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Positive global FDI prospects

Global foreign direct investment (FDI) flows reached an esti-
mated US$1.5 trillion in 2007, according to a recent report by
the Economist Intelligence Unit (EIU), and are set to continue
on an upward path, with some year-to-year fluctuations.” While
FDI is expected to decline somewhat in 2008 as global merger
and acquisition (M&A) activity slows down, analysts forecast
a steady growth over the next three years.> A survey carried
out by EIU in the context of the report finds that this growth is
largely demand-driven, with much of the demand coming from
emerging markets.?

FDI flows going to emerging markets are expected to
reach US$535 billion in 2007, decline somewhat in 2008, and
continue growing in the subsequent three years at an annual
rate of 3-4 percent.* North Africa and the Asia-Pacific region
are expected to fare particularly well. China is expected to retain
its position as the largest recipient of FDI. Sub-Saharan Africa
is likely to continue to attract resource-seeking investors, while
investment flows to Latin America are forecasted to grow mod-
estly. Much of this growth is expected to be driven by the relo-
cation of labor-intensive manufacturing to emerging markets
and the offshoring of services.

South-South FDI expected to grow

Emerging markets are also becoming important sources of FDI
for the rest of the world. Overall, FDI flows from emerging mar-
kets increased from US$12 billion in 1991 to US$99 billion in
2000,° and are estimated to be around US$210 billion as of
2006.7 While still small relative to global FDI flows, they have
been growing rapidly in recent years (See chart).

“South-South” FDI (investment outflows from emerging
markets to other emerging markets) has been growing even
faster, increasing from under US$s5 billion in 1994 to over
US$s50 billion in 20008 It is estimated that South-based FDI
accounts for about one third of all FDI flows into emerging
markets, reflecting the growth of intra-regional investment, the
rise of new multinationals and relaxation of foreign exchange
controls.® By investing in other developing countries, South-
based multinationals, like their North-based counterparts, are
looking for new markets, natural resources and lower costs
(see Box 1).

The EIU estimates that there are over 20,000 multination-
als headquartered in emerging markets, many with significant
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potential to expand further their over-
seas presence. Most of these companies
are not particularly large. According to
UNCTAD, only a handful of South-based
multinationals make the list of the top
100 companies with direct investments
abroad (ranked by foreign assets), which
underscores the newness of this trend.”

While investments in the industrial-
ized world by South-based multination-
als tend to capture headlines (such as
Chinese company Lenovo’s acquisition
of IBM's Personal Computing Division
or the high level of Indian investments in
London), their investments in emerging
markets go largely unnoticed. Yet many
such companies are also active investors
in emerging markets. Cemex (Mexico),
for example, has built a global presence
through a network of business in South
and North America, Asia, the Middle

Box 1. What drives South-South FDI?

A variety of factors encourage South-South investment:

Rising demand for energy in emerging markets. Many
national oil companies based in China, and to a less-
er extent in India and Malaysia, are actively pursuing
joint ventures and other forms of collaboration in Asia
(e.g Myanmar), Sub-Saharan Africa (also North Africa;
Libya) and Central Asia. Russian energy and mining
companies are also turning to Sub-Saharan Africa and
Central Asia, while Brazil has oil exploration activities in
Mexico and is pursuing more in Sub-Saharan Africa.

Increase in South-South trade. The share of trade
amongst developing countries has more than doubled
(currently 43 percent of world exports compared to
only 20 percent in 1970). Trade interdependence and
FDI interdependence go hand in hand given the close
relationship between overall trade and trade between
multinational enterprises and their foreign affiliates
(and amongst foreign affiliates). Regional integration
schemes encompassing developing countries also pro-
mote this trend.

Proximity and cultural affinity. Being small and medi-
um-sized compared to their peers in industrialized
countries, South-based firms’ competitive advantages
often lie in their ability to operate in economic envi-
ronments similar to those found at home. They often
invest in countries that share the same cultural and
ethnic links and heritage, frequently neighboring ones
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East and Europe.”

where they are already familiar with the local business
environment through trade.

Cost competitiveness. Like North-based firms, South-
based multinationals seek to improve their competi-
tiveness by building international networks of affiliates
that take advantage of cost differences.

