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Executive Summary
Internationalization
of companies

An increasing number of companies do business abroad through foreign direct investment
(FDI). Growth in global FDI flows even outpaced the increase in worldwide trade volumes by
far, both after the Lehman collapse in 2008 and before.

Germany, Italy and Austria

German and Italian multinational enterprises (MNEs) are among the top global players. With
an outward FDI stock of nearly USD 1,600bn and more than 5mn employees, Germany ranks
third after the US (6,300bn) and the UK (1,600bn). Italian firms invested USD 550bn abroad
(Austria: USD 220bn).

Motives

There are two major reasons for establishing production facilities abroad. The first one is to
serve foreign markets directly instead of exporting goods from the home country. Such socalled horizontal FDI helps avoid transportation costs, trade tariffs, fluctuations in exchange
rates, etc. The second major reason is the envisaged decrease in overall production costs
(vertical FDI).

Long-term FDI forecasts

We estimate a gravity model for Germany, Italy and Austria in order to derive future FDI
trends by 2030. Our gravity model includes the following variables:
GDP of the host country (foreign market size)
GDP of the home country (domestic economic power)
Difference between GDP per capita of the host country and the home country (as a proxy
for wage costs)
Distance between the two capitals of the host country and the home country (as rough
approximation for cultural differences, similar legal systems, etc.).

Results for baseline

We use long-term GDP and population forecasts provided by the OECD as input variables for
our gravity model (baseline). Accordingly, German, Italian and Austrian companies each will
about double their outward FDI stock by 2030. In the case of Germany, an additional EUR 1,200bn
will be invested abroad (Italy: EUR 500bn). For both German and Italian MNEs, the eurozone
and the US will remain the most important destinations. FDI in China will grow briskly but still
not play a leading role. Austrian companies will more than triple their foreign investment activities.
Among the Top-10 destinations will exclusively be European countries with a strong focus on CEE.

Results for risk scenario

Since there could be backlashes to globalization in the next 15 years, we additionally develop
a risk scenario to derive the lower bound. Accordingly, the sensitivity of FDI to GDP and population
is assumed to be 50% lower than in the past. Even then, foreign investment activities will
grow substantially by 2030 (Germany: EUR 500bn; Italy: EUR 200bn; Austria: EUR 170bn).

Positive home country effects

By exploiting lower wage costs in other countries and expanding foreign markets, MNEs become
more competitive and increase their sales both at home and abroad. As a result, initial job
losses at home might eventually be compensated for by new hiring.
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I. Internationalization through FDI
FDI outpacing exports

An increasing number of companies do business abroad. Foreign direct investment (FDI) has
become an integral part of this internationalization strategy. In the last three decades, growth
in global FDI flows even outpaced the increase in worldwide trade volumes by far. Since the
start of the 1980s, global FDI flows rose by 2,500% compared to 900% for international trade
(see chart 1). Global GDP even increased “only” by 150% in the last 35 years. At the same
time, global FDI activities were significantly more volatile. In 2014, FDI flows amounted to
more than USD 1,300bn after peaking at USD 2,100bn in 2007. This compares to about USD 50bn
at the start of the 1980s and USD 200bn at the beginning of the 1990s.

Germany, Italy and Austria

Multinational enterprises (MNEs) in Europe have been at the forefront of this development as
illustrated by Germany, Italy and Austria. Since the start of the 1990s, the outward FDI stock
of German companies increased 8% each year on average (Italy: 10%). Austrian MNEs even
grew by 18% p.a. abroad. After the Lehman collapse in 2008, average growth has been less
brisk but still respectable: Germany (+3% p.a.; Italy: +4% p.a.; Austria: +7% p.a.).
When looking at sheer volumes, both German and Italian MNEs are among the top global players
(see chart 2). With an outward FDI stock of nearly USD 1,600bn, Germany ranks third after the
US (6,300bn) and the UK (1,600bn). Italian firms invested USD 550bn abroad
(Austria: USD 220bn).
How strong will the internationalization process be in coming years? And, even more important,
in which countries will European MNEs invest? In the following analysis, we derive long-term
forecasts of outward FDI stocks by 2030 based on a proprietary model. Our focus is on German,
Italian and Austrian companies. Beforehand, we elaborate on the reasons for going abroad
both from a theoretical and empirical viewpoint (chapter 2 and 3).

