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®  FDI flows are expected to fall by more than 30% in 2020 even under the most
optimistic scenario for the success of the public health and economic support
policy measures taken by governments to address the COVID-19 pandemic and
the resulting recession.

® FDI flows to developing countries are expected to drop even more because
sectors that have been severely impacted by the pandemic, including the
primary and manufacturing sectors, account for a larger share of their FDI than
in developed economies.

® FDI could play an important role in supporting economies during and after the
crisis through financial support to their affiliates, assisting governments in
addressing the pandemic, and through linkages with local firms.

®  FDI flows have steadily declined over the past five years, and they could remain
below pre-crisis levels throughout 2021 if the public health measures and
economic support policies are not effective.

Many governments have taken stringent public health measures to limit the spread of the COVID-19
pandemic. These public health measures have caused severe economic disruptions that impact the foreign
direct investment (FDI) decisions of firms. Governments have also taken significant economic policy
actions to forestall, or cushion, the economic consequences of the public health crisis. The eventual impact
on FDI flows will depend on the success of both these public health and economic policy responses.

FDI could play an important role in supporting economies during the economic recovery following the
pandemic. Evidence from past crises has shown that foreign-owned affiliates, including small and medium
enterprises, can show greater resilience during crises thanks to their linkages with, and access to the
financial resources of, their parent companies (e.g. Alfaro and Chen, 2012; Desai et al., 2008). FDI could
be particularly important for emerging and developing economies given that other sources of international
financing, including portfolio investment, have fled these economies (see OECD Investment policy
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responses to COVID-19). Unfortunately, it appears that the impacts of the pandemic on FDI flows to these
economies may be particularly severe. For example, the primary and manufacturing sectors, which
account for a larger share of FDI in many of these economies than in most developed economies, have
been particularly hard hit by the pandemic (see forthcoming OECD note on implications of the COVID-19
public health and economic crisis on development finance).

Contributions to the recovery from FDI can go beyond financing. Multinational enterprises (MNESs) are
generally larger, more research and development (R&D)-intensive, and more productive than purely
domestic firms.1 As such, they are well-positioned to help governments deal with the effects of the
pandemic.2 Investment Promotion Agencies (IPAs), charged with attracting and facilitating FDI, are also
working with their clients and local networks of foreign affiliates to facilitate business collaborations and
assist government efforts to combat the pandemic (see the forthcoming note investment promotion in times
of uncertainty;: OECD agencies during and post COVID-19 crisis). Going forward, cross-border
partnerships and collaborations between companies can facilitate finding long-term business solutions,
such as ways to resume production while protecting workers’ health.

In the longer term, the pandemic may lead companies to shift the geographic allocation of their foreign
operation. For example, MNEs may review and potentially shorten their GVCs to protect themselves from
supply-chain disruptions; alternatively, they could seek geographic diversification to reduce exposure to
location-specific shocks and reduce costs to be able to deal better with crises. Such shifts could have
important implications for countries’ economic prospects as MNEs are responsible for a large share of
global value-added, trade, employment and R&D (OECD, 2018; Cadestin et al., 2018). Beyond direct
impacts, FDI can also have potentially important indirect effects on the local economy. For example, it can
have second-order effects on the economy when locally-established MNEs are entering buyer-supplier
relations or competing with local firms, hiring and training local workers, and facilitating exports.3

However, there are reasons to have some scepticism regarding the role that FDI can play. The pandemic
hit at a time when FDI flows were at the second lowest level recorded since 2010 in the aftermath of the
global financial crisis (for more information on developments in FDI flows through the end of 2019, see the
April 2020 edition of FDI in Figures). In addition, corporate debt was at record levels at the time the
pandemic hit. OECD research shows that the stock of non-financial corporate bonds was at an all-time
high at the end of 2019, and that this stock “has lower overall credit quality, higher payback requirements,
longer maturities, and inferior covenant protections” compared to previous debt cycles (Celik at al (2020).
High levels of debt could limit the ability of companies to survive the COVID-19 crisis, let alone support
their foreign affiliates or pursue new investments. Rising debt levels and liquidity constraints could also be
factors driving companies to divest some of their foreign operations (Borga et al, 2020).

