaparticularly testing time for the Brazilian economy, four chains (Exxtra, Nacional, Coletdo and Muffatio) wereintegrated into
Sonag's operations in Brazil, giving it atotal of 169 outlets and US$ 1.42 hillion in sales, more than double its revenue the previous year. Sonag's
operations were concentrated in four states that between them accounted for over 50% of Brazil’s GDP (Sonae Distribug&o, 2000, pp. 14-16).
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From thissolid position, Sonae continued to strengthen
its operations and corporateimagein Brazil. To do this, it
embarked upon awide-ranging programme of consolidation
and rationalization that built on the most widely accepted
brands in the subregional markets concerned, such as
Nacional and Mercadorama, and extended the hypermarket
format (under the Big brand name) to al areas where
it had a presence. Sonae also continued to standardize
operating procedures and systemsin its different chains
(Modelo Continente, 2001, p. 10). Inthe early part of the
present decade, the Portuguese company achieved strong
growth in Brazil by opening new outlets, particularly
hypermarkets, and thereby achieving asubstantial increase
in sales (seefigure 1V.15).

Figure V.15
SONAE: GROSS SALES, BY COUNTRY, 1998-2005 @
(Millions of euros)
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
the basis of information from Modelo Continente SGPS, SA.
2 In December 2005, Sonae sold all its assets in Brazil to Wal-Mart of the United
States.

In 2002, at atime of instability in the world economy,
Brazil went through aparticularly difficult period dominated
by the election timetable and alack of confidence among
consumers and investors. The local currency, the real,
continued to depreciate against the euro and interest
ratesrose steadily, severely affecting business dynamism
and the consumption capacity of the population. Inthese
circumstances, Sonae’s euro revenues fell sharply, and
as a result the rate of installed capacity growth in the
Brazilian market was dramatically lower than in earlier
years (see figure 1V.16) (Modelo Continente, 2003,
p. 7). Like most of its peersin the sector, the Portuguese
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company concentrated on rationalizing its operations in
the Brazilian market, which included the closure of some
outlets.>® Sonae dropped from third- to fourth-largest
among the country’s retailers during this period and its
operations remained concentrated in the south of Brazil,
especialy Rio Grande do Sul (seefigurelV.17) (Modelo
Continente, 2004, p. 42).

Figure 1V.16
SONAE: GROSS SALES IN BRAZIL, IN REAIS AND EUROS,
1999-2005 2
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
the basis of information from Modelo Continente SGPS, SA.
2 In December 2005, Sonae sold all its assets in Brazil to Wal-Mart of the United
States.

Figure V.17
SONAE: NUMBER OF STORES IN BRAZIL, BY STATE, 1999-2005 2
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Source: Economic Commission for Latin America and the Caribbean (ECLAC), on
the basis of information from Modelo Continente SGPS, SA.
2 In December 2005, Sonae sold all its assets in Brazil to Wal-Mart of the United
States.

% Thecompany also invested in remodelling its stores and bringing in new specialized retail formatsfor electronics, household electrical appliances,
clothing and fuels (Modelo Continente, 2003, p. 8). In 2004, it also signed an agreement with afinancial institution that enabled it to offer credit
cards to the customers of its supermarket chains (Modelo Continente, 2005, p. 6).
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In 2004, theretail industry recovered strongly along
with theeconomy asawhole. At the sametime, competition
began to intensify and the industry concentrated rapidly
as the large operators took advantage of the fragility of
the smaller chains to make numerous acquisitions. The
world leader in the industry, Wal-Mart of the United
States, expanded strongly by purchasing the Bomprego
chain from Royal Ahold of the Netherlands (ECLAC,
2005, p. 61). In the meantime, Sonae continued with its
cautious strategy of organic growth, focused mainly on
the hypermarket segment.

Given the circumstances, the Portuguese company
began to look seriously at the possibility of withdrawing
from the Brazilian market. In mid-2005, it sold 10 Big
hypermarkets in the metropolitan area of S&o Paulo to
Carrefour of Francefor 105 million euros. The Portuguese
company initially announced that it would keep the seven
outlets it still owned in S&0 Paulo and use the funds
raised by the sale to strengthen its position in the south
of the country (Diario de Noticias, 10 July 2005). At
the end of the year, however, Sonae sold all itsassetsin
Brazil, atotal of 141 outlets, to Wal-Mart for US$ 750
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million (ECLAC, 20063, p. 26) (seefigureV.17). This
was a key operation for Wal-Mart, since it had not had
apresence in the country’s south until then.>”

Thus, Sonae completely pulled out of retailing
in Brazil, a decision it took in the belief that in all
likelihood this could not be made profitable enough to
justify the opportunity cost of alternative investments
(Modelo Continente, 2006, p. 10). From the company’s
perspective, this problem could only be solved by
participating actively in the consolidation of the country’s
retail industry. To cope with the high levels of informal
operations in the sector, it would have had to grow
substantially to achieve economies of scale. Thiswould
have meant heavy investment to acquire new assets
and expand its supermarket chains. Yet economic and
political volatility, combined with high interest rates,
made future investmentsin Brazil very risky, and it was
thisthat ultimately convinced the firm to pull out of the
country (Modelo Continente, 2006, p. 10). In addition,
the conglomerate was involved in one of the greatest
challengesinitshistory, ahostile takeover bid for Portugal
Telecom (PT), for which it needed liquidity.

