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Untangling the effects of “special purpose entities” on global FDI

by X
Delphine Nougayrede

The measurement of foreign direct investment (FDI) flows and stocks between home
countries and host countries is muddied by the widespread use of “special purpose
entities” (SPEs), including for the round-tripping of domestic investment.' Many national
statistical bodies still do not separately track investments through SPEs and thereby risk
presenting a distorted picture of global FDI. International bodies, including the OECD?
and UNCTAD,? have long identified the problem, but it persists.

This Perspective provides a Russian illustration: the US$55 billion acquisition of TNK-
BP, a Russian oil producer, by Rosneft, another Russian oil company, in 2013. While the
case may be singular, its magnitude made the distortive effect quite visible.

Rosneft is a Russian company that is majority owned by the Russian state. TNK-BP was
a Russian oil-producing group with a top holding company in the British Virgin Islands
(BVI). Before its acquisition by Rosneft, it was 50/50 owned on the one side by BP of the
United Kingdom (UK) and, on the other side, by AAR, a consortium of companies
registered in the BVI but ultimately owned by Russian individuals.”

BP’s total consideration for the sale of its TNK-BP share was US$27.4 billion, split into
Rosneft shares and net cash proceeds of approximately US$12 billion.> The cash
proceeds were taken out of Russia, i.e., for BP this was a share swap and partial
divestment. As for the AAR segment, the consideration of US$27.7 billion was paid
entirely in cash by state-owned Rosneft to the BVI companies of the Russian
shareholders.® Seen synthetically, the combined transaction was therefore a share swap
and partial divestment by a foreign investor (BP), combined with a renationalization of
domestic oil production assets.’

Official FDI statistics, however, gave a picture that was arguably the very opposite—that
of an all-around increase in global FDI. Russia’s Central Bank reported a significant
outflow of Russian FDI, with stocks in the BVI jumping to US$82 billion as of December



31, 2013, making the BVI the second largest Russian outbound FDI destination behind
Cyprus.® The reason was that, technically, although the TNK-BP assets were located in
Russia, the shares acquired by Rosneft were those of a BVI company. Russia’s Central
Bank also reported a significant inflow of FDI into Russia from the UK (and not a
divestment),® and on that basis Russia appeared to become the world's third largest
recipient of FDI inflow that year.'® This was presumably because BP's previous position
in TNK-BP had never been reflected as British Russian-bound FDI in the first place.

The TNK-BP example illustrates the difficulties of untangling the statistical effects of
SPEs in cross-border investment. International bodies recommend that national data
compilers create additional series looking through SPEs to identify the ultimate origin
and destination of investments. This task would be facilitated, however, if all countries
hosting large numbers of SPEs produced such origin and destination data for their
resident SPEs (as here the BVI). Mandatory corporate registers publicly disclosing
ultimate beneficial ownership of these SPEs would also increase transparency and lead to
a better understanding of global capital flows."?

" Delphine Nougayréde is an adjunct lecturer at Columbia Law School. The author is grateful to Maria
Borga, Masataka Fujita, Michael Gestrin, and Thomas Jost for their helpful peer reviews. The views
expressed by the author of this Perspective do not necessarily reflect the opinions of Columbia
University or its partners and supporters. Columbia FDI Perspectives (ISSN 2158-3579) is a peer-
reviewed series.

! "Special purpose entity" is used here in the wide sense of legal entities with little or no substance that are
used in cross-border investment, for tax or other purposes (whether or not they are separately reported as
SPEs in national statistics).

2 See OECD, Benchmark Definition of Foreign Direct Investment, 4™ ed. 2008 and “How multinational
enterprises channel investments through multiple countries”, February 2015, available at
http://www.oecd.org/daf/inv/How-MNEs-channel-investments.pdf.

¥ See UNCTAD, World Investment Report 2014 (Geneva: UNCTAD, 2014) p. 3.

* One of them is a Soviet-born UK citizen.

® BP, “Annual report and Form 20F 20137, p. 148, available at
http://www.bp.com/content/dam/bp/pdf/investors/BP_Annual_Report _and_Form_20F 2013.pdf.

® Rosneft Oil Company, “Consolidated financial statements”, December 31, 2013, p. 35, available at
http://www.rosneft.com/attach/0/02/90/Rosneft FS 2013 ENG SIGNED_FINAL.pdf.

" The main production units forming TNK-BP had been privatized in the 1990s.

8 Central Bank of the Russian Federation (CBR), “Russian direct investment abroad, stocks broken down
by instrument and country (assets/liabilities principle)”, available at
http://www.cbr.ru/eng/statistics/?Prtid=svs&ch=PAR_31141#Checkedltem.

° CBR, “Foreign direct investment in the Russian Federation, flows broken down by instrument and
country”, available at http://www.cbr.ru/eng/statistics/?Prtid=svs&ch=PAR_31141#Checkedltem.

1% See supra note 3, p. 71.

1 See OECD, op. cit. and “Identifying the ultimate investing country”, March 2015, available at
http://www.oecd.org/daf/inv/FDI-statistics-by-ultimate-investing-country.pdf.

12 See FATF Guidance, Transparency and Beneficial Ownership, October 2014; and, in the EU, Directive
(EU) 2015/849 on the prevention of the use of the financial system for the purposes of money laundering or
terrorist financing, Recital 14 and Article 30, available at http://eur-lex.europa.eu/legal-
content/EN/TXT/?uri=CEL EX%3A32015L.0849.
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The Columbia Center on Sustainable Investment (CCSI), a joint center of Columbia Law School and the
Earth Institute at Columbia University, is a leading applied research center and forum dedicated to the
study, practice and discussion of sustainable international investment. Our mission is to develop and
disseminate practical approaches and solutions, as well as to analyze topical policy-oriented issues, in order
to maximize the impact of international investment for sustainable development. The Center undertakes its
mission through interdisciplinary research, advisory projects, multi-stakeholder dialogue, educational
programs, and the development of resources and tools. For more information, visit us at
http://www.ccsi.columbia.edu.
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