Outward FDI support. Governments of several devel-
oping countries are not only allowing outward FDI, but
they are also actively promoting it through loans on
preferential terms, tax rebates, and investment insur-
ance. China, for example, is pursuing a ‘Going Global’
strategy by encouraging its domestic enterprises to
invest abroad, including in other developing countries.
Outward investment promotion has been supported
by a sharp increase in the number of bilateral invest-
ment treaties and double taxation agreements con-
cluded amongst developing countries over the past
decade. Such agreements are proliferating, according
to UNCTAD, with the number of South-South bilateral
investment agreements standing at 653, South-South
double taxation treaties at 312 and preferential trade
and investment agreements between developing coun-
tries at 49 as of 200s.

Sources: “South-South FDI flows: how big are they?” D. Ratha and D.
Aykut, Transnational Corporations, 2004; UNCTAD, World Investment
Report 2007; “Trends in Asian National Oil Company Investment Abroad:
An Update”, Glada Lahn, Chatham House, November 2007. “South—
South Investment Agreements Proliferating,” IIA Monitor, UNCTAD, 2005.
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South-based firms’
perceptions of political risk

Emerging market multinationals are
increasingly more conscious of politi-
cal risk (Box 2). According to a global
survey of 602 executives carried out by
EIU, there is a growing perception that
political risk is on the rise.”> Over the next
five years, political risks and the threat of
production disruption arising from such
risks, are expected to increase. Political
risk is also perceived to be greater than
economic risk, and this asymmetry is an
important conclusion of the EIU survey.
Political risk was identified as the main
investment constraint in emerging mar-
kets by nearly half of the respondents of
that survey.

A recent Ernst & Young report iden-
tifies political risk as the single most
important risk facing companies based

in developed countries.”” However, the
report finds that South-based multina-
tionals do not rank political risk as highly
as do firms in industrialized countries.
Different commercial risks occupy the
top two spots, with political risk in third
place.

Indian multinationals, for example,
seem to have a generally lower percep-
tion of political risk when investing
abroad,* as discussed in the India case
study. Some of India’s top multination-
als (Tata Steel, NIIT—a global IT learning
solutions corporation, and pharmaceuti-
cal company Ranbaxy Laboratories Ltd.),
as well as two recent outward investors,
SRF (technical textiles, refrigerant gases)
and DCM Sriram Consolidated Limited
(DSCL) (chloro-vinyl and agribusiness)
all considered investing in the develop-
ing world to be politically safe for foreign
investors.

Expropriation and transfer of pay-
ments restrictions were not viewed as a
significant risk by Indian firms. An argu-
ment used to support this perception
was that host country governments are
unlikely to act arbitrarily against foreign
direct investors, since such investment is
now globally accepted as important for
development. Firms based in the broader
Middle East and North Africa region also
appear to have a higher tolerance for risk
compared with other investors, as the
case study of the Islamic Corporation
for Insurance of Investments and Export
Credits (ICIEC) points out. As a result,
MENA-based investors have not been
active users of political risk insurance.
In contrast, the African Trade Insurance
Agency (ATI) case study is reporting
South-South projects to comprise 46
percent of its portfolio.’®

Box 2. What determines risk perceptions of
South-based multinationals?

As in the case of multinational enterprises based in
industrialized countries, perceptions of political risk for
South-based multinationals depend on a variety of fac-
tors:

- The sector of investment. Natural resource extraction
is viewed as riskier than other sectors, with mining
and oil & gas contract renegotiations, nationalizations
and rising domestic ownership ceilings on the rise.
lllustrating this is the recent experience of Petrobras
after Bolivia’s demand that all oil and gas companies
operating in the country have 180 days to enter into
new contracts with the state company YPFB. With
assets worth US$1.5 billion at that time, Petrobras was
the country’s largest foreign investor. In June 2007,

Petrobras completed the transfer of all the shares of

Petrobras Bolivia Refinancion S.A. to YPFB for US$112
million as the buy-back price.

- The mode of investing, with greenfield investments,
Greenfield investments, as well as investment in infra-
structure or utilities, are viewed as riskier than joint
ventures or cross-border mergers and acquisitions.
Infrastructure investments are usually sizable, oper-
ate in state-regulated industries and companies deal
directly with governments. Such investments are more
exposed to risk arising from government actions.

. The location of investment, with countries with close
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cultural affinity or geographical proximity perceived
to be less risky than others. Examples include Indian
investments in South Asia and Chinese investments in
South-east Asia. Another notable example is multina-
tional enterprises based in the Middle East and North
African region. These companies are more comfortable
with political risk in the countries of that region, and
this is manifested by the low volume of political risk
insurance they seek from political risk insurance pro-
viders.