5. Real estate and tourism: smaller investors looking for a place

in the Brazilian sun

Investments by Portuguese companiesin the rea estate
and tourism sector have grown very substantialy in the
last few years. Brazil is now one of the main recipients
of Portuguese capital and the leading destination for
Portuguese companies operating abroad. The firms that
haveinvested in these areas vary enormously in size and
profile and have implemented their projects throughout
the country. They have employed al sorts of mechanisms,
operating alone or in partnership with local groups, using
their own resourcesor raising fundslocally or externally.
Many of these investments arein projectsin the tourism
sector, which basically revolves around middle- and
high-income European travellers.

Portugal has been devel oping astrong tourism sector
sincethe 1970s, and theindustry now represents some 10%
of the country’s GDP. Portuguese investors began to pay
attention to Brazil because with itsample supply of cheap
land, exceptionaly good year-round climate and convenience

of accessand language it represented an excellent aternative
totheir increasingly saturated domestic market and itshigh
investment costs. Businesses in the sector benefited from
alargeincrease in flights operated by Transportes Aéreos
Portugueses (TAP) to Brazil, with some 50 servicesaweek
that included daily flightsto Rio de Janeiro, Salvador, Nata
and Fortaleza. Thus, Portugal hasbecomethethird-largest
source of tourists visiting Brazil .28

Intermsof geographical distribution, most Portuguese
tourism investments have been in the north-east of the
country, epecialy the states of Ceara, Bahiaand Rio Grande
do Norte. Some tourism investments in the south-eastern
states of Rio de Janeiro and S&o Paulo andin Curitibain the
south (State of Parand) are also of some strategic interest.
The majority are gated condominiums built alongside
luxury hotels to form resorts with golf courses and other
collectiveleisurefacilities. They haveinvolved considerable
investment, most of it by the largest Portuguese groups

57 Withthisacquisition, Wal-Mart became Brazil’ sthird-largest retailer with 295 outletsin 17 of the country’s 26 states, behind Carrefour and Companhia
Brasileira de Distribui¢do (CBD), which has the backing of the French group Casino (TheWall Street Journal Americas, 15 December 2005).

% The citiesmost visited by Portuguese tourists are those of the Atlantic coast and the north-east, particularly Recife in the State of Pernambuco
(27%), Fortaleza in the State of Ceara (25%), Salvador in the State of Bahia (24%) and Rio de Janeiro in the State of Rio de Janeiro (16%)

(Diario econémico, 27 July 2006).
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(fromthefinancial, property and tourism sectors) working
in partnership with oneanother or with Brazilian firms. The
most active groupsinclude Pestana (the leading Portuguese
hotel conglomerate and one of thefive largest in Europe),
VilaGalé, OasisAtlantico, Somague Engenharia, Agesco
and Espirito Santo (see box 1V.6). Many of these projects
have been financed by Banco do Nordeste.>®

The choice of north-eastern Brazil can be put
down to three main factors: geographical proximity to
Europe, aclimate that is attractive to European tourists,
and competitively priced services. The region’s greatest
competitor, in fact, is the Caribbean area (Cuba, the
Dominican Republic and Mexico), which isalmost three
hours' flying time further from Europe, an important
factor in the pricing of tourism services.

Thelargest Portugueseinvestment in Brazil’ s property
and tourism sector is the Aquiraz Golf & Beach Villas
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complex under congtructionin the municipality of Aquiraz,
25 kilometres from Fortaleza in the State of Ceara. The
project will cover anareaof 280 hectaresand will involvethe
construction of eight hotels, six pousadas, 700 apartments, a
golf courseand an equestrian centre, among other facilities,
at a cost of some 260 million euros (Portugal Digital,
16 November 2005 and Noticias Governo Municipal de
Aquiraz, 21 October 2006). Construction of this tourism
complex, which will be the largest in Latin America,
began in early 2007 and the first phase is expected to be
completed in 2008. The participants in this megaproject
are a Portuguese consortium consisting of Banco Privado
Portugués (BPP),%° the Dom Pedro hotel group and the
Sol Verde tourism group, and a Brazilian businessman of
Portuguese origin, Ivan DiasBranco, with each side holding
a50% stake. BPPisalso going ahead with asimilar project
in the same region (Didrio econémico, 27 July 2006).

