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.+ 1/ - Described on pages 5 and 7.

INVESTMENT CLIMATE IN AFRICA

A discussion of Africa‘'s Investment Climate (IC) brings to mind an
Amertican humorist's apothegm about the vagaries of the weather. To paraphrase

aid that everyone talks about the weather but no one does anything about
it. | There is an unhappy kinship between that pithy maxim and polemics
invelving Africa's IC. As a United Navions analysis of the Investment Laws
and Regulations in Africa observed: "There is gbundant literabure and contro-
vergy on the question of creaming an adequate cllmate for forezgn 1nveatments"
TEEgE}scorlng supplied). .

' These comments were made in 1965, And as recently as November 1969
a poll of foreign business interests revealed an unabated discontent with
the business environment in many of the African nations. Some eighteen
opeﬁatzonal friction areas were cited, (See page 36 and 37)

| Apparently in the interim neither the African Goveruments nor that class-/
of foreign industrialists intimately concerned with IC has developed a static
free "communicatiors" channel --one which could tackle and satiefactorily resolve
mutual conflicts and misunderstandings which obviocusly still exist. It is not
the | interest of this’ paper to add redundancy and controversy to the IC issues.
Rather.its objectives are constructively thereefold‘ T -

1. Define Investment Climate

2. ldentify the principal classes of risk capltal—/ sources chlefly
concerned with or affected by IC

3. Most important (in this writer's opinion), to offer four proposals
design~d to remove the criticisms which foreign investors, rlghtly
or wrongly, level against the African IC.

l. Defin"ng Inveﬂtwcnt Climete

For most if not all risk capital entrepreneurs, present and future
pelitical, economic and business ‘environmental tremtt within a given country
{or for that matter contigucus nations) Constitutethe principal-ingredients

of investment climate.

" Oddly enough; a raading of assorted analytical literature and forwign -

_ attended business seminar swmmaries discussing the problems endemic to IC's

reveal that foreign investors are not unanimous in their concepts of whnx
conatltutes a saltaa:y investment cllmate.
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Eramples to support ihe foregoing remarks are cited:

1. "Capltal 1nvestment is considered only if there are sufficient
"“'sales. Company executives weigh investment incentives and
preferential tariffs as key aspects of investment climate...
The availability of labour and raw materials ie of eecondary
importance,

2. "Hence, investment climate in Africa is determined basically
by factors whzch affect the profit expectations of potential .
investora", , ’

3. - "An 1mportani aspéct of the whole problem of i nvastmegt
climate in Africa is the size of markets!'..

4. "One single dominant fear of the foreign investor is
nationalization. Others are low returns and inability to
remit capital and profit. This is usually termed investment

climite®,

5s "In making financing plans for investment in developing
African countries, the potential investor must take fiscal
incentives into account. Tax considerations feature
prominently in cash flow',

6. "The rules concerning foreign investments encompass a wide
range. To a foreign investor, regulations concerning
administrative procedures, tax incentives, rules reslating
to employment of nationals are all important”.

7. "The use of domestic banking funds for industrial investment
is being increasingly restricted... the desire of authorities
to restrict the use of domestic funds by expatriate controlled
companiea(underscoring supplied).

It is possible, of course, that subsequent Government regulation amendments
or thoae under current study as applied to foreign risk capital investments mey
d@iminish or remove specific objections to IC's voiced by alien entrepreneurs.

The prerequisite to define IC was emphasized by Standford Research
Institute (USA) in ite comprehensive study "International Private Investment -
A Guide to Prospectus Preparation". SRI. commented: "To assést the potential
investor in his understanding of the investwent climate, the prospectus should
cover incentives and conditions offered by the State and national government
to encourage the establishment of new buwinees enterprises, including those
applicabls to foreign investors" {underscoring supplied).
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The aforementioned samplings affirm the view that indiwvidual foreign risk
capital investors, assess IC's in terms of their specific corporate obaectzves.
And: these obviously are not parallela

: Dlstllllng the IC deterrents as enmnciated by the referenced sources
app?ars to yield one common denominator insofar as risk capital entreprenours
are |concerned. Succinctly stated it is Jeopardy to profit generation and
recapture of total capital investment should nationalization occcur.

|  The restraints noted on pages- . 27.and 28 plus those discusesd in. the
wri er e four proposals to improve the 1nvestment climate seem to fall 1nto
the followxng categories: :

l. Geographic market/éales ﬁoténtidls .

2. Government regulations which fetter foreign corporate
managements from exercising sound administrative, fiscal
and operational judgements

3« Imprecige or ambiguous investment laws and policies
concerning tax oxemptions, repatriation of earmings,
tariff allowances and nationalization.

4. Political/nationalization trends in much evidence during 1970.

To add validity and force to the preceding items it is pertinent 6 quote
from the Uhlted Nations Investment Laws and Regulation dooumeni which stated:

"It ray be suggested that in thi3 age of the writti:n worg,
dnvestiment laws need t¢ be sxpressed in one easily asseesible
and understandable legal instrument. There is an urgent need
therefore for African countries acting at a continental level
or at sub-regional levels to get together or co-ordinate thezr
legal practices, procedures and provisionSeseee"

.In the llght of divergent, similar or overlapping dissatisfaction openly
expresaed or hinted at by foreign risk capital sources with respect to total
oorpprate flscal requisites the problem of succinctly and .lucidly defining
investment climate is a thorny onc indeed. -The reader may justifiably esk-
why bother, let each investor setile the issue consonant with his own needs.
Bui by doing so the efforts of all those determined to .impreve the investment
climate for risk capital enteprencurs may be significantly dissipated.

Without question, African officials charged with the responsibility to attract
foreign investmenis could be and are thus confronted with a hoet of divergent
instead of consolidated complaints. Moreover such disagreament by foreign .
investors as to the meaning of IC {ends to destroy effective "commmnications"
with African officials thereby arresting sincere efforts to introduce remedial
mga.sures. : -

Thus, it seems worthwhlle to construct an IC definition which may be -
meaningful to a crose—sect1on of risk capital entreprencurs and responsive fo
varying their investment objectives.
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A suggested IC definition may be this:

The foresecesble political, economic, legal and social currents

which acting singly or collectively foster or discourage prospects

for acceptable lomg-term profitability and equitable recovezy'of

1n1t1a1 and relnvested risk capital commitments. o ’ v

2s. Cagltal Sources jj o | ‘ . A L

Loans and Credits | : R 7""‘-~;~.m

The World Bank, International Development Association (IDA) and foreign
governments are {the principal sources of long-term loans and coredite. Their
decisions to grant fiscal accommodations to developing nations for building
infrastructure facilities e.g. harbours, telecommnications, roads, railways,
electric power generation and distribution systems etc., are probahlx;pot

e e e

influenced by any country's investment climate, T

Profitability to the lenders- is obv1ously not a consideration in the
granting of this form of capital.

Undeniably; there is a positive linkage between such funds advances and
a country's IC. Prospective industrial entrepreneurs will tend to veer toward
those countries which have reasonable or prospective programmes for essential
infrastructure services as opposed to those not s8¢0 blessed,

Assuming the validity of the preceding observation, further references to
such sources of capital with respect to IC's are terminated.

Rigk Capital Sources

In the sense of this paper, risk capital is defined as the total amount of
monies necessary to establish apd then support an industrial or services
enterprise until profitability is assured. The funds may be in the form of:
(1) interest bearing loans (debt/bonds) secured by the company's fixed sssets
eege machinery, equipment, buildings, land, etc., and; (2) the owners' money
contributions for start-up working capital and other uses againet which loans
are not gemerally obtainable. The latter funds in financial nomenclature are
referred to as "equity" capital and are represented by shares of stock in the .
enierprlseu :

Both forms of corporate capital -~ bonds and stock - are exposed to the proflt
risks distinctive to the undertaking. Interest payments on the bonds must be
generated by earnings, paid on schedule and complete retirement of the debt
mist alsd be honoured at the obligation's maturity date.

In exchange for their capztal risk 1nvestment and management conir;but10n,<
shareholders (owners) expect dividend payments in a ratio commensurate with
recorded earnings. The amount of periodic dividend is generally referred to as
the pay-~out ratio. Well managed compapies operating in a conducive environment
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for annual profit growth usually follow a conservative practice of ploughing
back earnings in excess of dividends for additions and improvements to plant,
machinery, equipment, expanded merchandlslng programmes and new product
development .

The risk capital as defined may be prov1ded by such organlzamlone as:
Class 1 .. International Finance (IFC), a World Bank afflllate; Afrlcan

Development Bank; the newly established SIFIDA = & .ceasortium of izberrmdinnal
; ebo.

Clasg 2 - Private riek capital combines such as MIDA (USA), ADELA (which
operates in South America), domestic industrial development banks and foreign
based multinational corporations either without or with indigenous partners as
joint ventures.

Although IFC grants loans and equity capital to 'approved' industrial and
services ventures its standards of investment acceptance seemingly are governed
primarily by the proposed undertaking's "prospects of profite to the host country,
in terms of higher national and per capita income". Such financed establishments
ranging from hotels to fertilizer plants without question contribute to a nation's
financial and economic well being. And it may be assumed, perhaps incorrectly,
that some onerous aspects of -IC criticiged by private risk capital entrepreneurs
may be relared or even removed for IFC and similar politically oriented capital
granting agencies. . .

Class 2 risk capital sources with the posgible exception of IFC
are perhaps more acutely concerned with IC in terms of widely
publicize | encumbrances_to earnirzs and invested ca ital re-
pairiation risks should nationalization occur than other capital
sources nmertioned.