- The home country environment, with a higher thresh-

old for political risk associated with operating in a
politically difficult or unstable environment at home. A
company’s experience at home with political and regu-
latory processes influences both choice of location and
tolerance of political risk when investing abroad. Thus,
multinationals based in countries with high politi-
cal risk tend to be less sensitive to political risk when
investing abroad. Indian multinationals interviewed,
for example, mentioned that their higher risk tolerance
arises from having to operate in a domestic environ-
ment characterized by greater political and economic
uncertainty than firms based in industrialized coun-
tries.

History and experience in overseas investing, with
investors discounting the importance of political risk
for projects run successfully over a relatively long peri-
od of time as their level of comfort and experience in
dealing with such risk increases.
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While South-based firms in general
continue to believe that that political risk
is not more worrisome now than in the
past, this perception is gradually chang-
ing. For example, Chinese multination-
als in Sub-Saharan Africa, increasingly
exposed to labor unrest, civil strife and
terrorist attacks, do view such risks as
potential threats to their investments
there.” While these firms are mostly
state-owned, and hence may consider
themselves to be in a position to dis-
count such risk in lieu of the perceived
long term benefits, their demand for
investment insurance is increasing.

MENA-based investors, evolving
from small, family-owned businesses to
sizeable international firms, are becom-
ing more conscious of the need for risk
management.’

The specific risk of terrorism and
civil disturbance is also seen as intensify-
ing over the next few years. For example,
for the Indian multinationals mentioned
earlier, while political risk overall is not
perceived to be rising, there is growing
concern about the specific risk of terror-
ism."

Indeed, a greater awareness about
the presence of political risk appears to
be emerging, translating into increased
demand for political risk insurance by
South-based firms. This is best exempli-
fied in the portfolio of Sinosure, China’s
national export credit agency, where the
share of outward investment insurance
has jumped from 0.7 percent in 2004
to 8.7 percent in 2006. While demand
for political risk insurance goes hand
in hand with the growing exposure of
South-based multinationals in other
emerging markets, government policy

Box 3. MIGA survey of South-based private

companies

MIGA carried out a survey of South-based private com-
panies registered with its investment information online
services. The survey was sent out to 832 private firms that
had specified a developing country as their headquarters
or residence.* The response rate was 4 percent.

In terms of the respondents’ profile, more than go per-
cent expected their overseas investments to increase over

encouraging such investment, including
through the provision of political risk
insurance, helps considerably in rais-
ing investor awareness, as the case of
Sinosure illustrates.”®

MIGA investor survey
findings

South-based investors becoming more
aware of country risk

In December 2007, MIGA's Investment
Information Services group conducted
a survey of private companies based in
developing countries (Box 3). The pur-
pose of the survey was twofold: (i) to
shed light into the perceptions of and
attitudes towards political risk by South-
based private companies; and (ii) assess
the extent to which these companies
utilize investment insurance to mitigate
such risk.

The main findings of the MIGA sur-
vey regarding South-based investor per-
ceptions were:

Political risk is rising in the world
today, and it is higher in emerging
markets than in industrialized coun-
tries. The expected trend is that politi-
cal risk in emerging markets will stay
the same or increase over the next five
years.

Political risk matters a great deal when
investing in emerging markets and
virtually all companies that consider it
important carry out some type of risk
assessment. Such assessments are
based primarily on published reports
and market intelligence, but also own

experiences and informal discussions
with other investors.

Respondents that do not assess poli-
tical risk feel comfortable with the
country in question on the basis of
their own positive past experiences or
because of close relationships in the
country’s government.

The findings of the MIGA investor
survey reinforce those of the survey car-
ried out by the EIU (mentioned earlier).
In that survey, out of the 602 executives
of multinational enterprises interviewed,
181 were either headquartered in devel-
oping countries, or were foreign affiliates
residing there. One of the principal find-
ings was that political risk is posing a
considerably greater threat to their busi-
ness over the next five years than in the
recent past. For investments in emerg-
ing markets, political risk was identified
as the principal constraint, with all forms
of political risk expected to increase over
the next five years. This was the case as
well for the companies headquartered or
residing in emerging markets.