Box IV.6

PESTANA GROUP: “THE EUROPEAN WHO SPEAKS YOUR LANGUAGE"

Founded in 1972, Grupo Pestana is currently
Portugal’s largest hotel group and one of
the 200 largest chains in the world. This
consortium pioneered the timeshare concept
in Portugal and is now Europe’s third-largest
group in this segment. Through its Pestana
Hotels & Resorts (PH&R) chain, it runs 39
hotel complexes (6,500 rooms) in Portugal,
Africa and Latin America.? The group’s
internationalization drive has left it with a
well-established presence in Argentina,
Brazil, Cape Verde, Mozambique, Sao Tomé
and Principe, South Africa and, recently,
the Bolivarian Republic of Venezuela. Over
the coming years, the Pestana group plans
to continue its international expansion,
always concentrating on countries that have
affinities with Portuguese culture.

After building up a solid base in its
home market, the autonomous region
of Madeira, the Pestana group sought to
expand its presence in its main business,
hotels. This expansion took place both in
Portugal and abroad (Brazil, Cape Verde
and Mozambique). With a view to offering
full tourism packages, furthermore, the
Pestana group moved into other subsectors
such as gaming, golf courses, charter
flights, tourism programmes in Portugal

and abroad (Spain, United Kingdom and
United States) and vehicle rental. By thus
building up its operations in particular
geographical regions, the group succeeded
in achieving major synergies and economies
of scale and consolidating its knowledge
of the business, which then equipped it
to expand into other areas. In Brazil, the
Pestana group’s presence has centred on
resort hotels in the north-east and in Angra
dos Reis (State of Rio de Janeiro) and on
the business hotel market in S&o Paulo,
Rio de Janeiro and Curitiba.

The Pestana group was the first
Portuguese hotel company to make large
investments in Brazil. The consortium now
ranks twenty-first among the hotel chains
operating in the country, where virtually all
the major global operators have a presence.
In 1999, the Pestana group acquired the
Hotel Rio Atlantica (now Pestana Rio
Atlantica) in the city of Rio de Janeiro. Since
then it has bought two more hotels (one
in Bahia and one in S&o Paulo) and two
resorts (one in Rio Grande do Norte and
one in Angra dos Reis). All the hotels have
gradually switched to a common identity
whereby the Pestana name is coupled
with a reference to the unit’s geographical

location and the slogan “The European
who speaks your language”.

In 2004, the Pestana group took a
further step in its positioning strategy in
Brazil by opening a new hotel in Curitiba
for business travellers visiting the Parana
capital and acquiring a majority stake in
a hotel to be created in the Convento do
Carmo in the historic centre of Salvador,
Bahia. This latter hotel began operating
under the Pousadas de Portugal name.? In
early 2005, the Pestana group diversified
its businesses in Brazil, hitherto centred
on luxury tourist hotels, by entering the
economy hotel segment and condominium
management. It took the first steps in this
direction in Curitiba with the Evolution Towers
complex and the Smart Residence economy
hotel. In 2006, the Pestana group also bought
a new hotel in S&o Luis do Maranh&o, its
eighth hotel acquisition in Brazil (Pestana
press release, 29 June 2006).

Thus, the Pestana group has invested
more than 100 million euros in Brazil, and
this amount could rise over the coming
years, since the company aims to build
or acquire a further four hotels by 2010
(Portugal Digital, 16 November 2005 and
Diario econémico, 27 July 2006).

Source: Economic Commission for Latin America and the Caribbean (ECLAC), on the basis of information from the Pestana group [online] http://www.pestana.com/hotels/pt/

pestana/group/about.

2 The Pestana group owns 23 hotels in Portugal, eight in Brazil (Rio de Janeiro, Angra dos Reis, Sao Paulo, Bahia, Natal, Curitiba, S&o Luis and, shortly, Costa do Sauipe),
three in Mozambique and one each in Argentina, the Bolivarian Republic of Venezuela, Cape Verde, Sdo Tomé and Principe, and South Africa.
b The Pestana group acquired Pousadas de Portugal in 2003, when Empresa Nacional de Turismo (ENATUR) was privatized. The investment in Brazil was its first attempt to

internationalize this brand.

% The Banco do Nordeste (BNB) is owned by the Brazilian federal government and headquartered in the city of Fortaleza, State of Ceara. It is
the largest regional development financing institution in South America. BNB operates the Tourism Development Programme in Northeastern
Brazil (PRODETUR/NE), created to promote tourism in the region with funding of some US$ 800 million.

60 Banco Privado Portugués (BPP) has a representation office in Sao Paulo where it conducts normal private and corporate banking activities. Its
operations centre on investments in the property and tourism sector, essentially in the north-east of the country.
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Besidesthese large complexes, many of the property
investments made in the tourism sector aresmall. Likethe
former, they are mainly located in the north-east region
of the country, basically inthe states of Ceara, Bahiaand
Rio Grande do Norte, and they encompass a wide range
of facilities: sophisticated pousadas, small hotels and
resorts, medium-sized hotels, etc.