Ciass 3 = for the parpeses of this paper -are the ugll_entrenched manufacturing
assembly, exporﬁ/&mport firms operating in Africa prior and/or subsequent to the
indeponlence dates for the various countries. These would include United Africa
Company, a Unilever subsidiary; East Asiatic Company of Denmark; FPhilips of
Netherlands; Fiat; Pechiney; Union Carbide; CFAO: SCOA; etc. o

The subsequent remark may well raise the ire of these managements. But it
ie the writer's view tat these and similar organizations with extensive market
penetration, background of expertise in coping with "real life" unfavourable
political, operational and economic problems (to them )are presumed to have
poligshed techniques for surmounting "restrains" embodied in the IC's of
individual nations. In effect their managements have developed the prized
"know-how" to function under an adverse climate and still generate adequate
(or Batlsfactory) earnings for shareholders., It may very well be therefore that
IC ig of minor consequence to their astute managements.
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This brief summarization and description of risk capital pources suggests
that "restraints, constraints, incemtives and disincentives", the generously
used provocative terms integral to IC diamlogues, are problems confrented
primarily by Class 2 contributors. Obviously the door is ajar for contrary
pointe of view from Class 1 and 3 members.

Some Vigneties from Investment Climate Literature to Ponder
1o~ Competition among Foreign Entrepreneurial Interests for Position in

African Nations ‘

gource: Robert P. Meagher, The Fletcher School of Law and Diplomacy,
' Hedford, Massachusetts, USA

"Another problem in the development of regional programmes relates
to the relationship of AID to other aid donors. For the most part
the US provides a minority of aid in the non-emphasis countries
where regional projects will be stressed. Thus the success of such
programming will probably depend heavily on the support of the
principal donor in the area. There is therefore a need for co-
ordination of programmes on the part of donors, In most of the
development emphasis countries (1) co-ordination ie provided by
consultative groups under the leadership of the World Bank or
rtabilization groups headed by the IMF. Such is not the case in

the other countries. Possible sources of conflict include differing
policy objectives and market competition. For example, the US

- oproses the Erench?ﬁﬁ;spaan Economic Community concept of an
Burafrica bloc and prefers global trading. In addition tied aid

under_AiD supported "projects will mean the panetration by Americans
of tradiiional French and British markets" recoring suppli

(1) ¥orocco, Tunisia, Nigeria, Congo (Kinshaga), Ghana,
Ethiopia, Liberia, XKenya, Uganda and Tanzania.

~ Query: ' To what extent (is it measurable) is an African country's
IC massaged or molded by competitive foreign political and adjunct
fiscal involvements designed to insure or carve out markets for
constitutents? Note the Zambia - Fiat "deal" referred to under the
subject Nationalization. (Page 33.)s

2-4 Need to Imzrove Government Image
Pearson Report (“Partners in Development", page 106) comments:

‘"The poor image of developing countries in business circles
(foreign) is also the result of the cumbersome administrative
procedures and inefficient dec191on-mak1ng process which
companies often encounter when plamning an investment in such
a country (Africa).... we feel that many goverpments could
even now streamline their procedures consjiderably".
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6mment - Yriter's proposal No. l.attached is designed to. -
-remove this obstacle..: AN abridged version of this
proposal appears in ECA's September issue of African
Target.

IO

3. Create Viable Machineqy for Repatr1atlon of Cap1ta1 Investment

Pearson Report (page 106) observes.

"There are other ways of improving the relationship between
~ governments and foreign companies and forestalling disruptive
and costly conflicts between them, In particular; developing
~oountiries and international corporations alike could mske
specific provision, when initially negotimking the terms of
investment agreements ..... for mutual reconsideration of .
| those terms after a minimm period of years and for adequate
‘ compeneation and freedom to repatriate such compensation of
no accord can be reached at that time".

QEEEEEE‘ Writer's proposal No. 4 — Natlonallzatlon outlines a nrtual
pact for smooth and mutually satisfactory procedures for
phasing out a company whose properties and bus;ness hawe been
partially or fully nationaliged.

4. Foreign Corporate F1scal Dleclosures to Imgrove Harmony with Af'rican

GGVernments
Pearsoq Report (page 111) suggests:

"Company Laws could often be improved so as to require a
greater degree of financial disclosure both for domestic
-and foreign enterprise. This would reduce distrust, help

* to protect minority stockholders, and foster the development
of ‘a local capital market (where applicable)t.

Comment: The writer considers this suggestion is most vital and-
has described the ramifications and benefits of “fiscal
disclosure” to both the forelgn company and the Afrzcan
governments, (Proposal No. 4 - Nationalization and =~
Proposal No. 3 entitled: Create a Viable Financial
“Gommunicationa" Underatanding with African Officials.

These comments are prefajo:y for introdnozng the four proposala to
1mpruvo the Investmeni Climate in Afrlca. '

IE |
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Four Skeletal Proposals to Alleviate Foreign Investors' Concern about the
Purported Clouded Investment Environment in Various African Natione

Proposal 1 (Published - abridged - in the September 1970 issue of
_ECA's-African Target)

Bach country create & politically independent ‘agehcy, commission or
of qualified personnel whose authoriiy and respomsibilities should be at leasat
three-fold as described below: ‘

A recurrent statement made by African Governments is the paucity of
skilled managerial and techmical personnel. The writer suggests that
cadre of experts to train the "group” in the techniques of feasibility
gtudy construction employed by corporate investment analysis could be
obtained from foreign sources contemplating investment in the specific
African country.
!
1., inalyse existing investment codes, overall tax lawe and other
relevant data and submit to a designated Ministry realistic
. recomnendations to abate foreign investors' reservations of its
Investment Climate. -

2. Provide positive co-operation of officials of a propesed new
company throughout the critical stages from formation to the
period .of optimum operations.

3. Render continuing counsel and advisory direction to the establisghed
company confronted with local or national political policies which
mey be inimical to or adversely affect managerial harmony between
the company and the intimately related political entities.

To be operationally effective, this group should derive its functional
authority (eubsequently described) from the Minister directly involved in )
soliciting foreign investments. Should more than one Ministry be involved,
then an incisive clean communications link or madus operandi should be
atructured between or among the Ministries.

The cognizamt Ministry, it is envisioned, would delegate to the group
such further authority to execute the following priority functions on behalf
of the new enterprise: . o

1. Provide expediting assistance in the filing of various documents
necessary to obtain economic sanction for the undertaking. Such
co-operation is most vital to the in-coming enterprise during
the stages of proposal consideration or formation. The urgency
of this collaboration is emphasized by the following excerpt from
the "“Investment Law of Afrioca" paper by A.M. Akiwumi, Regional
Advieer on Economic Co-operation, February 1969(ECA). He comments:
"The potential investor applies to qualify for economic benefits
by completing forms giving a variety of information on financial,
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1 economic, technical and legal matiers... some cause delay and
’ raise unnecessary obstacles due in the main, to the fact thal
decigion-making tends to shift from one forum to another unitil
a final decigion is reached" (underscoring supplied).

2. Obtain approval for the noncssary documents, licenses, plant design,
plant site location, etc., from various governmental tiers including

- municipalities which may be necessary for the "approved" company to
ingtall and complete all infrastructure for the proposed facilities.

3. Arrange o: help to establish apd maintain perecnal contacts with
officials of Governmeni, business interests, Chambers of Commerce,

© gources of banking facilities; labour unions, etc., essential to
the continuning financial welfare of the company.

4. Applying the delegated authority -~ with tact -~ intercede in any
governmental agency or muncipality to bilaterally resolve those
problems which may adversely affect company operations, hence its
level of manufacturing, sales. or administrative costs. :

" 5. Obtain current basic statistical background data necessary

. for economic and industry analysts ito prepare '"realistic"

__progect or fea51b111ty studles on behalf of private in-
vestors. or organizations such as the Béonomic Commission.
for Africa. These data would include such vital opera-—
tional and capltal cogt 1nputs as exlsting regular and
overtime wage rates, labour union policies relating to
vacations, siclk benefits, pensions, etc., availability and
cost of suitable land, proximity of raw materials,; if local,
electric, gas and water rates, and other pertinent data which
may exert an impact on production costs and capital investment
estimating.

- The "publiciged" awareness by f.reign investors t.at a viable and
functional group has been created and empowered to render suph progressive
gervicea would unquestionably generate: . .

(1) a healthy atmosphere of confidence toward Governments at
all levels and-: -

(2) a similar sense of security for the ultimate success for
the proposed undertaking.

Assuming concrete and pogitive performance by the group, it would
be gtimulating to contemplate the menifold benefits which could accrue to the
host countty. For. example, a relatively smooth phasing-in of a new enterprise
would serve as a powerful magnet to attract other capital sources deliberating
inveastments in that couniry. These could include "satellite" enterprises e.g.
those producing materials or components for an eatablished company. It could
operate as a potent competitive plus factor in encouraging capital inflow in

BT
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thoge circumstances where the country site Wiy itself ~ other factors being
relatively equal - was being weighed by the foreign capital interests. And
with such industry drawing power, a gradual build-up of the national economic -
and social benefits to the host country should be a viable expectancy.

In the light of today's parochial or skeptical attitude toward such
progressive planning, expressed publicly and privately, the suggested proposal
may’ be characterized hy many as "wishful thinking or an impossible dread.
-Perhaps s0; but industrial history throughout the world sparkles with myriad
examples of entrepreneurial dreams -~ coupled of course with determination and
tenacity ~ becoming realities. C

And on this level of constructive thinking, it is most illuminating to
know that almost fifty per cent of the African countrieas have, in fact,
recognized the need to provide foreign investors with some forms of installa~ :
tion assistance by creating "Investment Commissions'.