Another survey was carried out by
Ernst and Young in 2007 in the form
of 9oo interviews around the world on
how risk is being managed.?> Ernst and
Young interviewed 435 large multina-
tional companies with headquarters in
12 developed countries and links with
emerging market companies in the form
of affiliates, joint ventures, customers,
suppliers and third party intermediar-
ies. Ernst and Young also interviewed
501 companies in emerging markets, of
which 220 were affiliates of companies
in industrialized countries and the rest

to invest in emerging markets over the next year. Overall,

respondents had a widespread presence around the world
and across sectors. Most respondents, however, were

300 employees.

the next five years. More than four-fifths of them planned
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based in Africa (North and Sub-Saharan) and Central
Asia and were in agribusiness and oil, gas and mining.
Most were either small or medium-sized enterprises with
less than 100 employees, or significantly larger with over

* Foreign affiliates of multinational enterprises based in industrialized
countries were also included in the sample.
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were joint ventures, intermediaries and
sizeable customers or suppliers. The
principal emerging markets were Brazil,
China, India, Russia and Turkey. A prin-
cipal finding of that survey was that
companies from industrialized countries
place a much greater emphasis on politi-
cal, operational and supply chain risk
than companies from emerging markets,
which are more concerned with market
and currency risks. Finally, a report by
the World Economic Forum identifies a
variety of political risks as possible con-
straints to economic growth. 3

Risk mitigation gaining
ground

The MIGA survey also sought to assess
risk mitigation tools used by respon-
dents, especially political risk insur-
ance. More than half of the respondents
claimed to have either an in-house risk

assessment team or a process in place.
One-third claimed that they did not
devote any resources to assessing or
managing political risk.

The main findings of the MIGA sur-
vey regarding risk mitigation tools and
political risk insurance were:

Some 70 percent of respondents miti-
gate political risk in some way, and
about half do so by purchasing politi-
cal risk insurance.

About 50 percent of the respondents
that purchase political risk insurance
do so only sometimes; another 30
percent does so always.

For those respondents that do not
purchase insurance, the principal rea-
son cited was not knowing how to go
about purchasing political risk insur-
ance followed by cost considerations

and being comfortable with the risk
profile of the country in question.

Over two thirds of respondents that
do purchase political risk insurance
do so for projects under US$20 mil-
lion, especially projects under US$s
million. In terms of sector, the respon-
dents sought PRI cover largely for
manufacturing projects; followed by
oil, gas and mining, infrastructure,
and agribusiness.

In terms of region where investment
projects are located, Sub-Saharan
Africa occupied the top spot, fol-
lowed by North Africa, South Asia and
Central Asia.

Breach of contract topped the list of
type of risk, followed by war, civil dis-
turbance and terrorism.

Box 4. India: A new investor with a long
history of political risk insurance

Indian companies began to set eyes overseas after the lib-
eralization of outward investment in the 1990s removed
restrictions on equity investments abroad and increased
automatic approval ceilings. However, it was not until the
early part of this decade that India began to emerge as an
important outward investor, with FDI outflows reaching
around US$10 billion in 2006, according to EXIM Bank of
India. Indian investment abroad is concentrated in both
industrialized and developing countries. For these inves-
tors, emerging markets in Russia, Sudan, Vietnam and
Mauritius have historically been the most popular desti-
nations, although increasingly investment is flowing to a
range of emerging markets across all continents. Indian
companies are also favoring destinations in the industri-
alized world (Australia and European countries), a trend
that is growing.

Political risk mitigation in India for outward investment
is carried out solely by the Export Credit Guarantee
Corporation of India (ECGC), which set up its Overseas
Investment Insurance program in 1980 to support Indian
companies venturing abroad. Like many other export
credit agencies based in emerging markets, invest-
ment insurance is a small part of its business. Over the
past couple of years, it accounted for about 1 percent
of its premium income. ECGC's Overseas Investment
Insurance Program has been restricted by its limited
capital base, the amount of reinsurance it raises from the
state-run General Insurance Company and difficulties in
raising additional reinsurance from the international mar-
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ket. India has also set up the National Export Insurance
Account (US$452 million), with the aim of providing
export credit risk covering project exports (for example,
related to construction projects) and other large export
transactions, thus boosting India’s overseas projects.