OECD projections show that even under the most optimistic scenario, FDI flows will likely fall by at least
30 percent in 2020 compared to 2019 before returning to pre-crisis levels by the end of 2021. Figure 1
shows half-year trends from 2015 to 2019 and possible scenarios on a half year basis through the end of

1 This is because operating abroad involves additional risks and fixed costs, associated with building distribution
and supplier networks or getting acquainted with local tastes and conditions, that only the most productive firms
can bear (e.g. OECD, 2019, Helpman, Melitz and Yeaple, 2004; Antras and Yeaple, 2014).

2 For example, a Luxembourg-based ArcelorMittal developed a prototype of 3D-printed ventilator and protective
gear tested and used in Spanish hospitals (ArcelorMittal, 2020). GM encouraged and provided necessary
specifications to their network of suppliers to help increase production of protective equipment (CNBC, 2020).
Coca-Cola has donated financial support, assisted in transporting necessary material for creating masks, and
provided beverages to medical and hospital professionals in different countries (Coca-Cola, 2020).

3 See OECD (2019), OECD-UNIDO (2019), Alfaro (2016) and Alfaro et al. (2009) for an overview of the
different channels and empirical findings and Havranek and IrSova (2010, 2013) for a meta-analysis of this
literature.
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2021. The figure shows that there is expected to be a sharp drop in FDI flows in the first half of 2020. After
that, the impact on FDI flows will depend on the success of the public health and economic policy measures
taken by governments. Under the pessimistic scenario, the drop in FDI flows lasts longer.

Figure 1. FDI Flows under Different Scenarios on the Effectiveness of Public Health and Economic
Policy Measures
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Source: OECD FDI statistics database and OECD projections

This note begins with an examination of the current situation for FDI flows. It uses information from
companies and commercial databases to provide information on trends in companies’ actual and expected
earnings in the first half of 2020; in announced, completed, and pending mergers and acquisitions (M&A);
and in announced greenfield investments. It then considers various scenarios for the impact of the
pandemic on FDI flows in the medium term (2nd half of 2020 and full year 2021). The analysis examines
the impacts on reinvested earnings and equity capital flows separately as the impacts will likely be different
over time and under the different scenarios. Finally, it differentiates between the investment decisions and
the divestment decisions of MNEs as the factors influencing them will differ. It concludes with a discussion
of potential long term impacts.

Current situation: Fast drop of FDI in first half of 2020

FDI is expected to decline sharply as a consequence of the pandemic and the resulting supply disruptions,
demand contractions, and pessimistic outlook of economic actors. This decline is accentuating and
accelerating the steady decline of FDI flows observed in the past five years (figure 2). There immediate
impact on FDI flows will come from a reduction in reinvested earnings.* However, equity capital flows will

4 Reinvestment of earnings of direct investment enterprises reflects earnings accruing to direct investors
(i.e. proportionate to the ownership of equity) during the reference period less earnings declared for
distribution in that period (see OECD, 2008 for more information).
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also be impacted as companies put some mergers and acquisitions (M&As) and greenfield investments
on hold.

Figure 2. FDI flows by component, 2005 to 2019
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Note: p: preliminary. Statistics on FDI flows through the full year of 2019 included in this chart will be made available in the OECD FDI statistics
database. Debt refers to debt between related parties.
Source: OECD FDI Statistics Database and FDI in Figures, April 2020.

A fall in reinvested earnings is likely...

Reinvested earnings have become an increasingly important component of FDI flows, accounting for more
than half of FDI inflows in 2019. Two factors determine the amount of reinvested earnings: the earnings of
direct investment enterprises and the share that the direct investor chooses to reinvest.