- As the United Nations' “Investment Laws and Regulations in Africa" study
dated 1965 commenta: "A new 'development! machinery, the Investment Commission
has been created by about half 6f the independent countries of Africa....

Most of the Investment Commismions are created by Investment Codes and, there-
fore, are statutory bodies established for special purposes. Their main

function is to promote investment projects in offering technical and commericial

facilities". In most countries which have instituted Investment Commissions,

members are drawn not onlx from the ministries but also from other fields.
Directors of banks, commissioners of customas and taxation and presidents of
Chambers of Commerceé are also included lunderscoring=supplied5.

The above underscored items are the bases for provocative commentary

below which the writer hopes will be accepted in the same epirit of sincerity
in whiqh it ia offered. : :

1. The Commissions as reported are composed of representatives
from various government agencies and business organizations.
Uhile this cross—section membership undoubtedly off?rs well
balanced expertise in the mechanics of government? it may
also generate sgharply divided points of view and interests
with respect to the new company. Such disagreements are
the foci for seriocus time delays in coalescing final deci-.

sions,

2. Commission members are probably intensively preoccupie@
with daily official duties and responsibilities to their
primary organizations. It is reasonable to assume there-
fore, that the time needed to structure mutually éccePtable
problem solutions may be restricted thereby creating in-
ordinate delays in the decision making process. The validity
of this point is affirmed by the prior extracts It is
also worthwhile to note that at least one country, therg may
be othere, has imposed a decision time limit on its officials

[T R e bty e
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empowered to approve or reject a foreign investment application.
Somali, in its Foreign Investment Laws effective June 1968,
Article 5 titled Procedures snd Conditions for Registration
provides that: "Within sixty days from the date.of receipt.

of a request to -invest foreign capital, t-e Ministry of
Planning and Co—ordination shall communicate to the zZpplicant
the decision of the Committee on Foreign Investmenis". Time
limiteg are also provided for in instences of regquests for
capital expansion.

The "offering of technical and.commercial facilities" probably
falls far shori for the practical -phasing-in assistance re-
quired by the in-coming company. Moreover, unless the offering
of technical and commercial facilities is firmly and vigorously
supported by the group under its proposed authority, the quality
of the "asslstance" may be 1neffect1ve in the "real life"
environmeirt . - :

Other possible constrainte which militate against or are road blocks
to a smooth functioning Commission might be these:

Irregular frequency of meetings, insufficient attendance for
a quorum or majority to vote on pending matters involving
an applicant, interpretation of the Country's Investment Laws,
prolonged absence from the Country of a key official whose
Ministry must rule on & partlcularly vital or stlcky issue,
_ and disputes between Ministries 'as t6 which oné is empowered
»- - " %9 render final decisions on issues hanging in balance. , o

Suggested Persornel Structuré of the Group

1.

2e

3.

A
4.

The Government decides which of its Ministries is %o be exclusively
responsible for encouraging foreign investments. The cognizant
Minister is thereupon empowered to establish the Group, and deflne
its specific authority and respon31b111t1es.

The Mlnlster staffs the Group with qualified personmel drawn

from such existing departments as Customs, Taxation, Legal,
Finance, Technical, and others whose professional skills and
experience will contribute to processing, amalysing, and

finslizing applications for the Minister's final approval.

The Minister will appoint a deputy or "managing director" who
will bring fo the Minister a fully Palanced analysis of each
application or problem which requires the Minister's final
approyal.

The managing director will be responéible for the daily
operatlons of the Group and will also participate in pollqy
planning.
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.5« The Group will function on a full-time basis with salany scales
‘ .gstablished by the Minister, : .

6o Represéntatlvea of'proapectiVG ar establlshed'commahlea will
initially consult with the managing director to examine or
resolve problens confronting them, - - o

Te The manag;ng dlrector or staff members will be empowered to
congult with counterparts in other Ministries or government ~
agencies whose advice or co-operation is needed to speedily
., process an applicatioh or resolve a problem. Other Ministries
and agencies will be directed by the Government to provide
'ffull co-operatlon to such requests,

.....

Prqposal 2 Postpone all Tax Liability for Foreign and Joint Venture
Companies until initial invested capital has been recovered
(Published in the June 1970 issue of ECA's African Target) -
.African governments, in their aggressive and competitive efforts to
attract or increase foreign capital commitments, have created a virtual maze
of tax concessions and "holidays". The inducements apply to reported profits,

customs duties, tariff exemptions, real estate, turnover sales, establishment
costs; licensing fees; consumption of locally purchased materials etc.

The writer submits that the ultimate purpose of these various tax
concesgions although not spelled out but implicit in the Investment Codes is
to permit a new company to recoup its initial capital investment — within the
tax holiday on earnings time period. And as subsequently described, the
Investment Codes for debatable reasons, favour very large establishmenig and
penalize those defined as small, medlum or large ~ in terms of granted time
for the tax concessions.

> Undeniably, recovery of initial capital investment is an eagerly sought
goal considering the range of risks eademic in the investment environment of
many African countries. At that point in time (complete recovery of capital
investment ) the company ig in a relatively riskless position. And it may be
assumed that management can then execute subsequent operatioms with a higher
degree of confidence that target goals will be achieved, \

But whether these tax 1ncent1ves are in fact the prime congiderastions in
swaying a forelgn investor's decision to establish its operations in one country
or another is a hlghly controversial issue ~ one not pertlnent to thls
discussion. . .

Internatlonal economic research organlzat1ons, lanyere knowledgeable in
African Investment Laws and Regulations and other agencies dedicated to improve ,
the Invesiment Climate in Africa seemingly are in unanimous agreement that
African countries should initiate positive steps to harmonize their “tfax
holiday" policies. Two. citations in support of the above comment are pertinent.,

\
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A.; Source Investment Laws and Hegg&at;ona.Uh;ted Na$1onu 1265

? "It appears that tax lawe «.. 80 far have little relation to needs of
fuﬂure economic developmont. 'Tay holidays' and other concessions tend to
crdate aL_plrit of deliberate competitiveness on the part of capital importing
gountriece. in-Afrieas - The reeult s an artificial situation where tax holidays
ard geared “towards attracting investors away from one's neighbours. There is
thus a need to harmonize tax policies with a view to channelling investments

in selected arcass and obtalnlng revenues for defined public purposes' (under—

scaring supplied).

B. Source: Lester B. Pearson Rebort (Partners in Devéidgment 1969)

"Tax concessions extended by developing countries are sometimes a useful

- way of temporarily shielding foreign companies from the full impact of an

antiquated tax system, thereby providing governments with time to revise the
basic structure. But only in a few ceses do they seem to draw an investment
opportunity to the attention of a foreign company, and they are generally
reported to be of very modést importance in the final investment decieion. On
the| other hand, they restrict the growth of +the host country's tax base,
sombtimes quite seriously. AccordlngLyL,we would recommend that gemeral tax
concessions to attract foreign companies be used eparing;x In any event,
developi countries should seek to atop the competition 1n tax concessions
i co~oparation”.

‘ 0bv1ously, the 1965 United Nations® advice to "harmonize" tax policies
and the 1969 Pearson recommendation that African countries "Seek to stop the
competitlon in tax concessions ..." have gone unheeded in the four year span
desplte the valued Judgements of these two sincere and authormtailve critics
(underscorlng supplled)

It is beyond the scope of this tract to examine or detail the myriad
reagons why harmonlzailon concepts have not as yet been initiated on a broad
front. The writer respectfully observes, however, that constructive criticism
of actions to be meaningful shiuld be followed up by carefully congidered
proposals to cure or at least remedy the diagnosed ailments. Neither of the

referenced directives = and probably for justifiable reasons — offer African
"gOVérnmant officials skeletal slternatives for this controversial issue.

The proposal as subaequently outlined is an effort to f111 this wvoid.
Admittedly, it represents what appears to be a radical departure from existing
tax philosphies. = It may therefore germinate prickly weeds or hopefully,
velvety flowers of fiscal opinion. Final judgement, it is suggested, should be
reserved until an analyeis of the rationale for the proposal has been read.

Proposal

l. Income tax on earnings and all other concessions for all foreign
financed companies - regardless of establishment sige — be postponed
until the total amount of "initial capital investmeni" has been
recovered.,
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3

4.

5e

6.

1.

i

Government .and fareign investorg soncur on a pre-commitment ot
definition of "initial capital investment", 1% is strongly
recommended thai the definition include all debt and equity

- capital - including working carital - requifed to support the
- company..from. start of. Jroduction until the cash break-even
‘pc1nt has been renched

The. Justlflcation to including working capltal
requ;rements for the cruvisl start-up cash drain’
period is offered in the Criteria paper previously =~ $
prepared by the writer for ECA. Excerpir arw inciuded

Do R TRIB -paper;

s

Also

A mutually acceptable initial capital investment
definition would contribute to improving IC . as
related to nationalization rigks. The rztiomnie
for this observation is developsd under the section
entitled mationalization.

Agreement be confirmed prior to financial commitment for all
accounting procedures and nomenclature with respect to provisions
and rates for depreciation, depletion, amortization,; tontingency
reserves and other operating costs which may affect the level of
sarnings before and after capital recovery, In effect, an under~
standing is reached for a clear-cut definition of "pre~tax earninga".

Following recovery of "initial capital investment' as defined, the

. foreign controlled or joint venture company - then in a relatively

non~-rigk position - accepts an equitable sharing of pre-tax earnings.

The Government zet an carnings tax rate applicable to foreign
financed establishments. . '

The’ rate ‘of return on investment acceptable by the foreign campanies
should reflect the risk free popition 'guaranteed' by the African
Government., The comparnics ia exchange should be -expected to accept
a lower return on investment tnan that demanded for invesiments

with a very high vrisk potential.