Given the characteristics of these projects, it isvery
hard to arrive at an accurate estimate of the resources
invested by Portuguese businesses. The number of ventures
runs into the hundreds, and not all of them have been
registered as direct investments with the Central Bank
of Brazil. The leading groupsinclude Miramar, Dorisol,
Bristol Hotels & Resorts, HotéisAlexandre de Almeida,
RetaAtlantico, Comitur Anteal, Carisma, Beleza Tropical
and Euro Constroi.

For al the difficulty of quantifying them, there can
be no doubt that these investments have changed the
economic landscape of certain cities in Brazil’s north-
east. In Rio Grande do Norte, for instance, tourism has
grown much faster than in other regions over recent years,
and this has led to rapid changes in the economic and
socia environment. Between 2002 and 2004, the flow of
domestic and international touristsincreased by 18% and
92%, respectively, so that the number of foreign tourists
in the state almost doubled in just two years. In 2005, the
number of international flights increased and the pace
of expansion quickened beyond all expectations, with
revenue from international tourism increasing by almost
400%. Tourism became the leading economic activity in
the State of Rio Grande do Norte, yielding revenue of
some US$ 600 million.

By contrast with thisrecent past, the current economic
situation in Brazil has created some uncertainty about the
continuity of such investments. For one thing, low GDP
growth and the consequent reduction in the disposable
income of middle class consumers of these services could
create aglut of roomsand aprice war that affectsthevalue
of the investments made. For another, the appreciation of
the Brazilian currency has been making the country more

expensive for foreign tourists, who may opt for other,
cheaper destinations, causing these investments to lose
value and contract.

Besides proj ects associated with the tourism sector,
there have been innumerabl e Portuguese investmentsin
property, both residential and commercial. Projectsin
the residential sector are highly diversified in respect
of both the amount and type of investment. As with
tourism-related activities, residential property projects
are concentrated in the north-east of the country. The
leading companies include Organizagdo e Gest&o
Imobiliaria(OGlI), Actitud and Luxus. Inthe commercial
segment, the main investments have been in shopping
centres, particularly those of the Sonae group (see box
I1V.5), and the civil construction operations of the Lena
group.®!

Intheinfrastructure sector, lastly, theleading Portuguese
company isBrisa, Portugal’s largest motorway operator.
In 2001, the firm took an 18% stake in Companhia de
Concessfes Rodoviarias (CCR). CCRiscurrently Latin
America’s largest motorway contractor, running about
1,452 kilometres of highways, or 15% of the concessions
farmed out to the private sector in Brazil. Brisahas sought
to break into new marketsthrough this Brazilian company,
essentially in Chile and Mexico (Diario econémico,
29 November 2006).

To sum up, the tourism property sector has been at
the centre of a new upsurge in Portuguese investments
in Brazil. Astheinvestment impetus of large Portuguese
firms slowed down in the late 1990s, much smaller
companies with little international experience began to
arrive in considerable numbers on the beaches of the
Brazilian Atlantic. The great bulk of these investments
have been made in the country’s north-east, attracted
by the natural characteristics of the region, incentives
from state governments and the great increase in flights
from Portugal to different locations in Brazil. However,
this rapid growth could potentially lead to oversupply
and price wars that might undermine the value of the
investments made.

61 The Lenagroup is highly diversified and has a presence in Angola, Brazil, Bulgaria, Mozambique and Rumania. In Brazil, the group has its
centre of operations in the State of Bahia, where it has implemented projects worth some 40 million euros. The group’s main subsidiary in
the country is Liz Construgdes, which accounts for about 80% of its business in Brazil, chiefly public works (Bahiainvest Ultimas Noticias,
6 December 2005 [online] http://www.bahiainvest.com.br). The company is building a theatre and a convention centre in the municipalities of
Feira de Santana and Itabuna and a prison in Lauro de Freitas, representing some 14 million euros’ worth of investment.
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6. Financial services: an unsuccessful wager?

Inthefinancial sector, anumber of companies have begun
to operate in Brazil in recent years, chief among them
being Grupo Espirito Santo, Caixa Geral de Depésitos
(Banco Financial Portugués) and Grupo Banif. Thiswas
one of the business areas in which Portuguese investors
struggled most. Like other foreign banks, Portuguese firms
came up against amarket which wasfar moreintractable
than they had expected and where large local operators
were strongly entrenched.

During the second half of the 1990s, foreign banks
increased their presence in Brazil substantialy, mainly
through takeovers. Between 1995 and 2001, the share of
foreign banks in the sector’s total assets rose from 7%
to 25% (ECLAC, 2005, p. 90). From 2001 on, however,
the market share of foreign operators began to decline,
essentially because local banks reacted by severely
rationalizing their operations and investing heavily in new
technology. In these circumstances, many foreign banks
modified their market penetration strategies in Brazil,
relinquishing control of certain financial institutions to
become minority shareholdersin locally owned groups.

Like other foreign investors, some of Portugal’s
leading financial groupstook over local banks that were
too small for their purposes and tried to grow organically.
They quickly realized, however, that this strategy was
costly and hard to implement. A small group of firmsthat
took over larger banks had the conditionsthey needed in
place and chose to stay in the Brazilian market.