Forecasting FDI by 2030

CHART 1 –
INDICES (YEAR 1980=100)

CHART 2 –
OUTWARD FDI STOCK BY COUNTRIES, IN USD BN (2014)
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II. Why companies invest abroad
Definition

Foreign direct investment (FDI) is defined as an investment by a domestic company in another
country. In contrast to portfolio investment, it aims at establishing a long-term business and a
significant degree of influence on management decisions. According to OECD definitions,
such a relationship exists if there is a direct or indirect ownership by the resident company
which involves at least 10% of the voting power. Such a threshold is regarded as arbitrary but
is mechanically applied in order to derive a common and consistent measure across countries.
FDI does not only include the equity transaction in the beginning but also all subsequent
cross-border transactions in equity and debt instruments. Examples are common and include
preferred shares, reserves, reinvestment of earnings, bonds, commercial paper, trade credits, etc.1

Two major forms of FDI

The two major FDI types are the so-called greenfield investments and mergers & acquisitions
(M&A). A greenfield investment is the establishment of a new company abroad, including new
operational facilities. M&A involves the purchase of an already existing firm. In the case of
Germany and Italy, greenfield investments usually dominate, although there are sometimes
outliers. In 2014, the announced greenfield investments (flows) of German companies
amounted to more than USD 50bn compared to USD 30bn in M&A. In the case of Italy, greenfield
investments were USD 18bn, while M&A were down by USD 10bn (Austria: USD 5bn greenfield;
USD 0.4bn M&A).

CHART 3 –
GERMAN OUTWARD FDI FLOWS BY TYPE, IN USD BN

CHART 4 –
ITALIAN OUTWARD FDI FLOWS BY TYPE, IN USD BN
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Plenty of motives

It goes without saying that there are numerous reasons for companies to invest in a foreign
country. In the following, we briefly explain the two most important ones in theory. Afterwards,
surveys are presented for German and Italian companies in which the importance of motives
in practice is shown.

1. Serving local markets

The first major reason for establishing production facilities abroad is to serve foreign markets
directly instead of exporting goods from the home country. This type is called horizontal FDI,
since the same goods are produced at home and/or abroad. FDI and exports are regarded as
substitutes by the domestic company, thereby facing a decision trade-off. An export strategy
involves transportation costs plus some additional obstacles such as trade tariffs, fluctuations
in exchange rates, etc. Investing abroad means bearing fixed costs for setting up subsidiaries
in a foreign country.

1

OECD Benchmark Definition of Foreign Direct Investment, Fourth Edition, 2008
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From exports to FDI

Companies may opt first for following an export strategy before thinking about FDI. In the beginning,
the resident firm enters a foreign market by shipping goods abroad. The backdrop includes
substantial uncertainties about future demand, regulations, etc. Over time, the resident company
may gather additional knowledge about the foreign market. If exporting does not generate
“enough" profits in the medium term, production facilities will gradually be built abroad. Hence,
horizontal FDI implies an economic causality from exports to investing abroad.2

2. Reducing production costs

The second major reason for FDI is the envisaged decrease in overall production costs. In order
to achieve this goal, the resident company segments the production process across countries.
For instance, labor-cost intensive parts of a good are produced at foreign facilities and then
shipped to the home country where the input is refined. Exports and FDI are not substitutes
but seen as complimentary (vertical FDI). Besides the classic labor cost argument, there are
additional reasons why companies find it attractive to invest abroad. A well-developed
infrastructure and an open-door-policy by the government also lead (indirectly) to shrinking
costs. Examples are a low tax burden, subsidies, low regulatory requirements, etc. In any
case, there is an economic causality going from FDI to exports. Input and intermediate goods
are shipped from abroad to the home country.3

Survey results

In reality, the reasons for FDI can differ substantially over time and by destination country.
This can be shown by surveys for German and Italian MNEs.

Germany

Every year, the German Chambers of Commerce and Industry (DIHK) conducts a FDI survey to
be released in spring. Accordingly, 47% of German industrial companies are planning investments
abroad in 2016, which is the highest level since the start of the survey in the mid-1990s.4
These plans are dominated by horizontal FDI motives. 31% of the companies that are going
abroad state that market development is their focus. About 45% envisage the improvement of
sales and customer service (see chart 5). In contrast, the importance of the cost-savings motive
(vertical FDI) decreased substantially compared to the situation more than ten years ago. At
that time, about 40% of German MNEs stated that foreign investment was primarily triggered
by cost-reduction plans. In 2015, it was only 24%, although the share has moderately risen
again in the last few years due to the pickup in German wages (2013: 20%). When looking at
FDI destination countries (or regions), there are substantial differences. Horizontal FDI
considerations clearly dominate in the case of China and North America (see chart 6). In contrast,
in the case of the eurozone, the motives of market development and reducing costs played an
equally important role as of late. One explanation is the regained competitiveness of some
EMU countries after the crisis years.