The Government 's pefcenfaga share of pre-tax earnings should be at.
a rate adequate to satisfy its requirements for '"national economic
benefits" to be ‘derfved from such undertakings.
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Co:@en 8 to Items 4 and 6

Induoements for profrl: relnveatment
|

The Pearson report in dlscussmg tax c§ncessiona extgndéd by developing
naiions recommends "that developing countries structure their tax system to
encourage profit reinvestment by foreign companies”. The report:adds:

- WProfit reinvestment is a form of foreign capital which is more readily

attracted by tax incentives than new capital, and positive incentives to
reinvest are greatly to be preferred to penalties for remitting. The latter

tend to be counter-productive by discouraging new capital inflow".

And on the same issue, United Nations' Invesiment Laws and Regulations
study remarks: "The question whether it is to the advantage of the developing
countries to forfeit tax revemes to stimulate additional investment has
rarely been raised". Ibid: "Very few codes (investment) contain special
prEvileges on reinvestments. Somalia's law on foreign investments makes

epecial provision for reinvestment. Reinvested profita a8 capital are exempted
frpom income tax up to 25 per cent". : I &

The writer ie in full accord with the Pearson recommendation and believes

“that the principles of Items 4 and 6, if adopted by African Governments and

foire:lgn investors, could open the door to favourable reinvestment coneidera.tmn.
tionale

is prevz.ously ment:l.oned, the . compet:.‘h:.ve tax. hollday l=awe and concessions
of -African countries when stripped of legal legerdemam do acknowledge in a
11[mited way the intent, tincept and principle of providing tax exemptions

' and ‘concegsione until a company has recouped its 1mt:|.al capital :l.nvestment-

For reasons which may lack economic or social benefit justification, tax

pdstponemnts for ae long as fifteen years are granted establishments which

réquire "exceptionally large investment", It would be the unusual enterprise
which could not completely recover full pay.back _/ of initial ca.p:.tal investment
well before the expiration of the extended tax concession period., Of course,
e&mpletely unforeseen problems, e.g. political disturbance, prolonged delays

in receiving production equipment, abrogation of allowable profit rates, etc.,
would shrink pay-back cesh flows and thereby extend the time period for

recovery of initial capital investment.

1/ The significance of pay-back period and its relationship to tax holidays
on earnings. i® described briefly in the Criteria paper previously referred
to and included in this tract. As a reminder, pay-back period represents
the number of years required for annusl caskh flow earnings to fully return
a company's predetermined "capital investment” in a plant or undertaking.
As later discussed, realistic pay-back time policies if adopted by African
Governments may also tend to lessen foreign investors' fears of substantial
capital investment loss in the event nationalization of the enterprise is
decreed by the Govermment, :
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In the writer's judgement, cash flow estimates which indicate

15 years or more for pay-back ~ considering the myriad risks

~ would probably dampen foreign investors 1nterests (class 2) )
in the proposed undertaking - unless there were subtle 1nducements -
cther than longbterm profitablllty in the offingh

In sharp contrast, foreign flnanced compan1ea defined as small, medium
and large — in terms of capital investment ~ are allowed only from. three.tc ten e
years for pay-back recovery., :

'Size alone of the fmanc:.al comm:.tment should not be the yaa:ﬂstuk for
granting variable tax concessions. In fact, small to large firms - the "under-
prlvileged" - may face acutefproduct1on phasing=in problems more difficult
to surmount because they fiay' lack the power of financial muscle and even a -
benevolent polltlcal endorsement perhaps enjoyed by '"very large enterprises".

One of the many examples of tax exemption preferential treatment for
"very large establishments" is illustrated by the Investment Code of Dahomey.
It grants extended tax postponement for companies '"which require a long period
of installation before atiaining full operational capacity". The underscored
privilege ie most significant. In effect, the Dahomey Government legally and
financially acknowledges that amnual pay~back cannot start until a company has
begun to generate assured cash flow profits - generally reallzable at “puii
operational capacity".

But, as steted, "under-privileged" companies are also confronted with
identical or similar operational problems -~ in relation to size of capital
invegiment and type of produci to be manufactured or assembled —~ which delay
the target date for continuous cash flow earnings. Why then should this
group or class of companieg be penallzed with abbrevated pay—back time periods.

Following are somz additional samples of tax holidsy discrimination between
the "very large oniterprises" and the "underbprlvlleged" - the yrlter's euphemism
for small, medium and large- ventures-

Congo {Brazzaville) -'(ngime C) venterprises whose establishment

involves exceptionally large investments are given long-term prefereptial
treatments which should not exceed twenty years". Regime A ~ "preferential
treatment ... cannot be accordea for more than ten years".

Deshomey - Regime C - "the benefits (tax) ... may not exceed twenty~five
years ... for very large entérprises which require a long period of
installation before attalnwng full operational capacity". Regime 4 -
"The maxlmum duratlon for all exemptlons is five years",

Ghana - "in 'approved' enterprise is eniitled to exempt1on for a period
of five years cr more, not exceeding tem, beginning from the date of
production from the -payment of imcome tax".
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Niger — Regime B - "lixemption is granted ... on industrial and
i commercial income: during the first ten years of operation ..."

Regime C ~ "The same exemptions agreements can be concluded for
‘ ten or twenty years'.

L that fiscal, political or socio—-economic reasoning supports this
lance, or bluntly stated,; the inequity in tax treatment betwesn the
"u#der—prlv:.leged" and the "very large enterprises",

' The answer peems to gtem in part from the various Governmenig' philosophy
that only very large establishments contribute to the flow of national economic
benefits. This ideclogy is clearly expressed in the language of several
Investment Codes which define establishments entitled to the extended tax
holiday and concessions. DIxcerpts follow:

"which are of prime importance to the economy”

"the favoured treatment is progressive to the importance of g;i.ze‘
of investment in relation to the development of the countxy"

."companles of exceptional 1mporta.nce“ .
"particular importance for the e:x:ecut ion of the ecdnomlc and. soc:.al
develoment p]’.a.n“

O'bher obviocus and cont-roversial questions - addressed to (overnment
sconomigts better qualified than the writer to answer = are these:

- Uill not prospective foreign financed “under-privileged"
"companies generate national economic benefits too despite the
differential in size of capital investment? And if they do,
however. small, why disqualify such firms from tax pogtponement pri-
vileges - in terms of ela.psed time to recover initial capital
investment‘P ' S

'Wera this discrimination "brief" %o be submitted to a jury for a verdict
of equity, the Investment Code of Algeria (1965) as related 3o expropriation-
of foreign papital would be incisive testimony for the prosecution. As of ~
that year the Code read: (Extract from United Nations Investment Laws and’
Regulations) ‘

"{hat no expropriation can take place before the amortigation of
the invested capital has been assured".

Obviously, the Algerian Government, for one, approved the primciple of
complete pay-back of invested capital as a vital inducement for foreign
capital infusion into the industrial economy.

The doctrince of tax holidays and inequities, when examined in the light
of endemic risks to invested capital, may also tend to slow down the timing and
amount of tax revenues expected from the foreign financed company.

- — ———
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It might be expected that such companies in their urgency to recoup

" initial ipvested capital would emplqy "account1ng" expensing procedures which
could create’and extend a non-profit position until the very last day of the
holiday grant., (But see recommendations to obviate this problem in Proposal 1).
Were the rest.ainte against capital -ecovery, as recommended, removed, it is
indeed possible vham prof.v goals would be "'reached" in time periods earlier
than the arbitrary limits now imposed.

To test the validity of this postulation, it might be worthwhile for
Government fiscal experts to compare the tax flow from “under-privileged" and
“yery 1arge" pr1Vately financed establlahments now in a production stage.

Nationalization

As tersely expressed by United Nations' review of "African Investment
Laws Regulations 1965",

"The main factor responsible for the resistance of private capital
in developing countries has been the "fear of nationalization". The
provisions relating to repatriation of capital and profits in the
investment laws of Africa reflect two main tendencies': one group of
countries have placed no restrictions in remittance of profits and
cavital_except the procedural requirement of permission for exchange.
Another group ... have provided in their laws certain conditions
before capital can be transferred”,

This climate of apprehension is understandable considering real or
imagined uncertainties surrounding the atability or continuity of certain
incumbent governments. And this concern is further deepened by the language
ambiguity of Investment Codes which may hinder negotiations leading to nmutual
agreement on the definition and amount of "invested capital subject to
repatriation - the event that nationalization becomes a reality. Not to be
overlocked either is the fact that the latter underscored privilege above
could be delyyed were foreign exchan e not available at the time of settlement,

One may ask what is the asigmificance of the relationship or interaction between -

féar of nationmalisation and the recommended “postponement .of® tdx holidays or
earnings. And tould a dimlnution of “this "mestraintV mater¥ully impreve the
Isvestuent Climate.

Oversimplifying the answers, the writer submits that a foreign company
facing nationalization proceedings is anxious:

(1) To recoup “initial capital investment"; plus additional
infusions made necessary in order for it to achieve profitable
operations and;

(2) To receive an acceptable interest return on total invested
capital assuming profit margins to the consummation date of
nationalizetion failed to meet allowed proflt expectations,
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In this frame of reference, it may be assumed that a company granted a”

tax ppstponment on earnlngs until "initial capital investment" as defined has
been recovered ~ through pay—back -~ should face nationalization proceedings :
with confidence for an equltable settlement of its justifiable claims. .And a
more positive assessment of the invesiment environment for a country adopting
suggested Proposal 4 as subsequently detailed should be anticipated.

Beneficial effects of Propossl-g-- - S

3.

4.

5e

With respect to tax holidays and concessions, all countrles
adopting the proposal would be on equal competltlve footlng.