ECGC protects companies against risks related to expro-
priation, war, and restrictions on remittances, as well
as other political risks as approved by the government.
Coverage is up to 15 years and only new investments
funded by equity or loans are eligible. Coverage is offered
for investments in more than 230 countries for which the
agency has political risk assessments. While ECGC's con-
centration of investment guarantees has been in emerg-
ing markets in South-East Asia (especially Indonesia)
and a few countries in Sub-Saharan Africa (Nigeria and
Kenya), more recently it has issued guarantees for invest-
ments in the Middle East, emerging Europe and China.
Todate ECGC has only paid out one claim in the former
Yugoslavia.

EXIM Bank of India, while actively supporting Indian out-
ward investment through a range of products and servic-
es, including through direct equity participation, does not
provide investment insurance, but does require it as a
precondition for lending. However, ECGC and EXIM Bank
of India are working together to familiarize Indian inves-
tors about the concept of political risk insurance.

Sources: India’s Political Risk Insurance Industry, October 2007 and EXIM
Bank of India: Developing Countries - Globalizing Through Overseas
Investment, December 200j.
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Political risk insurance was a require-
ment from lenders for about two-
thirds of the respondents.

Political risk insurance for
South-based multinationals

National political risk providers serving
South-based investors

While most industrialized countries offer
investment insurance to their compa-
nies investing overseas, the availabil-
ity of political risk insurance to South-
based multinationals is not so wide-
spread. Brazil, for example, a country
which invested abroad US$28 billion in
2006,* does not have a national agency
that insures the foreign investments of
Brazilian firms. Investment insurance
can of course be obtained from private
or multilateral organizations.

In other emerging markets, the exis-
tence and structure of the agencies offer-
ing political risk insurance goes hand in
hand with the country’s history of out-
ward investment. Many of the national
agencies, such as the Export Credit
Guarantee Corporation of India (ECGC)
and the People’s Insurance Company of

China Group (PICC Group) — predeces-
sor of Sinosure—were set up initially
to issue export credit insurance. With
ECCC established in 1957 (Box 4) and
the PICC Group in 1949, these agencies
have acquired considerable experience
on export credit risk over time. However,
only when India and China began to
emerge as outward investors did they
expand their products and services to
offer overseas investment insurance.
In the case of China, an altogether new
agency (Sinosure) had to be set up in
2001 to specifically address risks asso-
ciated with cross-border investments,
among other things (Box 5).

In addition to national agencies,
there are several multilateral organiza-
tions that provide political risk insur-
ance, such as the World Bank Group’s
Multilateral Investment Guarantee
Agency, the Asian Development Bank,
the Islamic Corporation for the Insurance
of Investment and Export Credit (ICIEC),
and the African Trade Insurance Agency
(ATI). These agencies provide investment
insurance to companies investing in
their member countries, and/or for over-
seas investments. Regional entities are
important as providers of political risk

insurance to reap economies of scale in
issuance when the small volume of busi-
ness does not justify the establishment
of national agencies.

National political risk providers:
diverse structures and governance

Like their counterparts in the industrial-
ized world, the structure and governance
of the national and regional investment
insurers based in emerging markets
varies. ECGC, for example, is a govern-
ment-owned agency. Likewise Sinosure
is a state-owned, non-profit entity whose
purpose is to support China’s outward
orientation policies. The multilateral
investment insurers are set up to com-
plement or support similar agencies
already in place.

ATl was funded by its member coun-
tries using concessionary loans from the
World Bank’s International Development
Association, to facilitate trade and invest-
ment flows to the region (Box 6). ICIEC
was established to promote the use of
Shariah-compatible trade and invest-
ment risk mitigation instruments (Box
7). All of these agencies have established
partnerships with other institutions

Box 5. China: Sinosure complements a
coordinated outward investment drive

With over 10,000 operations abroad todate and over
US$16 billion in outward FDI in 2006 alone, China is
emerging as a premier overseas investor. In 2002, China
put forward a “Going Global” strategy, which entailed
among other things accessing foreign markets and natu-
ral resources via FDI. Various measures were introduced
across government ministries and agencies to support
this strategy, including new regulations, fiscal incentives,
information sharing and financial assistance.

Sinosure, China’s investment insurance agency for both
inward and outward FDI, was set up in 2001 to support
the “Going Global” strategy. In tandem with the growth
of outward FDI, use of political risk insurance expanded
quickly. In 2004, Sinosure set up a separate investment
insurance department to address political risk concerns
of Chinese companies venturing abroad. As a result, the
share of investment insurance in Sinosure’s overall busi-
ness portfolio increased from o.7 percent in 2004 to 8.7
percent in 2006.
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Sinosure’s political risk products are designed to support
and encourage Chinese firms to invest abroad by provid-
ing coverage for expropriation, war and political violence,
transfer restrictions and breach of contract by the govern-
ment. As a government-backed agency, Sinosure is active
in promoting political risk insurance as a management
tool for cross-border investments.