Of the Portuguese banks that are still operating in
Brazil, most preferred to orient their activities towards
property and tourism investments, foreign trade and the
capital market. Public-private partnerships (PPPs) are a
segment much favoured by the leading Portuguese banks.
Along with the United Kingdom, Portugal isthe country
wherethisinfrastructureinvestment model ismost highly
developed, and from the point of view of Portuguese
banks PPPs could open up interesting opportunities for
new business. However, these investments have been
held back by delaysin shaping the regul atory framework
(Valor econémico, 27 December 2005).

One Portuguese investor with a longer-standing
presence in the Brazilian financial system is the Espirito
Santo group. It concentrated on commercial banking in

the 1990s, first going into partnership with alocal group,
Monteiro Aranha, and Crédit Agricole of Francein Banco
I nteratlantico, and then working through the latter to acquire
Banco Boavistain Rio de Janeiro. For this operation, the
partnerstook advantage of the benefitsoffered by the Incentive
Programmefor the Restructuring and Strengthening of the
National Financial System (PROER). However, this was
an especidly difficult period in the Brazilian economy and
they never achieved the scalerequired to compete with the
established banks and the large international institutions
that arrived later. In 2000, after hugelosses, Banco Boavista
was transferred to alocal operator, Bradesco. Since then,
Espirito Santo group hasbeen shifting its strategy in Brazil
by concentrating on largefirms, mergersand acquisitions,
capital markets, fixed- and variable-income funds and
property and tourism projects.5?

Following a strategy similar to that of the Espirito
Santo group, CaixaGeral de Depdsitos (CGD) took over
Banco Bandeirantes, thus gaining access to a network
of over 500 branches in Brazil. The company sought to
consolidate as acommercia bank by capitalizing on the
size of the Brazilian market and the large Portuguese
colony residing in the country and by supporting the
Portugueseinvestors attracted to Brazil by the privatization
programme. Thisstrategy did not yield the expected results.
In 2000, CGD established an alliance with alocal firm,
Unibanco, which came into force after the Portuguese
bank had transferred its stake in Banco Bandeirantes to
Unibanco in exchange for 12% of the latter’sequity. The
partnership was marred by conflicts between the parties,
leading to its dissolution in 2005.

After this long and painful learning process, CGD
recast its strategy in Brazil by turning itself into an
investment bank specializing mainly in the financing of
foreign trade operations. The Portuguese bank also aims
to support Iberian companies in the Brazilian market,
the Portuguese colony in Brazil and Brazilian firms in
their internationalization efforts. Like other Portuguese
financial groups, furthermore, the company hasinvested
in real-estate projects and would consider participating
in future PPPs. CGD currently has just eight offices, in
S80 Paulo (4), Rio de Janeiro (2), Parana (1) and Rio
Grande do Sul (1).

62 Espirito Santo group participated in major operations such as the acquisition of Bradesco by Banco Bilbao VizcayaArgentaria (BBVA) and that
of Tele Centro-Oeste Celular (TCO) by the partnership between Telefonica and Portugal Telecom.
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Brazil has now become more expensive; asset
values have risen substantially and Portuguese
companies do not have the financial capacity to
position themselves properly in this market. For this
reason, Africa has emerged as an alternative with clear
competitive advantages. With the pacification of former
Portuguese colonies, the high price of oil (which Angola
possesses in abundance) and the incipient repayment
of external debts, many business people from Angola
and M ozambique are returning to their countries, and
Portuguese financial institutions are trying to seize
this opportunity before others do.

Economic Commission for Latin America and the Caribbean (ECLAC)

To sum up, Portuguese banks tried to replicate the
strategy of other financia ingtitutions from industrialized
countries, particularly Spain, and grew fastin LatinAmerica
by buying up local assets. The experience was much harder
than had been expected, however, and they wereforced by
rising competition to abandon or scale back their operations
intheregion. In Brazil, the size of the market, the reaction of
thelarge domestic banks and the instability of the economy
severely affected the expectations of Portuguese financial
institutions, leading them to scaletheir activitiesright back
so that they could concentrate on specific niches such as
investment banking and property development.

C. Conclusions

During recent decades, Portugal has been used by
transnational enterprises as a platform for exports, most
of them going to other European economies. Portuguese
firmsused to have avery limited presencein international
markets, but this situation has changed quickly over the
last 15 years as they have actively expanded beyond the
country’s borders.

The consolidation of European integration and
adoption of the single currency helped to strengthen
the Portuguese economy. This process also brought a
number of reforms, chiefly the liberalization of some
key business areas such as telecommunications, energy
and the financial sector, which led to asharp increasein
competition in domestic markets.

In these circumstances, large Portuguese companies
(whichwould qualify as medium-sized by European and
world standards), many of which were being privatized
at the time, were forced to react. One of the measures
they took was to try to combine growth with improved
competitiveness to avoid becoming the target of an
unwanted takeover bid from their European rivals.