Competltlon for foreign capltal - Whlch cannot be eliminated
under any circumstances - would depend.on investment environ-
ment elements such as political hospitality, extent of extrac-

tive industries, labour skills, infrastructure availability,
‘intra~inter country marketlng areas, transportation and communications

facilities, existing competition from established trading organiza-
tions, etc. In fact, these attractions (or detractlons) may be more’
meaningful to forelgn investors than the debatable compet:tive ‘
Minducements" of tax holidays and concessiong.

‘Because companles would be allowed to recover caﬁital'inﬁestment

within realigtic time periods, tax revenues to Governments could
be anticipated at an earlier date than under present conditions.

Fear of ﬁationaliéétibhhwbuld ﬁe;moderated. (Seé,?rbpééal 4).

Pogsible requests for tax hollday and concession time extengions

“arising from 1nord1nate delays in start-up production, etc. =

“‘which prolong tax revenue paymente To Governments mlght be dimlnxshed.

6.

Te

8.

Freedom from all tax “bookékeeplng" W1th1n the capltal racovery
period would permit companies to estahllsh efficient accounting
administrative procedures to process the multlpllcity b/ of taxes
payable followzng the expiration of the ‘tax concegsion periods.
This aspect is of vital importance to those" companies which plan
marketing operations in two or more contiguous countries.

Reinvestment of profits W1th1n the country would be favourably
congidered.

—

The proposal would pave the way for communities of couniries
with similar economic and trade objectives to initiate “harmonization
of tax holiday and concess1ons programmes.

1/ Description of taxable corporate operations subjéct to tax holidays:
profits, production, .leasing fees, land, mining and forestry, products
manufactured for exports, sales turnover, patents, domestic indirect taxes,
consumpbion taxes for -locally purchased materials, turnover taxes.and -
manicipality taxes. The foregoing: do not. include -tartff cgoncessions.ap
deporibted on page 21 for tmported. capital equipment and spare parts.

R

SRS Vol
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~ And in conclusion, legislative msection to adopt this proposal should not
engender internal governmental coniroversy., In actuality, taxes are not _
being forfeited, but as suggésted (Item 3), tax payments to governments might
flow earlier than under present taxing policies.

Proposal 3: Create a Viable Financial “Communicationb" Understanding
with African Officials .

A pre~marital obligation of prospective investors and host country .
officials is to develop a mutual understanding and evaluation of the variable
fiscal elements which comprise an investment climate in any African nation,
Yet it seems this obvious caveal may not have rung loud and clear for numbers
of foreign corporate officials. .

Many have’ not hesitated publicly or privately to catalogue thelr griev—
ances toward the "real life" corporate operating environment in African nations.
Whether these complaints are ‘altogether justifiable or whether in fact foreign
entreprefieurs are also at fault is examined in this chapter.

But in the final analysis, the paramount issues are those "regtraints"
which could jeopardize initial and subsequent capital investment and long-
term profit potentials. . ‘

The latter fiscal factorsare probably the key con81derat10ns which

" gtrongly influence private investors' (Class 2) go no-go commitment decis—

ions or, an established company's positive or negative attitude toward-

reinvestment of accumulated earnings. And if the project has merit as mirrored

by feasibility study estimates, then it is ipcumbent on foreign executives

to present crystal clear capital investment programmes and projected produc— ’
tion schedules for the proposed establishment. By doing soy latent areas .
of misunderstanding with cognizant African fiscal c¢fficials may be signi- .
ficantly reduced or even eliminated. Ancillary and undoubtedly helpful too
would be a forthright disclosure of myriad difficulties - apart from Invest-
ment Code regulatldna — which invariably increase actual capital investment
‘over feagibility study estimates and tend to diminish anticipated profit- !
ability rates, -

These remarks are amplified by the following observations.

: Obaérvations

A possible basie for initial friction may be an indifference or even
neglec. by the foreign sponsors to éstablish a lucid financial "communica~
tions" exchange with companion African fiscal officlsls.

Skilled business managers, regardless of country origin, will confirm
that initial stages of corporate formation and subsequent production on.
a profitable basis ~ are beset with exasperating difficulties however.
sophisticated the pre—production plamning. And in developing nations the

m
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cxd l-probleme of estimgting initial _capital investment (including working
capltal), time and rate of profitability are enormously enlatrged. ThHese data,
as remarked, are the green or red signals for decision making.

And perhaps inadvertently overlooked by foreign businéssmeh may Ee

thig pertinent circumstance, African fiscal officials - in the brief
perjiod of their country's independence < may not have experienced the
financial nightmare of finalizing the amount of capital investmént for and

profitably-eperating .a sizable enterprise in their respective countries.

vl If this: assumptlon.ls ‘bilaterally acceptable, foreign executives then
have the opportunity to familisrisge cognizant African fiscal officials with
‘“regl life" problems in establishing an enterprise and concurrerntly to
“-oremxte an harmonious negotiations climate,
| ‘ . -
| It is of prime importance that readers gain an insight into several of
the| fiscal headach®s-associated with finalising capital investment and
estimatlng profltablllty potentlals. These are now briefly discussed.
In part, some problems stem from the imprecise language of Investmant
Codes =~ specifically those involving tariff exemptions, tax holidaya
‘and concessions,

Capgtal Investment Costing Problems

These cover a broad spectrum of uncertainties due, in part; to upward
pr1ce changes which invariably occur in the inordinate time lag between
fea91b111ty study estimates.and-actuals_at the time of comnitment. Major
items subject to increments would include the following: land, machinery
‘and equipment, shipping, insurance, in-land iransportation, plant .and
infrastructure construction, added costs due to slowness in receiving
production equipment, extended interest on construction loans arising. from
delaye in plant completlon and the poeeible need from "gratu1t1es" o

Ta;%ff Exemptiona Tmpact on Ca21ta1 Equipment Costs

I

\ Thxs 48 -undoubtedly a. sensitive subject with African officials - one
fraught with economic and political comtroversy. Rather than become entangled
in fthe mosaic of issues, the writer confines his observations to tariff
exemption language of certain countries — ae appl1ed to imports oT machlnery,

equipment and spare parts.

; In each case, hecanse language rles are 1ndef1n1te, landed costs for
prqductlon.aqulxnnuﬂ:are ‘open—end book-keeping accounts which militate against
the foreign company in firmimg total capital investment. To illustrate this
poilnt, ettention-is firgt directed to the underscored language of the sub-
Bequent excerpted tariff exemption samples and second, to questions relaxed
to the underscoring.
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] 3'.‘ Reduced rates af custom dutles on materia.la. |

1. To‘tal or 2&1”1‘:121 refuml of 1mport duties and f:LBoal lev:.es on raw
materials and equipment needed for installation.

2. Exemption for import duties on matenals, equ:pmen't and" W
o for ina'tsllatlon. ,

{

4.  Reduced rates of 1mpor1: duties for neggtlgted genod.:. S -

’ S Total or partial: exemptlon, eto. fgr pve xea.rs follomgg dg:te of

initial. pmdﬁc‘uon._. : Cotebe

6. Exemptlon for five years from duhea on essentlal ma‘ber:.a.l a.nﬂ. spare
parts ~ not found locally. : h

Te -Gompl’ete- or partial exempt:.on up to three i’ears..;..

8. MTotal or partial exemptibn from or ref‘uﬂi «ss but not on replacements
if obtainable from loocal indusiry. :

9. Certain industrial equipment and raw materials may be imported taxe
free for a limited period.

10. Total exemption for some industrial goods - _". -~ w».: oonlun
‘ (Undemeamﬁg supﬁi:ted fBr _subsequent questions). |

Sample ggestlons D:Lrected at Tar:.ff Exemption Regulations

Notes Questmns llsted numerlcally as desoribed on page

1.

Par‘blal Refund .

Who or what determ:.nes whether the refund is to be total or: part:.al.
What appealmechanics are-made available by the. Govemment.

' What time element is involved between ng_rgent of dutx and ref_gg
2,

Needed for Installat:l.on - _ . "

What is the definition of "instsllation" period.
Why is exemption limited to installation period.

" Who determines the actual completion date of insta.lla;hon consid.er:l.ng

the multitude of problems -involved in acluenng optiman production.

.‘ It is poss:Lble that tools, jige,fixtures, etc., necepsary to ach:.eve
efficient production may be réquired after "installation".
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4.

5, -

Gi&'abi

Te
9.

10.
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Reduced Rates et e s

Are complete schedules dlsclbslng these rates for the range of capital
equipment, raw mater1als, supplies, components, etc. avallable in
schedules for pre-lnvestment 1nspection.

Negptzated Perzod

Are governmental officials familiar with the technical aspecta of
the underta.k:.ngs active participants in such negotiatmne.

Initlal Production

What is the definition of initial production.

Is the entrepreneur privilégéd to.dictate when in his judgment,
"initial productior" has been achieved,

Is he permitted to fix the date when cash BrﬁékPOVEn point haa been
reached,

Replacements Available Locally -

Is it not possible that local replacements while similar will not
perform in the parent machine as cOnsiétently ag the imported item.

Is it not possible that 1oca1 pressure mnght be app11ed to compel
local purchaae.

Up to Three Years

What is the reasoning behind this restrictive time limitation.

May be Imported for a Limited Period

Does not this language impose a severe range of uncertainties on-a
prospective entrepreneur particularly with the ukase of limited period.

Some Industrial Goods

Is there not a solid base for concern as to definition of Industrial
Goods and with the llmatatzon of the word "=mome".

Hopefully, the African reader mlllmagnea that Ehe absence ofprebise

tariff exemption rates and definitions.as applied to imports ‘of

_manufacturnng egonipment and accessories militate againet capital
investment determination. .The present:policies as related to raw .