Sinosure’s investment portfolio is heavily skewed in favor
of oil and gas, which accounts for 83 percent of the total
by liability. By number of projects, Sinosure’s portfolio is
more evenly distributed across the principal sectors, with
oil and gas accounting for 31 percent, followed by power
and mining. By region, Africa accounts for 84 percent of
the agency's portfolio by number of projects, but only
for 20 percent by liability. Todate, Sinosure’s portfolio is
dominated by state-owned firms. The agency has also
concluded cooperation agreements with other political
risk insurance providers, as well as reinsurance agen-
cies. Sinosure also offers advisory services and mobilizes
financial resources.

Source: The Business of Investment Insurance in China, November 200;.
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worldwide (other private or public insur-
ers) and multilateral agencies, as well as
reinsurers.

It is important to keep in mind that
trade remains the focus of all of these
agencies. Investment insurance in India’s
Export Credit Guarantee Corporation
(ECGCQ), the country’s export credit
agency, is miniscule, accounting for only
1 percent of its premium income in the
past couple of years despite the growth
of outward investment by Indian firms.
ECGC believes that as Indian companies
invest more in emerging markets, there
will be greater need to raise awareness
about the existence of political risk insur-
ance products and build adequate corpo-
rate capacity to address such risk.

ICIEC's investment insurance port-
folio has also been increasing, but still
accounts for only 4 percent of its volume
of business. The African Trade Insurance
Agency (ATI) is the exception, with
investment insurance accounting for 47
percent of its portfolio todate.?®

National political risk providers:
products and services

In the case of emerging markets, when
national export credit agencies or other
entities offer investment insurance, their
product/service range may vary from

what is offered by their counterparts in
the industrialized world. For example,
India's ECGC does not explicitly offer
coverage for breach of contract, although
it allows for such coverage if specifically
approved by the government. Related to
that are issues of capacity, pricing and
access to reinsurance, as well as prod-
ucts tailored to the needs of small and
medium-sized firms, which are often
the core of outward investment from
emerging markets. In general, the prod-
ucts and services offered by political risk
insurance providers based in emerging
markets tend to be more rudimentary,
less sophisticated and not as extensive
as those in the developed world.

However, some products offered
by South-based investment insurers are
better tailored to the needs of investors.
One such example is Shariah-compliant
investment insurance offered by ICIEC
to foreign investors, including from its
member countries. Another example
transcends beyond political risk insur-
ance: Sinosure offers services to facilitate
access to financing for Chinese compa-
nies and strives to mobilize financial
resources and work out effective solu-
tions for domestic investors seeking to
expand overseas.”

Export credit agencies and invest-
ment insurance providers in industrial-

ized countries often offer advisory ser-
vices to potential investors, including
country-specific information, to help
companies assess risks before deciding
on a particular location. Such services
are not typically found in South-based
political risk insurance providers, which
tend to provide only insurance. Sinosure
is one exception, providing informa-
tion regarding laws and regulations and
investment approval procedures, among
other things, to domestic companies
investing abroad.”®

MIGA political risk insurance providers
survey findings

During November-December 2007,
MIGA’s Investment Information Services
group conducted a survey of political
risk insurance providers with the main
purpose of (i) gauging their perceptions
of political risk and prevalent trends in
the industry, and (i) taking stock of their
investment risk mitigation products, with
particular focus on South-South instru-
ments (Box 8).

The main findings of this survey
were:

For 40 percent of the responding
agencies, demand for political risk
insurance had remained steady; and

Box 6. African Trade Insurance Agency: Born
out of multilateral development initiatives

With oil prices at an all time high and commaodity prices
at historically high levels, FDI flows into Sub-Saharan
Africa have been increasing rapidly. Interest in the region
by investors from all regions has been rising, with China,
India and the Middle East making new forays there. South
African multinationals are becoming top investors in the
region, drawing upon their experience in doing business
there.