Generdly speaking, thelargest Portuguese companies
havetraditionally held alarge share of the domestic market
intheir areaof business, and some have had the advantage
of being natural monopoliesin certain activities, allowing
them to generate large surpluses. This advantage was
supplemented by favourable financial and stock market
conditions, alowing them to access the financing they
needed to launch ambitious expansion initiatives.

In relatively mature, saturated local markets,
international expans on became not so much an opportunity

as an obligation. With few options available in Europe,
the first large-scale investments mainly took place in
the Iberian peninsula, after which companies gradually
expanded into other countries and regions, always showing
a preference for those with strong ties of culture and
language, primarily Brazil and former Portuguese colonies
inAfrica Thistrend consolidated the main peculiarity of
Portuguese outward direct investment: relatively small
companies that saw a common language as their main
comparative advantage (see table 1V.19). This process
received explicit governmental support.

During the 1990s, Portuguese firms were presented
with amajor opportunity that perfectly matched their needs:
the privatizations in Brazil. In the midst of this process,
they displayed remarkable decisiveness by acting, either
aone or as members of consortia, to acquire some of the
most sought-after businesses, especialy in the areas of
telecommunications and electricity. Thus, Portuguese
outward direct investment experienced an unprecedented
surge during the second half of the decade, with Brazil
as the main recipient. This process was led by a small
group of major companies, principally Portugal Telecom
(PT), Energias de Portugal (EDP), Cimentos de Portugal
(CIMPOR), Sonae and Caixa Geral de Depositos (CGD)
(seetable1V.19).

Thus, in ashort space of time Portugal became anet
exporter of capital and abase for major European service
sector companies, chiefly inthe areas of telecommunications
and energy. This represented one of the most significant
structural changes in the Portuguese economy since its
incorporation into the European integration process.
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At the start of the present decade, a new pattern
of Portuguese outward investment began to emerge.
Because of the deteriorating international economic
situation and its domestic and regional repercussions,
investment by Portuguese firms contracted sharply.
The economic and political crisisin Argentina and the
uncertainty associated with presidential elections in
Brazil further undermined confidence in the region,
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leading to alterationsin corporate strategies. In addition,
many of the Portuguese companiesinvolved found that
they needed to consolidate the large investments they
had made by restructuring their main Latin American
subsidiaries. In these circumstances, investment began to
beincreasingly targeted on other countriesin the European
Union, chiefly Spain, while the relative importance of
Latin America declined substantially.

Table V.19
THE LARGEST PORTUGUESE COMPANIES: LOCATION OF MAIN INVESTMENTS
Community of Portuguese-speaking countries Other
Portugal | Brazil | Angola Cape Mozambique Tonsjoand Timor- Span Maroceo E?Jtrr;z; O;::;}?gn ('\?asgo (A)ft::;
Verde Principe Leste SAR)

GALP Energia X X X
Energias de Portugal X X X X X
Sonae X X X X X X
Portugal Telecom X X X X X X X
Cimentos de Portugal X X X X X
Grupo Pestana X X X X X X
Caixa Geral de Dep6sitos X X X X X X

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

Even as the largest Portuguese companies checked
their international expansion in Latin America, however,
smaller firmsemulated their earlier behaviour and began
anew wave of investments. Indeed, amuch larger number
of firms arrived in this phase than during the original
boom. The new wave of Portuguese investment has been
concentrated in the construction and tourism sectors.

Some of the Portuguese companies that led the
process have pulled out of Latin America, and particularly
Brazil, in thelast few months, and others may beforced
to do the same. Thisis true of Sonae, PT and the great
majority of banks. Thisreflectsthe difficultiesfaced by
Portuguese companies in the Brazilian economy and
the limitations of an approach based on ties of culture
and language.

The experience of Portuguese companies in Latin
America, particularly Brazil, has important policy
implications. First, from the standpoint of the companies,
internationalization isnot asimple process and ought to be
based on competitive advantages underpinned by managerial

and financia strengths, and by a thorough knowledge of
the industry they operate in and the markets into which
they mean to expand. Clearly, it is not enough just to
speak the same language. As evidence of this, a number
of these companiesweretaken over by transnationalsfrom
elsewhere in the world that seemingly had more solid
competitive advantages. Many Portuguese companies
learned valuable lessons in this process, leading them
to carry out profound restructuring in their subsidiaries
abroad, relinquish certain markets or pursue further
integration in the economic area of the Iberian peninsula.
This experience should be an inspiration to the many
Latin American companies that are now beginning to
expand abroad. Second, the arrival of compani eswithout
much international experience or local knowledge can
prove costly for Latin American countries. When this
happens, the potential benefits of FDI are not realized
and, especially in basic infrastructure and service sectors,
severe harm may be caused to users and to the systemic
competitiveness of the host country.
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Andras Uthoff (comps.), CEPAL/Flacso-México/ Fontamara, México, 2006.