- materials for prcductlon also create productlon cost uncertainties.
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Equity and Working Capital Requirements

These funds represent the entrepreneur's direct risks in total capital
investment. As such; the subject deserves critical analytical treatment.
The following chapter, an extract from the writer's paper titled: Suggested
Capital Investuent/Profit Criteria for Project Studies is a guideline to
estimale working capital needs. It alsc high-lights "real life" probtlems
wh1ch must be assessed in forecastzng cash requlrements.

Worklng cabltal for the start.up company,'apart from funds which may
be borrowed from banks against acceptable collateral, ie supplied by the
enterpreneural interests. Such funds represent a part of "equity capital"
in the undertaking. | T

A short-fall in working funds arising from urderestimation require-
ments may seriously impair the investor's initial equity poaition and may
also jeopardise thg_progress of production and sales.

The practice of budgeting "working capital" for several months to
support sales, accounts receivable, inventory purchases, etc., is standard
procedure for the "going concern". But working capital needs for the inchoate
company cannot be as readily calculated.

For example, prior to plant comstruction and completion there are many
"out—~of-pocket" cash requirements which the investor must provide, These
would include feasibility and engineering studies, legel fees, possible
foreign travel to negotiate for machinery and equipment, deposiis for
utilities installation, "gratuities", furniture, fixtures, office supplies,
autos, irucks and contingency reserves io cope with costs arising from time
delays in reaching optimum production.

The elapsed time from plant turn—key operations to production of quality
controlled or "salable product" creates additional demands for-"working
capital™, And more so if production is a complex process. Rarely does a
new plant go onegbtream witnout the exposure of countless production bugs.
Meanwhile, wages and salaries must be paid, inventory ias probably wasted,
interest charges on debt continue and income from marginal sales volume is
minimal. . o

0bv1ously these cash draine will conmtinue until production can support
the sales programme., Algo, actual sales (shipments) may fall short of
projections. : For such reasons that working capital assunptions based on
one, two or three months of initial sales and productlon may be seriously
mlsleadlng.

Selling customs within the country of the proposed enterprise may
almo add to initial working capital requiremenmts - depending on the product
and whether sales may be for cash or on credit terms. If the latter should
represent a sizable portion of sales and for 30 days or more, the manufacturer
met be prepared to finance these "accounts receivable” from working capital.
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. Another squeeze on.cash supply may arise from the fact that a new
cor#pa.m;, not yet having established a "credit line", may be compelled io
pay cash on delivery for ifts purchases of productzon materials and supplies.
Yet as noted, many of its large volume customers may purchase only on credit
teims. This problem might be aggrega.ted by sales to govenment a.gencles

usually very slow payers.

The suggested steps to estimate working capital requlremente wh:.ch ‘
follow are undoubtedly tedious and time consuming. Unguestionably ihe
prgblem of composition is severely handicapped by ihe fact that the
financial backers may not have the opportunity to assess the proposal "on
site". Such a vacuum in data collection livens the "credibility gap" -
4 serious deterrent to attracting or stimlating “prospective invesiors"
to 'investigate jthe project proposals.

Suggested Steps to Lstimate Equity/Working Capita.ly
For New Co'&tpa.ny Formation

" Consider the procedure in two time stages:

The elapsed time period and activities requ1r1ng cash prior to
“construction up to "trun-key" opera.tlon. :

2. The time period from turn-key to the months when cash income from
' pales contimuously exceeds cash income. Non-cash items e.g.,
depreciation, depletion, amortization (patents), etc, are not
~ considered.
Ii g& riod 1
As previcnaly naoted, durmg this period of company formation, wq:r:k:.ng/
equity capital will be necsssary to purchase a variety of services, (at
the time of rurchase) non-bankable facilities, equipment and posax'ﬂly land
necessary prepare this plant for turn-key operation.

The check 1ist of iteme and activities for which cash is required is too
lengthy to include here. As-an alternative it is suggested ‘that an amount rang-
ing from .19 per oent %o .20 per cent be asewwed -— the high and low pereentage

_baged. on the total of capital investment involved. Lacking empirical data,
this percentage may be upped or lowered depending on local or foreign
banking policies and government attitude toward assisting such undertakings
and the business reputation of the company's sponsors. FPossibly; the

1/ The writer with US/Aid endorsement lectured on this subject at the
- Institute of Business Administration, Ka.rach:. University, Pakistan
(1968). The University subsequent ly pubhahed these lectures in
. booklet form and distributed them to commercial and industrial banks
o and- bus:.uess firms. The Busmess Recorder, Karachi's leadlng ’ousmess
‘ newspaper serialized the publications : , L
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allocated funds also would 1nclude partlal advance paymente for imported
raw materials, etc,

Time Period 2

The targetl of this projection is to estimate cash needs through the
oritical stages from turn-key and pre-production to a predetermined output
of quallty controlled produot -~ ready for dellvery to customers.

This caeh requlrement exer01se mirrors the prev1ously mentioned 1nterp1ay

of salea, eng1neer1ng/product10n and finance. .

The assumpiions underlylng the projection are these:

1. Engineering/production have agreed on optimum plant capacity.
2. Capacity (one or more shifts related to sales projections).
3. Production sets ocutput goals based on sales requirements plus inventory
accumilation.
4. Engineering/production estimate time required to debug production plus
allowances for contingencies. o
5. Production has hired and trained skilled, semi-skilled, and labour
"pérsonnel.'.Salary and wages including fringe benefits are indicated.
6. All raw materials, supplies and access®ry parts to camplete the
finished product are in-house or on orcer with anticipated costs and
delivery dates shown.
Ta Productlon/flna.nce 1den‘t:|.fy manufactunng fixed and wvariable expenses .
neceggary for break~even calculations. :
8. The ratio of cash iv credlt sales including credit ferms is indicated. ;
9, ©Sales prices ex—facfory are shown. i
10. The poduction cycle time is considered in relatlon to shlpplng (sales) i
schedules or commitments. .
. ‘ : b
11, A monthly sales/production manufacturing budget reflecting the items :
above is constructed for a minimim of eight months. L .
12, Annual administration expenses shown on a monthly basis. L i
' . : g
The preceding steps — should provide a reasonable gauge of the cash :
deficiency from the time production starts to the time when cash income con-
tinuously exceeds cash expenses.  And it is this deficiency less funds which 3
may be borrowed against raw materials or other collateral acceptable to banks ]
which the entrepreneur must supply from working capital. ;
]
’ #
!
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It may e argued that the 10 pbr cent /20 per cent funds based on capital
investment noted in Time Period 1 might be ample to absorb the deficit period
of Time Périod 2, It must be noted that the estimates for Time Period 1 should
develop the funded or debi portion of the investment and, also show the amount
of equity capital which nust be infused into the project by the entrepenecurs.
And working capital is an integral part of the equity for the start-up veniure.
The |subject of debt/equlty ratios deserves more treatment than can be provided
in this discuseion.

Progitabllxtx Restraints

Unfortunately, manifold problems - the gremlins - which can and do make
ag:rbles of the most sophisticated prof1tab111ty forecasts are not neatly
‘indentified in text books for analysis by students of finance or in fact,
for |corporate managers.

' Fluid elements which can exert a powerful depressing ( or euphoric)
1nf1uenoe on the earnings margin would include: a country's economic healih,
politzcal gstability and policies, labour efficiency and turnover, corporate

‘rates at all levels of government, technological advances, cost of capital,
managerlal competency — indeed the most critical to long-term profitability.

| Understandably, the negative external and internal corporate managerlal
problems and eignificantly their interaction are magnified in developing
nations. As one analyst of the African business scene cogently observed: "the
investment climate in Africa is determined basically by factors which affect
the profit expectations of potential investors".

. The reference above is an extract from Business International's Rourndtable
with African Governments (Addis Ababa November 1969) which canvassed foreign
exedutives' views toward the Investment Climafe 1n various African nations.

The | key WQrd in the extract is "factora®.

" Althcogh most likely well kmown to African officials it seems appropr1aie
to restate the "grievanhces' - or factors - expressed by participants. The
reagons: each complaint in one or more ways exercises a downward Ppressureé on
est#mated earnings and capltal investment.

. Whether the follow1ng earnings depressénts can be rélaxed-in-the
foreseeable future is a controversial question - answerable only by the will
and desire of African officials. :

' Praotical Problems Facing a Foreigm Investor

| " Source: New Business Horizons in Africa

| Buginess International Roundtable with African Govarnments:Addls Ababa.,
November 16 — 21 1969, pages 6=-7-8-1l.

. "The capital costs can be a great deal higher psr plant in Afriocathan
Eurbpe for a number of reasons, i.e., higher building costs, because of
thn'need to hlre high-salaried expatriate personnel for installation work
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whd also require expansive adsommodations, to inetsll air conditioning aystenis
which will operate for longer periods, and to import mchlnery plus exponsivo .
inland freight rates a.nd dellberate malpractices,

"' Thepe elements in turn increase the running fipancial burden - depreciatzon
‘_and interest - por unit of output. . _

Raw materials vary in snpply and in quality. ' ' | ) ..
Industrial wages have been increasing rapidly in many Afnca:n couptrie;.

 Skilled md.ustrial workers are hard to find; where ava:.lable, they comand
much higher' ra.téa thaor unnkilled workers. A

Technicians, engineers, managers, and in mmf countriee trained seorate.ries
and clerical help are scarce. At the same time, local governments are pressing
for indigenization (sometimes called Africanization) of persomnel. Where such
& policy is sbsent or can be resisted, the only alternative - a barely more
attractive ore is to 1mport a.nd <==m;:alco:,r ha.gh cost expatriates.