The African Trade Insurance Agency (ATI), the conti-
nent's only multilateral credit insurance agency, was set
up in 2001 to provide political risk coverage for trade
and investment projects in its member countries. Its
genesis came about from a World Bank International
Development Agency regional initiative, which provided
US$100 million in the form of individual loans to the
founding member countries to set up the agency. ATl is
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registered as an international organization. Despite its
development orientation in deciding upon eligible proj-
ects, ATI’s business is very similar to that of other public
political risk insurance providers. However, ATl makes a
special effort to support private sector participation in the
economies of its members through a variety of political
risk insurance products.

With a membership of twelve African states todate, as
well as other organizations, ATI has been active in lever-
aging partnerships with public and private sector agen-
cies to insure investments in its members. ATI has also
been seeking to expand its membership to other states
in North Africa, as well as to countries in other regions,
especially India and China. South-based investors from
Sub-Saharan Africa and Asia have been active users of
ATl's products and services.

Source: Regional Trends in FDI and PRI: The Case of the African Trade
Insurance Agency. “Picking up the risk,” Africa investor, January 1, 2007.
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for 47 percent it had increased over
the past five years.

- The total number of investment insur-
ance contracts issued by a smaller
subset of respondents that answered
the relevant question increased from
362 in 2002 10 502 in 2006.

- Almost two thirds of respondents
considered demand for political risk
insurance likely to grow over the next
five years and less than one third felt
that it would stay the same. Some 8o
percent of the responding agencies
expected demand for political risk
insurance by South-based investors to
increase over the next five years.

By type of political risk and in terms
of contracts issued, expropriation
and war, civil disturbance and terror-
ism were in the highest demand, fol-
lowed by breach of contract. Demand
for transfer restrictions was ranked as
‘medium’.

By sector of investment and in terms
of contracts issued, finance was in
top place, followed by infrastructure
and manufacturing. East Asia and the
Pacific, followed by Latin America, were
the biggest investment destinations.

Most investment contracts for the last
available year had been issued for proj-
ects in the value range of US$5-20 mil-
lion. There were very few projects over
US$8o million. Premiums charged
were between 30 and 100 basis
points. Companies purchasing invest-
ment insurance from the responding
agencies employed between 100-300
people.

The two top factors hindering the
purchase of investment insurance
by South-based investors were lack
of perceived need and lack of aware-
ness of investment insurance as a risk
mitigation instrument. Cost was also
sited as a relatively important consid-
eration.

The survey findings, coupled with case
studies for India, China, ICIEC and ATI,
suggest that the increase in South-based
FDI and growing awareness on the part
of South-based companies about the
availability of risk mitigation instruments
is translating into an increase in the
demand for political risk insurance. This
trend is expected to be amplified in the
near future. However, for most provid-
ers investment insurance is still a small,
although growing, part of their overall
business volume. South-based political
risk insurance providers are responding
to this demand in varying extents, and
some are facing constraints in terms of
capacity. There are concerted efforts to
overcome these by leveraging on part-
nerships with other providers and re-
insurers. At the same time, providers are
seeking to further boost general investor
awareness of political risk insurance, as
well as come up with products suited to
their specific requirements.

Box 7. ICIEC: Thriving on specialized product
offerings

Capital flows from the Middle East and North Africa have
been increasing substantially over the past few years, with
Islamic nations representing a natural path for growth for
multinationals based in that region. FDI flows from the
Middle East are estimated by UNCTAD to have increased
to US$14 billion in 2006, with companies investing not
only in the same region, but also in Africa, Central and
South Asia and South-East Asia.

Founded in 1994, the Islamic Corporation for the
Insurance of Investment and Export Credit (ICIEC), a
member of the Islamic Development Bank Group, pro-
vides export credit and insurance to its member states
across the Middle East, North and Sub-Saharan Africa,
and Asia. Apart from export credits and investment guar-
antees, ICIEC provides reinsurance facilities to member
export credit agencies.

A special feature of ICIEC is that it provides insurance
facilities to exporters and investors in accordance with
Shariah principles. These principles mean that ICIEC: (i)
endeavors to achieve mutual cooperation of policyhold-
ers through their collective sharing of losses which any
one policyholder may suffer; (i) distributes the surplus

WORLD BANK GROUP MULTILATERAL INVESTMENT GUARANTEE AGENCY

that may accrue from the insurance and any reinsur-
ance operations to policyholders after meeting statutory
reserve obligations; (iii) excludes cover of contracts for
the sale of goods prohibited under Shariah, as well as
interest accruing from export credit or investment loans;
and (iv) invests its own funds in accordance with Islamic
principles.