2

Conconi, P. et al. (2012), The Internationalization Process of Firms from Exports to FDI, Working Paper, October
Of course, mixed strategies are also conceivable. Resident companies invest in low-cost countries in order to generate export platforms for other countries excluding the
home country.
4
Deutscher Industrie- und Handelskammertag (2016), Atempause in China – Europa füllt die Lücke, April
3
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CHART 5 –
FUNCTIONAL FOCUS OF FOREIGN INVESTMENT
OF GERMAN INDUSTRIAL COMPANIES, IN %

CHART 6 – “MARKET DEVELOPMENT” AND
“SAVING COSTS” REASONS OF GERMAN INDUSTRIAL
COMPANIES (2016), IN % (MULTIPLE ANSWERS)
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Italy

A similar picture emerges for Italy on the basis of the INVIND survey. Demand considerations
typically dominate when it comes to FDI in industrialized countries (see table 1). For instance,
61% of manufacturing companies say that they are attracted by high demand compared to only
3% for which lower labor costs are more important. 15% state that the proximity to customers or
suppliers has been the decisive factor. When investing in emerging markets, the responses in
the survey become more balanced. About 26% each say that high demand or lower labor
costs are the major reasons for going abroad (proximity to customers or suppliers: 29%). In
the non-financial services sector, demand aspects dominate independent of whether companies
invest in mature markets or developing countries.

TABLE 1: ITALIAN MNES AND THEIR MOTIVES FOR GOING ABROAD (SHARES, IN %)
Motives

Manufacturing
Non-financial services
Advanced countries Developing countries Advanced countries Developing countries

Lower labor costs

3.5

26.2

0.0

3.6

High demand in local or neighboring markets

61.1

26.0

60.6

56.0

Proximity to customers or suppliers

13.6

15.4

28.9

12.4

Acquisition of competitors/sharing of technologies or patents

4.8

1.7

0.0

0.0

Other motivations (less stringent environmental & fiscal rules,
cheaper raw materials, etc.)

15.2

17.2

27.0

26.8

Source: INVIND survey (2011) quoted in Cristadoro, D’Auriizio (2014), UniCredit Research
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III. The status quo
In the following, some key figures for German, Italian and Austrian MNEs are summarized
and compared before deriving the forecast model in the next section.

Cross-country comparisons

Volume

In terms of sheer volumes, German MNEs invested a total of nearly USD 1,600bn so far
compared to about USD 550bn by Italy and USD 220bn by Austria (see chart 7).

Growth

Austrian companies recorded the strongest growth abroad since the start of the 1990s. Its
outward FDI stock rose by the factor 44 (Germany: 9; Italy: 8).

Destinations

FDI activities in the EU dominate, albeit to different extents. With a share of 68%, Italian
companies are somewhat more attached to Europe than their peers in Germany (63%) and
Austria (66%).

Top countries

With a share of 15%, the single most important FDI destination for Germany is the US, followed
by the UK (12%; see chart 8). For Italian MNEs, the Netherlands is (seemingly) the top FDI
destination. 16% of the Italian outward FDI stock is located in this country, followed by
Spain and Germany with about 8% each. Top destination country for Austrian companies
is Germany (13%).

CHART 7 –
OUTWARD FDI STOCK,
IN USD BN

CHART 8 – TOP15 FDI DESTINATIONS OF GERMAN
COMPANIES (2013), COUNTRY SHARES IN % OF TOTAL
OUTWARD FDI STOCK
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However, these country data have to be interpreted with substantial caution in some cases.
The figures for the Netherlands are a good example. So-called Special Purpose Entities
(SPEs) inflate the data, since they have little or no physical presence in the host country.
SPEs take the form of conduits, holding companies, etc., and help finance MNEs’ group
activities or take care of their assets and liabilities. Since huge amounts of capital are
channeled through SPEs, foreign investment activities in some countries look greater than
they actually are. In the Netherlands, about 80%-85% of the total FDI position is related to
SPEs. Similar distortions can be observed in the case of Luxembourg.5 Unfortunately, SPE
investment data by country cannot always be obtained. Hence, it is difficult to say exactly
how much smaller the Dutch FDI share is for Italian MNEs. We will deal with this problem
in the next chapter when a model for forecasting FDI is presented.