In the first and second quarters of 2020, earnings of large MNEs are expected to fall, but the impact
varies greatly across sectors. For example, Refinitiv (2020) gathered the latest earnings information and
market intelligence for companies in the S&P 500, which includes many of the largest MNESs in the world.
Their analysis found that there will be large year-over-year drops in earnings in the energy, consumer
discretionary sector, industrials, and materials sectors.® On the other hand, it is expected that there will be
year-over-year increases in earnings in the health care, technology, and communications sectors. Given
the important role that the primary sector and manufacturing play in FDI, these developments are expected
to significantly reduce earnings of direct investment enterprises in the first half of 2020. FDI in emerging
and developing economies will likely be more seriously impacted due to the higher share of the primary
sector and manufacturing in their FDI than in developed economies, where services play a more important
role.

The share of earnings investors choose to reinvest is also likely to fall during the crisis. Figure 3
shows the share of FDI earnings reinvested in OECD countries from 2005 to 2019. The share of earnings
that are reinvested has shown an upward trend since 2013. In the period following the financial crisis, the
share of earnings that were reinvested fell by about half, from 45% in 2007 to 24% in 2008. This is because
some companies distribute a regular, constant amount of earnings, and some companies distributed a
higher share of earnings to support other parts of the MNE. Therefore, it is expected that the share of
earnings that are reinvested will fall in the first half of 2020.

5 The consumer discretionary sector includes food and accommodation, textiles and apparel, and much
entertainment spending by households; industrials covers much of the manufacturing sector, and
materials includes non-energy commaodities and the manufacture of some intermediate inputs.
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Figure 3. Share of earnings that are reinvested

OECD countries from 2005 to 2019
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Source: OECD FDI Statistics Database

... and adjustment in equity capital flows

Equity capital flows are closely tied to new investments, regardless of the mode of entry — M&As (figure 4)
and greenfield investments — and divestments by direct investors.®

Figure 4. Global completed M&A deals and equity capital flows, 2005 to 2019
(USD billions)
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Source: Author’s calculations from Refinitiv M&A database and OECD FDI statistics database

The latest data on cross-border M&As from the Refinitiv database show a significant drop in completed deals
in the first quarter of 2020 (figure 5), but there is no evidence of an increase in withdrawn deals. Instead, there
has been an increase in pending deals. This means that direct investors have, thus far, not been trying to back
out of deals that they have negotiated but appear to be holding off on closing them, primarily due to the difficulty
in establishing valuations in the current situation. Since it is difficult and potentially costly for companies to call

6 Divestments are reflected in the equity capital component of FDI flows, but they are hard to discern

because FDI is presented on a net basis. For example, for inward FDI, equity capital is measured as
equity capital increases net of equity capital decreases by direct investors, the latter of which would
include divestments or sell-offs of affiliates and withdrawals of equity capital. Hence, FDI flows can fall
due to a decline in new investments or an increase in divestments or a combination of both.
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off deals, they will likely wait to see economic developments in the near future before taking such a step (New
York Times, 2020). In the short term, equity capital flows will fall due to so many deals being put on hold, but it
could mean that there will be an increase in the future as these deals are completed as the economy recovers.
On the other hand, if the economy does not recover, companies will begin to abandon deals, perhaps citing
clauses that call for target companies to continue their ordinary course of business prior to closure of the deal.

Figure 5. Completed cross-border M&A deals in advanced economies, 2000-2020
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Source: Author’s calculation from Refinitiv M&A database

Cross-border M&As play a particularly important role in advanced economies that consistently account for more
than three-quarters of completed cross-border M&As. Greenfield investments, on the other hand, tend to play
a more important role in FDI in emerging and developing economies.