Fore:.gn expatriates sometimes camnot adjust to the ineuta.ble pressures
of living in a different scciety with ite own scale o values and attitudes.

Often ~ especially around capital cities ~ foreign invesiors are pressured
into employing members of local tribes. .

In many African countries the markets are small in the first place and
fragmented further by a range of imported supplies. 4a & result, in many
cages of economies of scale cannot be achievad.

The unattractive size of many individual African markets is clearly
revegled by the following statistics: There are at present 40 soverdign
less~developed couptiries, with a total populafion of about 300 million (in

comparison non—~commnist Asia has 33 sovereign less-developed countries with
about 1 billion inhabitants). Of the 40 African countries, 27 have less
than five million inhabitants.

An undercurrent of hostility is sometimes present, despite a dountry's
protestations to the contrary because of its desire to invite foreign
inveatment. :

Political development is in its early stages, resulting in sudden changes
in government, institutions, pohc:.es, and notions about a contract's validity.

A sticky bureaucracy {whose wheels grind inordinately slowl_y) often
contradicts in practice what the State and its development plens preach.

| Corruption ia especially vwidespread in some countries.
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; There have been ¢occasional cases where duties and taxes are higher
on imported raw materiala than on imported finished goods. ‘

In some countries domestic prices have been rather unstable,
i Local capital markets aire generaliy non-esistent.

. The externsl value (and in some cases, stability) of some African
currencies has given rise for concern".

In light of the prececding extracts it may be of interest to readers to
review some of the principal financial yardsticka used by corporate analysts
to measure or rank one risk investment against an opportunity offered e¢lsewhere, -
The ollowlng data were included in the writer's prev1ou-ly referred 1o paper
"Sugy sted” Capital Investment/Proflt Guidelines".

[Strlpplng polemlcs to bare-bone essentlals, the prospective 1nvestor‘s
g0 np-go decision will probably be based -on the profit/capital investment/
risk assessment values offered by the subject proposal compared with
competxtlve opportunities offered elsewhere,

For these reasons,;u is. appnoprlate to- -explain briefly. ecertain key. £inanczal ”
toolb for’ meaaur1ng risk undertakings in any countny. ,

-1 The Ratio of Net Income to Sales {Profit Marg}n)

Keep;ng in mind "competitive opportunrtmes“ P the luse RN attract
capl#al - thip ratio provides an operating efficiency comparigon between the
subject company and others in the seme industry, in the same country or else—
where. The ratio is easily calculated: net sales are divided into earnings
e1th¢r before or after taxes. Note should be made of the amount.of reserves-
which & Gompany mey create. Unless this step is made; combarisons of earnings
may not be valid. The ratio allows the investor to detemine whether the under-
taking meets uis basic requirements of annual profitability.

2« Rate Return on iﬁvégzment

/It has been suggested that Discounted Cash Flow {DCF) or its variant
Present Value (PV) methods for estlmathg rate of return on investment be
included in project studiea, )

‘While undoubtedly a financial apostasy for this writer to by-pass
the use of this managerial sciences technigue in preliminary project appraisals,
the reasons as desgcribed seem to justify the raaectlon. P
These soph15t1caied risk ranking methods initially- 1ntroduced by a
handful of financial managers about 19955 are now generally employed by those
companies with staff- capabilities to amass and assess the 8ta$18t10a1 data

required.
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DCF and FV are based on the principle that money in hand today has
greater value than gstimated amounis of money to be received in fture
time intervals. 1In effect, both ackncwledge and measure the "time value
of money". .

A crucial underpinniug for the required caloulations is the reliability
of the ESTIMATED annual flow of cash generated by future earnings. And for
numerous types of projects scanned for possible consideration in developing
nations, the highly questionable quality of extrapolated sales and operating
coset data militate againgt the usefulneas of these technigques for investment
or ranking appraisals.

~This viewpoint was cogently confirmed by John H, McArthur, Harverd.
University.in his paper: The Use of Discounted Cash Flow in Developing.
Nations., He said "As theory discounted cash flow is not at all the ultimate
in refinement of logical elegance. Much more critical however is that one
almost always encounters very significant practicial difficulties in trying
to apply the discounted cash flow method".

"If it is sometimes difficult and hazardous to usefully forecast conditions

in these relatively ideal circumstances (US), one can easily imagine that

. these difficulties compound where the necessary professional skills and{or
basic statistical data do not exist. Notions bases on perfect knowledge

of markets, long run investment demand schedules, investment opportunity

rates, invesiment ahalyses adjusted for risk differentials, and s¢ on, would

seem utopia when viewed in this less ideal context”.

"eesa One would seem justified in observing that the practical limitations
of discounted cash flow are likely to be even more constraining in the
developing economies than they are in the economically developed nations'
If this is true, what if any practical value is there in the discounted
cash flow technique for the developing countries” {underscoring supplied).

This requirement for reliability of forecasted incoming cash streams
(as well as other coliateral data) is a caveat strongly expressed by
practically all financial managers and eminent DCF and FV proponents.

With these facts in mind a rhetorical question is posed: What practiocal
purpose would be sgerved in including such dubious risk gauges im project
studies aimed at financially skilled prospective investors?

3. Pay Back Period

Prior to the introduction of DCF and FV, the pay back period was
used widely by firms to determine the time required for estimated anmual
cash flow to fully regoup the propesed capital investment.

Depending on internal corporate yardsticks the project would either
be initiated or rejected. Its popularity was based in part on the simplicity
of calculation which is dividing the estimated fixed capital invesiment by
the average anmial operating cash flow. Thig method obviously ignores
"time vglue of money".

- . e, RSt oma =
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The writer submits that despite its limitations the method would be used
for preliminary project studles. At the least, it would enable a prospective
invaator to calculate the estimated pay back t1me 1nclud1ng hlB own probable
rev131ons o1 data supplled.

It must be assumed that a himber of those organizations with prior
investment. experience in developing nations or those contemplating such :
ventures demand higher profit margins than those obtainable in advanced nations.
Thie prerequieite +is justifistfle compensation for total risks including loss
of business opportunity for tied up capital should the venture fail to meet
financial objectives., This comment may not be applicable to national or
international financial groups whose purposes of invesiment may have overradlng
egalltarlan motivations.

Of immediate relevancy however is the fact that the early years fiox
start~up venturcs are fraught with capital requirement uncertaintiéss Thesme
can flag success or failure. Therefore, one can postulate that pay back time
ie & vidble assessement of risk (mot return on investment).

Once original capital is recovered, subsequent operations may produce
profits in line with expectations or even deficits. In the latter circumstance,
the investor's rhilosophy might be succinctly summed up as business judgement
gour but capital returned. Only loss was the profitable employment of those
fuiide in business opportunities elsewhere, ' ,

4. Simple Rate of Return on Investment

This method is {the reciprocal of the pay back period and is arrived
at by dividing the average annual cash flow by net investment. It has
the same limitations of pay back in that the time value of money is not
utilized. Tae retwm on investment is at best an approximation although
for planis with lile expectancy of fifteen or more years, the percentage
will approach thas obtnAned by the more advanced technlques.

Bregk«Even Peinte as %aleo/Proflt Gundellnes

It must be acknowl>dged that sales forecasts, proflt proaectlons and
~tables tc reach targete, constructed without in-depth examination
are coT]ect1"°Jy a cuickeend. trap of assessment. :

The break—even point aralysis would be a meaningful contrlbutlon to
moderate ihis problem.

During the initial manufacturing period the rate of product1on will be
gealed upward paced by the progress of the debugging programme. Several
months or more may be required to obtain product quality necessary for
sales acceptance. The elapsed time period will alasc be influenced in part
by the simplicity or complexity or product composition.

Sophisticated investors partiocularly when analysing high risk project
proposals of possible interest invariably sharpen pencils and recast submiited
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_ owi'all estzmtés. " Saiés 'ir'olum'e may be reduced, cost elements raised, and
estimated time to reach the profit projection extended. Capital investment
requ:.remen'ts undergo the same surgery.

Under such "real life" conditions, the investor referring to the
components of the break-even analysis can make his own adjustments in near—
term sales {units), production costs, timing, longer term sales/capacity
relationships and other elements which he may oonsider are relevant to the
level of earningm potential. :

F:Lna.nclal -Coggonents for Break-Even Analysis

Break-even analyses range from relatively simple calculations to
elaborate accounting gymastice involving variations in sales volume, price
adjustments and identification of the fluid family of variable and semi-
‘wvariable expenses,; etc. We cannot be concerned here with such exercises
in advanced cost accounting and sales/profit margin analyses. Although
undoubtedly redundant, it may be worthwhile as a refresher to touch briefly .
on the basic accounting data required for a simple break-even congtruction.

Fixed Expenses

Those fixed in amount regardless of sales volume. -{Over a long time
span fixed expenses will rise or fall reflect1ng economic or other germane .
circumstances).

Rent, rentals 9f equipment, interest, depreciation, indirect labour
insurance, office supplies, office salaries, officer salaries, selling
expenses. These 20 not negessarily constitute a complete listing of such
expenses, : :

Yariable Exvenges

Those which vary directly with sales volume, Materials consumed, direct
labour, various utilities (part of which might be considered "fixed"), repairs,
maintenance, manufac‘bur:.ng supplies, fringe benefiie on direct labour and
sales commissions.