5

De Nederlandsche Bank (2013), The Effects of Including SPEs on BOP and FDI Statistics, October and OECD (2014), International investment continues to struggle,
FDI In Figures, December
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China

Although FDI has been growing briskly, China and other emerging markets still play a
comparatively minor role. In the case of Germany, FDI stock shares in China are 4% compared
to 2% for Italy and 1.5% for Austria.

Employment and turnover

There are more than 27,000 German companies that invested abroad. They employ more than
5mn employees and generate a turnover of nearly EUR 1,900bn. This compares to 22,000
Italian companies with 1.8mn employees and a turnover of EUR 541mn. (Austria: 4,100 firms;
0.6mn employees; turnover: EUR 151mn).

TABLE 2: COMPARISON OF OUTWARD FDI ACTIVITY
Variable

Unit

Germany

Italy

Austria

Total outward FDI stock (2014)

EUR bn*

1,439

499

203

Total outward FDI stock (2014)

In % of GDP*

49

31

62
66

Share of FDI stock in EU-28 (2013)

In % of total FDI

63

68

Share of FDI stock in US (2013)

In % of total FDI

15

6

4

Share of FDI stock in China (2013)

In % of total FDI

4

2

1.5

Single most important destination country (2013)

In % of total FDI

US (15)

Netherlands (16)

Germany (13)

Number of companies (2013)

---

27,420

22,004

4,132

Number of employees (2013)

In mn

5.2

1.8

0.6

---

190

82

145

In EUR bn

1,865

541

151

Average number of employees (2013)
Turnover (2013)
*Using EUR-USD exchange rate of 1.10

UniCredit Research

Source: UNCTAD, OECD, Eurostat, UniCredit Research
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IV. Forecasting outward FDI stocks by 2030
General approach

As noted previously, a multitude of factors influence companies and their decisions to invest
abroad. Taking all of them into account is neither possible nor necessary.

Data restrictions

It is not possible, since some of the data on which individual company decisions are based
are limited (or not available at all). One example is the FDI Regulatory Restrictiveness Index
of the OECD which measures the difficulties of investing in specific countries. Accordingly,
MNEs faced the biggest obstacles in China, Indonesia and India in 2014 (see chart 9). This
stands in stark contrast to the framework conditions in industrialized countries, especially in
the eurozone. Unfortunately, the Regulatory Restrictiveness Index is only available for a few
years and cannot therefore be used for estimation purposes. Furthermore, one would need
(reliable) estimates of policymakers’ future regulation initiatives or, better, what companies
expect them to be.

Identifying trends

It is also not necessary to have the complete set of information, although it would be, of
course, very helpful. Our approach does not aim at deriving yearly point forecasts for FDI but
at identifying longer-term fundamental macro trends.

CHART 9 –
OECD FDI REGULATORY RESTRICTIVENESS INDEX (2014)

CHART 10 – SHARE OF INWARD FDI INTO SPES
AND NON-SPES, IN % (2014)
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Gravity model as basis

For this purpose, we opted for a so-called gravity model. Gravity models are widely used in
academic literature for estimating international trade and FDI. The underlying idea is straightforward.
There are two major factors in determining FDI. The first one is economic size. The second
one is geographic distance.

1. Market size

The larger one host country is in terms of real GDP and population, the more foreign capital it
may attract. A high level of income suggests high potential demand for goods and services.
Furthermore, there also might be economies of scale. If a good is produced in quantity in the
host country, production costs shrink. Besides the economic power of the host country, the
market size of the home economy from which the FDI flow comes may also matter. The larger
the home country, the higher are capital funds that are invested abroad.

Similar versus
different countries

However, it is a priori not clear whether economically similar countries engage in more or less
foreign investment activities. To answer this question, one has to distinguish between horizontal
and vertical FDI again. In the case of similar countries, the likelihood of horizontal FDI increases.
MNEs are simply duplicating their successful business model at home abroad.