The latest data on greenfield FDI from the Financial Times’ fDi Markets database provides further evidence
that investors are becoming more reluctant to explore new investment opportunities in the face of the
pandemic. This is shown by the decline in new project announcements in the first two months of 2020,
compared to previous years (Figure 6). This decline is sharper in non-OECD economies, where the value
of greenfield FDI pledges dropped by over 36% relative to 2019 and 15-30% relative to 2018. Announced
investments in non-OECD economies were lowest in January 2020 before recovering slightly in February.
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Figure 6. Value of announced greenfield projects, 2018-2020

Announced capital expenditure, USD billions on a monthly basis
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Source: Author’s calculation from Financial Times fDi Markets (2020).

A sectoral breakdown of greenfield investments shows that manufacturing, which tends to be more
important outside of the OECD area, suffered the largest decline in non-OECD countries (Figure 7). The
extensive lockdown measures, implemented widely across OECD countries, and in many non-OECD
economies from March onwards, are likely to have severe repercussions on greenfield FDI pledges for
both groups in the coming months.

Figure 7. Value of announced greenfield investments by sector, 2018-2020

Announced capital expenditure, USD billions on a monthly basis
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Source: Author’s calculations from Financial Times fDi Markets (2020).
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The current disruptions could also have knock-on effects on equity capital flows in the future as new
investments, either through M&As or greenfield investments, are probably not being explored at this time.
Participants in the OECD webinar with IPAs on 9 April 2020 noted that they still see some projects going
ahead as they are a product of long-term preparations and planning.” However, participants also signalled
a drop in new expressions of interest from firms, despite an increase in sectors such as digital and
healthcare. IPAs have also had to scale back their proactive marketing activities that may have an impact
on the generation of leads in the future. Any decline in reinvested earnings and equity capital flows could
be partly offset by intracompany loans and injections of equity capital that parents make to their
struggling foreign affiliates that would result in increased FDI. Analyses of past crises show that foreign
investors provided such support to their affiliates (Alfaro and Chen, 2012, and Desai et al, 2008). Indeed,
this is one advantage of foreign ownership: the financial linkages between investors and their foreign
affiliates play an important role in the affiliates’ resilience to economic crises.

Divestments could also have an impact on FDI flows. In general, divestments are a frequent and natural
feature of global supply chains, allowing firms to adapt their operations to rapidly changing business realities.
A study by the OECD found that one in every five foreign-owned firms is divested every five years (Borga et
al, 2020). Before the outbreak, a global survey found that 84% of surveyed firms planned to divest some
operations in 2020-21 (Ernst & Young, 2019). Understanding the dynamics of divestments is relevant not
least because divestments can affect performance of affected firms and well-being of impacted workers and
their communities. For example, formerly foreign-owned firms that were sold off to a domestic owner by their
global parent, experienced, on average, about 25% drop in sales and value-added as well as 15% in
employment.? Liquidations would obviously have even more serious impacts on employment and production
in effected communities.

Financial health and debt levels of MNEs are important drivers of international divestment. If firms are in
sufficiently good financial health, they may be able to hold off divestments — especially those of strategic nature
— until the economy improves to obtain a better bid for the affiliates they are selling. Other firms may face severe
liquidity constraints and rising debt levels that could force them to divest operations, especially as the pandemic
hit when corporate debt had reached record levels (Celik et al, 2020). Therefore, the developments in MNE
earnings discussed earlier are likely to impact divestment prospects.

Looking back at acquisitions and divestments following the 2008 global financial crisis can give
an indication of what might happen at this time. Foreign divestments increased in OECD and G20
countries (Figure 8) in 2008, exceeding foreign acquisitions in terms of number and value. These divestments
were followed by a wave of foreign acquisitions a year later as some firms that remained in the market
were able to buy assets at attractive prices. In the first half of 2020, divestments are unlikely to increase
as a significant number of firms are not yet likely to be forced to sell due to financial difficulties. There may
even be a decrease in divestments as companies hold off from selling to avoid accepting lower prices.

7 For more information on OECD work with IPAs, see www.oecd.org/investment/investment-promotion-
and-facilitation.htm.

8 Other studies, using official national statistics, find similar results, e.g. in the case of Indonesia, Javorcik
and Poelhekke (2017) find that sold-off plants experienced a drop in output and productivity (as well as
in mark-ups and export- and import intensities, among others).
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Figure 8. Number and value of foreign divestments during the global financial crisis
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Source: OECD calculations using ORBIS © data.