Politica y politicas publicas en los procesos de reforma de América Latina, Rolando Franco y Jorge Lanzaro (coords.), CEPAL/Flacso-
México/Mifio y Davila, México, 2006.

Finance for Development. Latin America in Comparative Perspective, Barbara Stallings with Rogerio Studart, ECLAC/Brookings
Institution Press, USA, 2006.

Los jovenes y el empleo en América Latina. Desafios y perspectivas ante el nuevo escenario laboral, Jirgen Weller (ed.), CEPAL/Mayol
Ediciones, Colombia, 2006.

Condiciones y politicas de competencia en economias pequefias de Centroamérica y el Caribe, Claudia Schatan y Marcos Avalos (coords.),
CEPAL/Fondo de Cultura Econdmica, México, 2006.

Aglomeraciones pesqueras en América Latina. Ventajas asociadas al enfoque de cluster, Massiel Guerra (comp.) CEPAL/Alfaomega, Colombia, 2006.

Reformas para América Latina después del fundamentalismo neoliberal, Ricardo Ffrench-Davis, CEPAL/Siglo XXI, Argentina, 2006.

Seeking growth under financial volatility, Ricardo Ffrench-Davis (ed.), ECLAC/Palgrave Macmillan, United Kingdom, 2005.

Macroeconomia, comercio y finanzas para reformar las reformas en América Latina, Ricardo Ffrench-Davis (ed.), CEPAL/Mayol Ediciones,
Colombia, 2005.

Beyond Reforms. Structural Dynamics and Macroeconomic Theory. José Antonio Ocampo (ed.), ECLAC/Inter-American Development
Bank/The World Bank/Stanford University Press, USA, 2003.

Mas alla de las reformas. Dinamica estructural y vulnerabilidad macroeconémica, José Antonio Ocampo (ed.), CEPAL/Alfaomega, Colombia, 2005.

Gestion social. Cémo lograr eficiencia e impacto en las politicas sociales, Ernesto Cohen y Rolando Franco, CEPAL/Siglo XXI, México, 2005.

Crecimiento esquivo y volatilidad financiera, Ricardo Ffrench-Davis (ed.), Mayol Ediciones, Colombia, 2005.

Pequefias y medianas empresas y eficiencia colectiva. Estudios de caso en América Latina, Marco Dini y Giovanni Stumpo (coords.),
CEPAL/Siglo XXI, México, 2005.

En busqueda de efectividad, eficiencia y equidad: las politicas del mercado de trabajo y los instrumentos de su evaluacién, Jirgen Weller
(comp.), CEPAL/LOM, Chile, 2004.

América Latina en la era global, José Antonio Ocampo y Juan Martin (coords.), CEPAL/Alfaomega.

El desarrollo econémico en los albores del siglo XXI, José Antonio Ocampo (ed.), CEPAL/Alfaomega, Colombia, 2004.

Los recursos del desarrollo. Lecciones de seis aglomeraciones agroindustriales en América Latina, Carlos Guaipatin (comp.),
CEPAL/Alfaomega, Colombia, 2004.
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91 Elementos conceptuales para la prevencion y reduccion de dafios originados por amenazas naturales, Eduardo Chaparro y Matias
Renard (eds.), 2005, 144 p.

90 Los sistemas de pensiones en América Latina: un analisis de género, Flavia Marco (coord.), 2004, 270 p.

89 Energia y desarrollo sustentable en América Latina y el Caribe. Guia para la formulacién de politicas energéticas, 2003, 240 p.

88 La ciudad inclusiva, Marcello Balbo, Ricardo Jordan y Daniela Simioni (comps.), CEPAL/Cooperazione Italiana, 2003, 322 p.

87 Traffic congestion. The problem and how to deal with it, Alberto Bull (comp.), 2004, 198 p.

87 Congestion de transito. El problema y cdmo enfrentarlo, Alberto Bull (comp.), 2003, 114 p.

Cuadernos Estadisticos de la CEPAL

33 América Latina y el Caribe. Balanza de pagos 1980-2005. Solo disponible en CD.

32 América Latina y el Caribe. Series regionales y oficiales de cuentas nacionales, 1950-2002. Solo disponible en CD.

31 Comercio exterior. Exportaciones e importaciones segun destino y origen por principales zonas econdmicas. 1980, 1985, 1990, 1995-
2002. Solo disponible en CD.

30 Clasificaciones estadisticas internacionales incorporadas en el banco de datos del comercio exterior de América Latina y el Caribe de la
CEPAL, 2004, 308 p.

29 América Latina y el Caribe: series estadisticas sobre comercio de servicios 1980-2001, 2003, 150 p.

Observatorio demografico ex Boletin demogréfico | Demographic Observatory formerly
Demographic Bulletin (bilingiie/bilingual)
Edicion bilinglie (espafiol e inglés) que proporciona informacién estadistica actualizada, referente a estimaciones y proyecciones de
poblacion de los paises de América Latina y el Caribe. Incluye también indicadores demograficos de interés, tales como tasas de natalidad,
mortalidad, esperanza de vida al nacer, distribucion de la poblacién, etc.