UniCredit Research
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In contrast, vertical FDI motives only play a prominent role if countries differ in terms of labor
costs and factor intensities. In other words, the stronger the differences in GDP per capita (as a
proxy for wage costs), the higher vertical FDI. Of course, both motives can also overlap in practice.
2. Geographic distance

The second major variable included in a gravity model is geographic distance between the
two countries. Geographic distance is supposed to be an obstacle to FDI and is therefore inversely
related to investment activities abroad. At first sight, such a variable may sound counter-intuitive
in a globalized world where communication means have been improving so tremendously.
However, academic studies show that geographic distance can still act as a proxy for a variety
of factors. Examples are cultural proximity, a common language, similar legal systems and
organizational culture.6 To take an example, it is still probably easier for a German company
to establish a production site in France than in China.

Three country samples

We estimated three separate equations for a panel of destination countries for Germany, Italy
and Austria, respectively. Our period of coverage is 1985 to 2013.

Including SPEs

Finally, we augmented our gravity model by taking the activities of SPEs into account. As described
in the previous chapter, they can inflate the actual FDI volume substantially in some cases.
Between 80% to 95% of the FDI stock in the Netherlands and Luxemburg are caused by
SPEs (see chart 10). In these two cases, we added dummies to the equation for Germany
and Italy. In the case of Austria, we included dummies for various Central and Eastern European
economies to capture the country’s role as a hub for investment in that area.

Equation

Our augmented gravity model looks as follows:

FDI ijt     1 j GDPit   2 j GDPjt   3 j (GDP _ cap jt  GDP _ cap it )   4 j dist   5 j dum   ijt
FDIij as FDI inward stock of country i (host country) held by country j (home country)
GDP of country i or j
GDP_cap = GDP per capita of country i or j
dist = distance between the two capitals of countries i and j
dum = country dummies
All variables are in log form apart from the dummies. In the equations for Italy and Germany,
they equal 1 in the case of the Netherlands and Luxembourg and zero for all other countries.
In the equation for Austria, they equal 1 in the case of Bulgaria, Russia and Romania, and zero
otherwise.7 The subscript t denotes time measured as yearly observations.
Estimated elasticities
in equation

6
7

The estimated elasticities (  ) of the three equations uniformly show the anticipated signs and
are significant. Both GDP in the host and home economy positively influence FDI activity.
Physical distance between countries (as a proxy) reduces the willingness of MNEs to invest
abroad. The sign of the difference in GDP per capita is negative. Accordingly, the lower the
gap in wage costs between the host and the home country the higher FDI activity. Obviously,
horizontal FDI motives in the form of expanding markets dominate on average in all three
panels. Of course, vertical FDI can still play an important role on a bilateral basis.

Levis, M. et al. (2015), Home bias persistence in foreign direct investments, The European Journal of Finance, March
We started our estimate with a larger number of country dummies (“fixed effects”), but narrowed them down on the basis of statistical significance.
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Two scenarios by 2030

In the next step, we used our estimates for deriving FDI activities of Germany, Italy and Austria
in the Top-15 countries by 2030. These forecasts are conditional ones. In our equation, current
FDI volumes are dependent on current levels of GDP and population. Hence, assumptions
about the future development of these two variables for both the home and the host countries
are needed.

1. Baseline (OECD) scenario

In our baseline scenario, we used long-term forecasts provided by the OECD.8 For better orientation,
charts 11 and 12 show some selected figures for average growth of potential GDP and population
by 2030. Accordingly, the German economy is expected to grow by only about 1% per year
on average. The population will even shrink. Somewhat better data are expected for Italy
(growth: +1.5%), Austria (+1.9%) and some other major industrialized countries. China is projected
to grow by 5% on average, while its population will increase less than half compared to the US.

2. Risk scenario:
Backlash in globalization

Inevitably, and of course, such long-term forecasts are prone to substantial uncertainties.
Furthermore, and maybe even more important, there could be structural breaks. For instance,
a backlash in globalization may have already started after the financial crisis and could continue
in the next few years. Since the willingness of companies to invest abroad diminishes, our
gravity model overestimates FDI stocks. In the following chapter, we will discuss the pros and
cons of such structural breaks in more detail.

Reduction in estimated
coefficients

In order to take these effects into account, we reduced the estimated coefficients by half. In
less technical terms, it is assumed that the sensitivity of foreign investment activity to GDP
and population is 50% lower in the next 15 years than before. Of course, reducing the estimated
coefficients by half is arbitrary (and a drastic move). However, such a procedure should provide
the lower bound of FDI activity by 2030 in case of a severe backlash to globalization.9

CHART 11 – POTENTIAL GDP GROWTH, IN % P.A. (2014-2030)

CHART 12 – POPULATION GROWTH, IN % P.A. (2014-2030)
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Results

8
9

In the following, major results are presented for Germany, Italy and Austria.