Medium term outlook: Three possible scenarios

This note considers FDI flows under three possible scenarios for the effectiveness of the public
health and economic policy measures being taken by countries: optimistic, middle, and pessimistic,
based on OECD (2020) and McKinsey (2020).

Possible scenarios

Under the optimistic scenario, the public health measures that have been taken control the spread of the
virus within the next 2 to 3 months; treatments are identified that reduce deaths and serious illnesses from
the virus; and testing is expanded to help prevent future outbreaks. The economic policy interventions are
very effective and avoid serious structural damage to the economy, including those sectors of the economy
that are most impacted by the public health measures taken (e.g., small and medium enterprises, and the
travel, tourism, and energy sectors). Under this scenario, economic growth resumes in the second half of
the year and is back to pre-crisis levels by the end of 2021.

Under the middle scenario, the public health measures are initially successful in containing the current
outbreak in the next 2 to 3 months, but there are future outbreaks so stringent public health measures will be
imposed in specific countries/regions until a vaccine is developed and widely administered in the middle of
2021. Economic policy interventions are partially effective but not completely, and, so, the economic recovery
is uneven and weak.

Under the pessimistic scenario, the current public health measures are not able to completely contain
the virus necessitating that stringent measures remain in place in many countries for an extended period.
The economic policy interventions are not able to offset economic damage and economies settle into a
lingering recession; bankruptcies and defaults are more common than under the other scenarios.

Investment policies can also influence the impacts on FDI flows. The actions taken by governments across
the globe can impact investment flows either directly or by increasing or decreasing uncertainty for investors.
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While there is no evidence that countries are taking measures to limit capital outflows, if countries make it
more difficult for investors to repatriate their earnings, it would increase reinvested earnings in the near term
but could hurt the reputation of the country as a destination for investment. In addition, as outlined in the
dedicated OECD note on investment policy responses to COVID-19, some countries have taken measures
to prevent potential acquisitions of sensitive assets. The design and implementation of these FDI review
mechanisms can increase uncertainty and costs and delay transactions.

Some governments are supporting companies through equity capital injections and through taking
temporary ownership of these companies. Because FDI statistics capture transactions between foreign
residents and domestic residents, such transactions would only be captured in the statistics if a government
provided such support to a foreign business enterprise, which would be unlikely. However, state support
of this nature to domestic direct investors could enable these direct investors to support their foreign
affiliates, thereby indirectly impacting FDI flows. In addition, as part of the recovery process, these state-
owned assets could be sold back to private investors following the crisis, creating opportunities for foreign
direct investors. Such transactions raise a number issues for governments that become temporary owners
of enterprises (see the OECD note on equity injections and unforeseen state ownership of enterprises
during the COVID-19 crisis).

FDI flows through the end of 2021

In the medium term (second half of 2020 and 2021), the impacts on flows will vary greatly among countries and
sectors depending on the success of the public health and economic policy measures. Figure 1 shows the
projections of FDI flows under the different scenarios.

Under the optimistic scenario, earnings are expected to start to rise in the second half of 2020 and
return to pre-crisis levels by the end of 2021 as the economy recovers; the share that direct investors
choose to reinvest will also return to historical levels. Almost all of the previously announced M&A deals
that are pending and of the announced greenfield projects will be completed. While there might be a drop
in the medium term due to the dearth of new investments being negotiated at the current time, new
investments will return to normal in late 2021. Divestments would remain at historical levels. As a result,
FDI flows are expected to fall between 30% to 40% in 2020 before rising by a similar amount in 2021 to
return to pre-crisis levels. As noted earlier, it is important to remember that FDI flows have been on a
downward trend since 2015, and FDI flows in 2018 and 2019 were lower than for any years since 2010.