Unlike most other political risk insurance providers,
ICIEC specializes in the provision of Shariah-compliant
products to investors. While investment insurance is
still a small share of its total volume of business, it has
been increasing significantly, with new insurance com-
mitments rising by 73 percent in the past year. Breach
of contract and war and civil disturbance coverage have
been particularly popular.

Like other political risk insurance providers, ICIEC has
engaged in partnerships with other organizations lever-
aging them to increase capacity constraints in its invest-
ment insurance and reinsurance activities. Recently ICIEC
collaborated with MIGA to insure a container terminal
project in Djibouti under an Islamic financing structure.

Source: ICIEC corporate Web site; Regional trends in FDI and Political
Risk Insurance: The Case of ICIEC, November 200;.
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Box 8. MIGA survey of political risk
insurance providers

MIGA carried out a survey of 68 political risk insurance
providers that are (i) members (public and private) of the
Berne Union’s Investment Committee and the Prague
Club; (ii) members of the Lloyd’s syndicate; and (iii) mul-
tilateral institutions.* The overall response rate was 35
percent (over 50 percent for Berne Union members alone
and more than 8o percent for multilateral institutions).

As regards the respondents’ profile, for nearly 71 percent
of all responding agencies, revenue from investment
insurance constituted less than half of total revenues,

and for 60 percent of them, investment insurance opera-
tions employed less than ten people. Projects in emerg-
ing markets feature large in their portfolios, with one-third
of the responding agencies claiming that such projects
account for all investment insurance issued in the last
year of operation. Apart from investment insurance, trade
insurance and finance are the principal services offered in
general by these agencies, while some also offer consul-
tancy services.

* A few agencies indicated that they did not provide investment insurance
and were unable to complete the survey.

As the world becomes a riskier place for
investors, it is in the interest of govern-
ments to ensure that their companies
are protected against political risk when
investing abroad. Many countries active-
ly promote outward FDI, and political
risk mitigation could become an integral
part of such programs. Initiatives may

ENDNOTES

EIU, World Investment Prospects to 2011 (2007).
Ibid.

Ibid.

Ibid.

Ibid.

“South-South FDI flows: how big are they?” D.
Ratha and D. Aykut, Transnational Corporations,
2004.

EIU, World Investment Prospects to 2011, op. cit.
D. Ratha and D. Aykut, op. cit.

Ibid.

10 UNCTAD, World Investment Report 2007.

The 2008 BCG 100 New Global Challengers:
How Top Companies from Rapidly Developing
Economies Are Changing the World, Boston
Consulting Group, December 200j.

S A W =

O oo N

include expanding the services offered
by existing export credit insurance agen-
cies to include investment insurance;
raise awareness about different products
available; and run campaigns to increase
awareness about the presence of politi-
cal risk and appropriate mitigation tools.

—
N

Findings reported in EIU, World Investment

Prospects to 2011, op .cit.

13 Ernst & Young, Risk Management in Emerging

Markets, 2007.

See India’s Political Risk Insurance Industry,

October 2007.

15 See Regional Developments in FDI and PRI: The
Case of Islamic Corporation for the Insurance of
Investment and Export Credit, November 200;.

16 Regional Trends in FDI and PRI: The Case of the
African Trade Insurance Agency, December 2007.

17 The Business of Investment Insurance in China,
November 2007.

18 Regional Trends in FDI and Political Risk

Insurance: The Case of ICIEC, op. cit.

—
~

WORLD BANK GROUP MULTILATERAL INVESTMENT GUARANTEE AGENCY

19 India’s Political Risk Insurance Industry, op cit.

20 The Business of Investment Insurance in China,
November 2007.

21 EIU, World Investment Prospects to 2011, op. cit.

22 Ernst and Young, op cit.

23 World Economic Forum, Global Growth@Risk
2007.

24 Much of that was due to the purchase of Inco
(Canada) by CVRD for US$17 billion.

25 Regional Trends in FDI and Political Risk
Insurance: The Case of ICIEC, op. cit.

26 Regional Trends in FDI and PRI: The Case of the
African Trade Insurance Agency, op. cit.

27 The Business of Investment Insurance in China,
op. cit.

28 Ibid.

JANUARY 2008 page 9/9



WORLD BANK GROUP MULTILATERAL INVESTMENT GUARANTEE AGENCY JANUARY 2008 page 10/9