OECD Economic Outlook (2014), Growth Prospects And Fiscal Requirements Over the Long Term, Chapter 4
Alternatively, or in addition, one could also reduce the OECD long-term forecasts which in turn would dampen foreign investment activities.
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In our baseline scenario, German companies will invest abroad an additional EUR 1,200bn
from 2016 to 2030 (see chart 13).10 Hence, outward FDI stocks will nearly double in the next
15 years. Major host countries will remain the eurozone with EUR 420bn, followed by the US
with about EUR 200bn. Accordingly, industrialized countries will still be more important destinations
in absolute terms (given the higher base as of today) than China which will receive an additional
EUR 75bn (see chart 14).11 Assuming a backlash in globalization and reduced coefficients,
German companies will still invest EUR 500bn abroad.

1. Germany

CHART 13 – GERMAN OUTWARD FDI STOCK, IN EUR BN
(BASED ON CURRENT EXCHANGE RATE)

CHART 14 – CHANGE IN GERMAN OUTWARD FDI STOCKS
BY COUNTRIES (2016-2030), IN EUR BN
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In our baseline scenario, Italian companies will double their outward FDI stock from about
EUR 500bn (based on current exchange rates) to EUR 1,000bn by 2030 (see chart 15). As is
the case for Germany, the most attractive host region will remain the eurozone with an additional
EUR 180bn, followed by the US (EUR 120bn) and China (nearly EUR 50bn). In the risk scenario
of “de-globalization”, foreign investment activities would still grow by EUR 200bn.

2. Italy

CHART 15 – ITALIAN OUTWARD FDI STOCK, IN EUR BN
(BASED ON CURRENT EXCHANGE RATE)

CHART 16 – CHANGE IN ITALIAN OUTWARD FDI STOCKS BY
COUNTRIES (2016-2030), IN EUR BN
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10

As we are interested in real investment decisions, we are stating the results in constant 2015 prices. The nominal investment flows will most likely be perceptibly
higher, depending on actual inflation rates.
11
It goes without saying that, in relative terms, foreign investment activities will rise more strongly in China than in many developed countries. Despite the assumed
slowdown by the OECD, growth in China will still outpace EMU growth in the next two decades.
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In our baseline scenario, Austrian multinationals will invest an additional EUR 500bn abroad
by 2030 (see chart 17). Hence, outward FDI stocks will more than triple and even outpace the
developments in Germany and Italy (in growth terms). Among the Top-10 destinations will
exclusively be European countries (see chart 18). In total, Austrian companies will invest EUR 180bn
in the eurozone, nearly half of which goes to Germany. Other important host countries are in
CEE: Slovakia, Romania, Czech Republic and Hungary. In our risk scenario, Austrian MNEs
would still expand their foreign business by EUR 170bn.

3. Austria

CHART 17 – AUSTRIAN OUTWARD FDI STOCK, IN EUR BN
(BASED ON CURRENT EXCHANGE RATE)

CHART 18 – CHANGE IN AUSTRIAN OUTWARD FDI STOCKS
BY COUNTRIES (2016-2030), IN EUR BN

800

200
Based on OECD forecasts

700

Based on OECD forecasts

180

Based on OECD forecasts and reduced coefficients

160

600

140

500

120

400

100
80

300

60

Based on OECD forecasts
and reduced coefficients

200

40

100

20

0

0
1990

1995

2000

2005

2010

2015

2020

2025

2030

EMU

Source: UNCTAD, UniCredit Research

UniCredit Research

DE

SK

CH

RO

RU

IT

CZ

UK

NE

HU

Source: UniCredit Research

page 14

See last pages for disclaimer.

8 June 2016

Economics & FI/FX Research

Global Themes Series

V. The pros and cons of “de-globalization” in FDI
In the following, we briefly discuss how likely a setback in globalization is. After all, this question
will decide whether foreign investment activities will be at least close to the estimates in our
baseline scenario or substantially lower as flagged by our risk-scenario exercise.12
In favor of the “de-globalization” hypothesis, the following arguments may be made.

Pro de-globalization
Peak in global value chains

After the fall of the Iron Curtain and the liberalization of trade and investment policies in the
1990s, companies located their production sites at various stages across different countries.
As a result, global value chains emerged. However, the process of international production
fragmentation has to peak eventually by nature. The major reason is the fact that global
value chains will become increasingly mature. In other words, surging FDI flows in the last
two or three decades were just a transitional phenomenon.