Under the middle scenario, the economic recovery will be uneven. While earnings in some sectors
will recover, others will remain below pre-crisis levels; the share of earnings reinvested will recover
somewhat but not to historic levels in all sectors. The pending M&A deals and announced greenfield
projects that still make strategic sense will be completed, but there will be more deals that are abandoned.
Equity capital flows will be subdued not only from the dearth of new projects being negotiated during this
time but from a continuing slump in new deals. Yet, there will be some foreign acquisitions as financially
stronger firms buy assets at attractive prices. Divestments by firms that are struggling financially would
also put downward pressure on equity capital flows. These divestments would include not only sales of
existing affiliates but also some liquidations. Overall, FDI flows would fall 35% to 45% in 2020 before
recovering somewhat in 2021 but would remain about one-third below pre-crisis levels.

Under the pessimistic scenario, earnings remain depressed in most sectors and so does the share
of earnings reinvested. Equity capital flows would be significantly reduced as many of the pending M&A
deals and announced greenfield projects would be called off as they no longer make strategic sense or
the investor faces financial pressure, and fewer greenfield investments would be completed. New M&As
and greenfield investments would be depressed. Divestments by struggling firms would be more common,
including more liquidations. Overall, FDI flows would drop by more than 40% in 2020 and would be flat
until the end of 2021 when the introduction of a vaccine could allow the recovery to begin.
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Long term impact on investment in global value chains

COVID-19 may affect investors and economies differently depending on country/regional context
and FDI motivations. For example, with the projected growth in the healthcare and ICT sectors,
knowledge-seeking FDI may prove buoyant in the longer run. Meanwhile, the difficulties faced by firms
operating in the energy sector following the collapse in demand, may result in negative impacts for
economies relying on resource-seeking FDI. Future trends in efficiency-seeking FDI are still uncertain.
Disruptions due to the coronavirus pandemic may lead some MNEs to rethink the geographic and sectoral
spread of their activities and shorten their supply chains and the distance between suppliers and clients.
Other MNEs may wish to diversify their supplier networks to increase resilience to location-specific shocks.
This diversification may involve divestments from some locations but expansions in others.

These concerns will add to other factors that were already leading companies to reconsider their supply
chains. For example, some companies were already concerned about possible vulnerabilities of GVCs in light
of global trade tensions and Brexit (e.g. Cohen and Lee, 2020). The pandemic could also increase other
pressures. For example, companies were already rethinking their supply chains in response to demands by
consumers and companies for more sustainable and inclusive production methods; the pandemic may increase
these demands (see COVID-19 and Responsible Business Conduct for more information). Another factor
present before the crisis is the deployment of digital technologies, which could expand following the experiences
during the pandemic. To insulate themselves from future shocks, companies may make more intense use of e-
solutions to dematerialise and automate processes, and to reduce reliance on unmovable assets and long-term
contracts.® This may mean less FDI in the long-run but could also offer the possibility of market consolidation
in the e-commerce and digital space that creates FDI opportunities.

Advances in automation and other advanced technologies may also potentially facilitate re-shoring. Although
available evidence suggests that this type of activity has been relatively limited to date (de Backer et al., 2016).
Long-term OECD projections also show that the rise of “new” emerging markets and a growing consumer
demand could lead to further lengthening of GVCs by 2030.1° Even as wages rise in some developing
countries, operations are more likely to be moved to other developing, rather than developed, economies
(de Backer and Flaig, 2017). This means that, while some re-shoring opportunities may arise post-COVID-
19, offshoring is likely to remain attractive to MNESs.

9 For example, 3D printing, better use of big data to optimise local presence, a wider use of on-demand
contracting workers, including for service delivery online, may reduce the need for physical presence.

10 Projections are made using the OECD METRO model, which is a static computable general equilibrium
model (CGE). The model is derived from the Social Accounting Matrix (SAM) based CGE model. For more
information on the METRO model and the scenarios mentioned here, see de Backer and Flaig (2017).
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