El Observatorio aparece dos veces al afio, en los meses de enero y julio.

Suscripcion anual: US$ 20.00. Valor por cada ejemplar: US$ 15.00.

Bilingual publication (Spanish and English) proving up-to-date estimates and projections of the populations of the Latin American and
Caribbean countries. Also includes various demographic indicators of interest such as fertility and mortality rates, life expectancy, measures
of population distribution, etc.

The Observatory appears twice a year in January and July.

Annual subscription: US$ 20.00. Per issue: US$ 15.00.

Notas de poblacion

Revista especializada que publica articulos e informes acerca de las investigaciones mas recientes sobre la dinamica demogréfica en la regién, en
espafiol, con reslimenes en espafiol e inglés. También incluye informacion sobre actividades cientificas y profesionales en el campo de poblacion.

La revista se publica desde 1973 y aparece dos veces al afio, en junio y diciembre.

Suscripcion anual: US$ 20.00. Valor por cada ejemplar: US$ 12.00.
Specialized journal which publishes articles and reports on recent studies of demographic dynamics in the region, in Spanish with abstracts in
Spanish and English. Also includes information on scientific and professional activities in the field of population.

Published since 1973, the journal appears twice a year in June and December.

Annual subscription: US$ 20.00. Per issue: US$ 12.00.

Series de la CEPAL

Comercio internacional | Desarrollo productivo | Estudios estadisticos y prospectivos | Estudios y perspectivas (Bogota, Brasilia, Buenos
Aires, México, Montevideo) / Studies and Perspectives (ECLAC Subregional Headquarters for the Caribbean) / Financiamiento del
desarrollo | Gestion publica | Informes y estudios especiales | Macroeconomia del desarrollo | Manuales | Medio ambiente y desarrollo |
Mujer y desarrollo | Poblacion y desarrollo | Politicas sociales | Recursos naturales e infraestructura | Seminarios y conferencias.

Véase el listado completo en: www.cepal.org/publicaciones
A complete listing is available at: www.cepal.org/publicaciones
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HOW TO OBTAIN UNITED NATIONS PUBLICATIONS

United Nations publications may be obtained from bookstores and distributors throughout the
world. Consult your bookstore or write to: United Nations, Sales Section, New York or Geneva.
COMMENT SE PROCURER LES PUBLICATIONS DES NATIONS UNIES

Les publications des Nations Unies sont en vente dans les librairies et les agences dépositaires
du monde entier. Informez-vous aupres de votre libraire ou adressez-vous a : Nations Unies,
Section des ventes, New York ou Geneve.

KAK TOJIYYUTb U3JAHUS OPTAHU3ALIMU OBBEJAMHEHHbIX HALMU

U3znanus Opranu3aunn O0benuHeHHbIXx Haluuii MOKHO KYIIUTh B KHH)KHBIX MarasuHax
W areHTCTBAaxX BO Bcex pafioHax Mupa. HaBoauTe cnipaBku 00 U31aHHUAX B BallleM KHH)KHOM
MarasuHe WM nuwuTe no aapecy: Opranusauus O6beaunenHbix Hauwii, Cekuus no
nponaxe uinanud, Hero-Mlopk unu Xenesa.

COMO CONSEGUIR PUBLICACIONES DE LAS NACIONES UNIDAS

Las publicaciones de las Naciones Unidas estdn en venta en librerias y casas distribuidoras en
todas partes del mundo. Consulte a su librero o dirijase a: Naciones Unidas. Seccion de Ventas,
Nueva York o Ginebra.

Las publicaciones de la Comisién Econémica para América Latina y el Caribe (CEPAL) y las del Instituto
Latinoamericano y del Caribe de Planificaciéon Econdmica y Social (ILPES) se pueden adquirir a los distribuidores
locales o directamente a través de:

Publicaciones de las Naciones Unidas Publicaciones de las Naciones Unidas
Seccion de Ventas — DC-2-0853 Seccion de Ventas, Fax (22)917-0027
Fax (212)963-3489 Palais des Nations

E-mail: publications@un.org 1211 Ginebra 10

Nueva York, NY, 10017 Suiza

Estados Unidos

Unidad de Distribucion

CEPAL - Casilla 179-D

Fax (562)208-1946

E-mail: publications@cepal.org
Santiago de Chile

Publications of the Economic Commission for Latin America and the Caribbean (ECLAC) and those of the Latin
American and the Caribbean Institute for Economic and Social Planning (ILPES) can be ordered from your local
distributor or directly through:

United Nations Publications United Nations Publications
Sales Sections, DC-2-0853 Sales Sections, Fax (22)917-0027
Fax (212)963-3489 Palais des Nations
E-mail: publications@un.org 1211 Geneve 10
New York, NY, 10017 Switzerland
USA
Distribution Unit

ECLAC - Casilla 179-D

Fax (562)208-1946

E-mail: publications@eclac.org
Santiago, Chile