The “China factor”

After the financial crisis, the relative importance of investment activity and private consumer
expenditures changed. Global investment activity exhibited a significant decline and has
only barely recovered to pre-crisis levels. Conversely, private consumption played a more
prominent role worldwide. The probably most illustrative example is the structural rebalancing
of the Chinese economy away from an export-driven and investment-dependent model. After
decades of strong exported-oriented FDI flows, China’s trade regime (dubbed the “workbench
of the world”) has deliberately been shifted by policy makers. In particular, rising labor costs
drive foreign manufacturing companies to move to other low-wage destinations or return to
their home countries.

Rising protectionism

Since the Lehman collapse, a regime shift in policies worldwide may have occurred. Governments
have turned back the clock by increasing barriers to free trade and investment. Domestic
companies have been assisted through subsidies and favorable tax treatment. In particular,
while there has been a continued improvement in the FDI restrictiveness index of OECD
countries before 2008, this improvement came to halt afterwards.

CHART 19 – GROWTH IN OUTWARD FDI STOCK P.A., IN %

CHART 20 – GLOBAL INWARD FDI FLOWS, IN USD BN
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12

Many more studies have focused on the slowing of global trade since the financial crisis so far. A variety of different approaches and perspectives can be found in
“The Global Trade Slowdown: A New Normal?”, edited by Bernard Hoekman (2015).
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Regional production

Besides increasing protectionism, new technologies could replace global value chains by
regional production networks. One example is 3D printing (“additive manufacturing”) which
may make the international relocation of production sites less attractive.

Empirical evidence

In the last few years, FDI of major countries already rose (nearly) unanimously less briskly
than before. For example, in the case of Germany, growth in the outward FDI stock was a
rather meager 2½% p.a. since 2008 (see chart 19). This compares to more than 10% each
year between 1991 to 2007 (Italy: 4% versus 12½%). Global FDI flows to Emerging Asia
continued to increase but at a less rapid pace. In the case of Emerging Europe, inward FDI
flows even declined in absolute USD terms (see chart 20).

Contra de-globalization

From an empirical viewpoint, it is undoubtedly true that FDI has been increasingly less brisk
since the Lehman collapse in 2008. However, it is not clear whether this is just a temporary
issue or a long-lasting structural break. In other words, the jury may still be out. More concretely,
the following arguments contra de-globalization can be made.

Just cyclical weakness

The aftermath of the 2008-09 recession is still being felt in the global economy. Both companies
and consumers are in the process of reducing their debt overhangs and rebuilding their
balance sheets. As a result, capex spending in general has remained rather subdued in the
last few years. As soon as these cyclical headwinds vanish, FDI activity will resume momentum
again. By historical standards, such temporary periods of weakness are not unusual. Examples
are the episodes at the beginning of the 1980s after the second oil price shock, and the
2000s after the bursting of the equity bubble (see chart 21).

Rising importance of services

In the last few years, a structural shift in the global economy towards services has started.
Since China shifted towards greater reliance on private consumer expenditures, demand
for services including FDI will rise and at least compensate for weaker investment activity
in manufacturing. In 2003, only 30% of the globally announced greenfield FDI projects occurred
in the services sector (see chart 22). In 2014, the share was about 50% and hence higher
than in manufacturing.

CHART 21 –
GROWTH IN GLOBAL OUTWARD FDI STOCK P.A., IN %
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CHART 22 – SHARE OF GLOBALLY ANNOUNCED GREENFIELD
FDI PROJECTS BY SECTOR, IN %
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Internationalization of SMEs

Traditionally, large companies are expected to do more business abroad than smaller and
medium-sized ones (SMEs). However, the implementation of new technologies may lower
fixed and variable costs of international transactions and allow SMEs more international
transactions. Examples are the Internet, digitization and e-payment systems. So-called micromultinationals leverage these new technologies to access customers worldwide and invest
abroad. The relevance of micro-multinationals is illustrated by recent research. Lendle et
al. (2013) looked at small US business sellers on eBay in 2010 and showed that Internet
technologies, such as the eBay platform, significantly helped small businesses to connect
to a global customer base.13 In particular, a remarkably high share of 85% of business
sellers on eBay was engaged in cross-border sales.

Ongoing stimulus from
liberalization of FDI policies

Further support for global FDI activities may come from investment policy measures. In contrast
to often heard arguments, policy continued to be directed towards investment liberalization and
promotion. According to the latest UNCTAD investment report, more than 80% of investment
policy measures aimed to improve entry conditions and reduce restrictions for foreign investors
in 2014. Thereby, the focus was on investment facilitation and sector-specific liberalization
(e.g. in manufacturing, infrastructure and services).14 Countries also continued to reform
the international investment agreements (IIAs) regime. In 2014, 31 new IIAs were concluded,
most with provisions related to sustainable development. At the same time, countries considered
new approaches to investment policymaking. Reacting to the growing discomfort with the
current functioning of the global IIA regime, together with today’s sustainable development
imperative, more than 50 countries and regions were engaged in revising their IIA models.

TTIP

On a broader interregional level, the Transatlantic Trade and Investment Partnership
(TTIP) between Europe and the US, which aims at removing trade barriers (both tariff and
non-tariff barriers), should facilitate FDI activity in both regions. Its impact might be substantial,
as the US is the most important destination for EU outward FDI.

13
14

Lendle, A. et al. (2013), eBay’s anatomy, Economics Letters, Volume 121, Issue 1, October 2013.
UNCTAD (2015), World Investment Report 2015, Reforming International Investment Governance, United Nations, Geneva.
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VI. Home country effects of outward FDI
Effects on domestic
employment

Assuming a continuation of brisk foreign investment activities by 2030, one important question
arises. Is it good or bad for the home country? In public, especially the impact on the domestic labor
market is controversially discussed. Further outsourcing could dampen employment opportunities
for less skilled workers, depress wages and lead to rising inequality in industrialized countries.

Ambiguous effects of
vertical FDI

It is true that, by purpose, vertical FDI replaces production facilities which were previously located
in the home country. Labor-intensive activities are outsourced abroad with lower wages, while more
advanced operations such as R&D are kept at home. However, such effects do not automatically
lead to negative net effects on domestic employment. By exploiting lower wage costs in other
countries, MNEs become more competitive and increase their sales both at home and abroad. As
a result, initial job losses might eventually be compensated for by new hiring.

Negligible substitution
effects in services sector

As discussed above, FDI activities in the services sector started playing a more important role
in recent years. Given the importance of being present locally in most services (close to customers),
negative effects on domestic employment should be pretty small. In other words, dismissing
employees at home would cost domestic business and backfire on the company.

Without any alternative

Even if there are job losses in manufacturing, one has to ask whether there was any viable
alternative to outward FDI. What would happen if a company did not invest abroad? Given
disadvantages to foreign competitors, employment could even shrink stronger than compared
to a scenario in which the internationalization took place.

Job-friendly horizontal FDI

In some countries or specific sectors, foreign investment activities may even be a must.
Growth opportunities in the domestic market are exhausted. As a result, some companies
have to go abroad. Such horizontal FDI explicitly aims at expanding market shares in foreign
countries. If successful, domestic employment will not shrink but rise.
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Appendix
In the following, the latest available outward FDI stock shares for Germany, Italy and Austria
are presented. We focused on the Top-15 countries.
1. Germany

For Germany (see chart A.1), the host countries are the US, the UK, Luxembourg, the
Netherlands, France, China, Spain, Austria, Italy, Belgium, Switzerland, Poland, Russia,
Malta and Canada. These countries covered about 80% of the total outward FDI stock of
German companies as of late

2. Italy

In the case of Italy (see chart A.2), the Top-15 host countries are the Netherlands, Spain,
Germany, Austria, the US, the UK, France, Luxembourg, Belgium, Poland, Ireland, Russia,
China, Switzerland and Brazil. The Top-15 represented 76% of the total outward FDI
stock of Italy as of late.

CHART A.1 – TOP-15 FDI DESTINATIONS OF GERMAN
COMPANIES (2013), COUNTRY SHARES IN % OF TOTAL
OUTWARD FDI STOCK
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CHART A.2 – TOP-15 FDI DESTINATIONS OF
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3. Austria

For Austria, the Top-15 countries are Germany, the Netherlands, Czech Republic, Romania,
Luxembourg, the US, Hungary, the UK, Switzerland, Russia, Croatia, Turkey, Slovakia,
Poland and Bulgaria. These countries covered about 70% of the total Austrian outward
FDI stock as of late.
CHART A.3 – TOP-15 FDI DESTINATIONS OF AUSTRIAN COMPANIES (2013),
COUNTRY SHARES IN % OF TOTAL OUTWARD FDI STOCK
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