Calculation to Establish Break-—even Sales Vélume

Step 1 Sales $100,000 1004
Less variable exps. 63,000 - 63
Contribution : 37,000 37
.. Less fixed expenses 25;000
"Net income $12,000
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Step 2 Divide Fixed Expenses by percentage of sales dollar rermaining
' after paying variable expenaes to meet total fixed ehargea
(contrlbutldn ﬂ) |

Fixed expenses 8255999 equals Break-even Volume
Contritution % 3% $68,000
Proaf Sales @ Break-even 268,000
i -~ Variables @ 63% 43,000
Fixed expenses ) 25,000
‘Total expenses . 68,000
‘ Profit none

‘As a concluding comment to this proposal, the writer believes that
foreign investors conld enhance their initial and subsequent relationships
with| African country officials by a tactful amplification of the financial
1ssufs just presented. ,

Pro 5331 4y Nationalization

An examination of the motivatiom or act of an African Government in
partially or fully nationalizing its foreign controlled business firms is not
relevant to this tract. Complete nationalization probably forecloses an

. inflow of foreigm ripk capital (as differentiated from World Bank type of.

loans) and concurrently removes the controvergial subject of Investment Climate
of that country from further foreign invesiment assessment. .

fUndoubtedly, governments which decide to. nationalize have formﬁlatéd:;;. N\
alternative domestic capital genmerating programmes to supply risk funds for
industrial expansion and new establishments. L

' Partial nationalization ~ the assumption of fifty or fiftty one per cent
mord of voting stock ownership of specific types of companies operating in the
araﬂa of "public intereet, necessity. need or benefit" may still leave the .
doon open fo industries of epecial .nterest to governmentas. For example,'

_ Zambia which acquired fifiy one per cent stock control of ita copper mines
( ial nationplization) was reported to have "signed a secret pact with j"'

- Fiat, imposing prohibitive import controls on all other makes as an inducement

to the Italian car—maker to set up ah assembly plant at Livingston" (wasweék

23/4/10).

‘1 Of prime relevanqz however to this discussion is the gensitive problem -
faced by the protaguniste. - of. calculating a "just or fair" compenaat1on to -
be d to the owners of nationalized companies. The quoted words are those
used in the Investment. Laws of many African coumbries $o "assure" foreign
shareholders that indemnlflcatlon on an equitable basis will he objectively -
con‘zdered.
| Partial or full nationalization may be a "time" posgibility for those
African countries which so far have refrained from this course of action,
But readers may condur that the prospect of industirial or services establishment - |
tak r, however indefinite, hovers as a menacing cloud over the Investment 3
Climate of 1nd1v1dual nations. ,

‘ -

1 | L o
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The writer is not qualified to amalywe or prognosticate ths latent
political; economic and social forces which may unexpectedly spur a government
" %o demand the phasing-out of foreign risk capital and associated managerial
skills, But even the remote possibility of such a drastic decieion is of
intenese concern to prospective foreirm investors however politically atahla an
inoumbent government may be at the time of initial commitment. A !

Surely partial or full nationaligation of ampecific industrial firms,
banks, and insurance companies by the Governments of Somalia, Sudan, L1hya,
Ghana, Uganda, Algeria, and Kenya during the months of May, June, July, and .
August 1970 might be a genuine case for alarm that the philosophy or contagion
of rational ownership 1n preference to foreign control could spread to other
Afrlcan countries.

Legislative machinery of a sort to render "just" or "fair" nationalization
compensation iz integral to the Constitution, Investment Laws or official
economic policies of many African natioms. But when nationaligation becomes
a reality,; the crucial and possgibly abrasive problem faced by foreign owners is
to obtain "equitable compengation" for accumilated capital investment or
evaluation of their shareholdings - including perhaps author1ty to. repatriate
furds 1mmedlaiely on settlement agreement.

The resolution of acceptable indemmification with or without recourse
to arbitration of other indigenous avenues may depend on at least two
unpredictable . factors; (1) the financial expertise of government officiale.
administering the compensation machinery and, (2) the political government
environment prevailing at the time of nationaligzation.

Comments

The vague language of "just or fair compensation' in the absence of
clearly defined guidelines to calculate the present value of capital asseis
involved is unquestionably a fertile source of negotiation and final
settlement £ ictiori, and more so in = possible hostile setting. Thie
obgervation prompts an immédiate and provocation query: It is conceivable to
structure mutually acceptable pre~commitment indemnification agreements
which will be honoured should nationalization be proclaimed.

e e bl . At AT 2

Realistically, the answer must be a limited “perhaps"., The reservation
ariges in part from an obvious inability to presage the particular circumstances
which provoke nationalization decisions and, the temper of governments at that
time toward foreign private investment. Intransigence by both parties toward
reaching an agreement on the amount of involved capital assets might precipitate
an unwelcomed and irrevocable indemnification decisions. .

o sk I i " e A

These remarks are not intended to suggest that an African government would
deliberately abrogate a legal responsibility to provide just or fair compensation.
Rather it acknowledges that final irdemnification settlement depends in large
measure on the accounting principles adopted by a company to record in-puts of
capital investment and annual profit calculation. These (prlnc1p1es)
subsequently described in brief; can be and are controvers1al issues - every-
where in the industrial world.

C s o s X
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- Whether arbitration machinery as provided for by some of the African
countriea (but what about the others) have or will yield satisfactory
compensation for foreign investors already trapped in nationalization

proceedings is a moot question. The writer is not privy to the financial outcome
in those 'fait accompli' instances. There is little room for argument however
that| the "fear" of partial or full recapture might reduce a potentially attractive
industrial commitment to ome of questionable interest to the prospective foreign
inveptor.

Logically ocur concern therefore is for:

"l African governments aggresszvely soliciting private risk capital

! for industrial installation and expansion (profit reinvestment ).

e Certainly no government can provide abgolute guarantees that

i nationalization of specific companies will not occur at some future
date.

' 2« Foreign private investors deliberating commitments in the shrinking

‘ mumber of non-nationalized countries. And as frequently mentioned,
the specire of recapture and possible adverse financial consequences
constitutes a definite deterrent to an inflow of risk capital.

In the light of these incongruent positions as previously remarked, is
it donceivable to structure and obtain bilateral adoption of corporate fxscal
mﬂadurea vhich would accomplish these objectives:

1. Alleviate investors' fears that nationalization would seriously
diminish the amount of acourmlated capital invested (and profxte)
for repatriation.

2. Pave the way for a nationalizing government to accept the financial
representations of the private company for accumulated capital
without recourse to time consuming and costly arbitration.

~ Perhaps =0, assuming governments and prospective foreign investors -
particularly the latter would be willing to accept and abide by the following
preJcommltment conditions related to corporate fiscal disclosure and indem~
nification transfer:

l. The foreign private company submit to the government full or "reasonable"
financial disclosure of its periodic balance sheet and prnfit/loas
statements. Also open its accounting records for government audit
if requested;

and in exchange

2. The govermment as its contribution readily acquiesce to payment
and transfer of a company's accumlated capital investment as
. reported in its final balance sheet, within a prompt or reasonable
time following the effective date of nationalization.
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Meny foreign investors mey take a dim view or look with disfavour on the
"disclosure™ suggestion. Most reasons at this time are valid.. Some border on
the periphery of "sharp practice". It seems appropriate therefore to discuss
briefly: (a) the meaning of full or "reasonable” djsolosure and; (b) internal

~accounting and fiscal probleme which may explain why a foreign controlled .
~ company would be reluctant to open its ledgers for goveroment sudit..

Full disclosure would require a company to submit profit and loss (and ..
balance sheet) statements detailing the accounting treatment of totsl revenue )
transactions as they downstream from gross sales through all operating, selling,
adminigtrative expenses and "reserves" {o profit subject to tazation. 1In »
effect, such a disclosure provides a vivid picture of a corporation's financial
anatoimy for the specific period under examination, But such a subpiseion is
impractical in that the antire complex of company -acoocunting books and records
would be required - obviously an uwnrealistic demand.

Partial (reasonmable) disclosure would be a digest or abridgememt of the
principal items comprising the profit/loss statement ~ and balance sheet,
Supplementary exhibitas or footnotes might detail or explain specialiged
accounting principles adopted by the company to record cost of sales {labour,
materials conswwed and manufacturing overhead), selling and administrative
expenses, creation and funding of various "reserves", non-recurring profit and
less transactions, finished goods inventory pricing practice, inter~company
purchases and sales should the involved firm be miltinational, modification of
depreciation, depletion and amortization policies, write~downe for extraordinary
losses on investmentie, fixed acsets; etc,, transfer of funds into and ocut of
earned surplus, etc. Such a report would be similar $o annual corporate
statements igen~d by United Stales companiss o shafahoiders. - N

The Problemg of Digclosure

Comment s

" Simply stated, supvliers of risk capital whether in the form of
collateralized loana, stock participation (equity) or & combination of both
expect (and will insist) that annual earnings flow from an undertaking will
be adequate to: ]

1. service dett {(interest charges) and liguidate loane within
scheduled maturity dates '

and

2., provids & rate of return on equity investiment commensurate
with the degree of risks involved.

To ensure thcge objectives, capable management whether in Africa or
elsewhere ig duty bound to adopt all legal fiscal and accounting techniques
which will chelicr carnings from possible confiscatory, excesaive, or
unwarranted tax~iion. And it is precimely thia obligation which underlies the
complex problem of finazcial disclosure.
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It is acknowledged in the United States financial -and accounting
professions that a company has various acceptable accounting options to report
the amount of income earned. for any given year. How can this anomaly be
explained and what bearing does it have on the issue at hand - corporate
financial dissclosure for Africah Governments.

. Adequate response to the first question would requiré an accounting
(dissertation far beyond the scope of this paper. However, a few key components
'of a typical United States manufacturing profit/loss statement are scanmed
briefly to illustrate how accounting treatment can on a given amount of sales
produce a plus or minus 1mpact on the amount of reported earnlngs

1-
. At the outset it must be emphasized that-American aecuuntlng rules (and
most likely in other advanced industrialized ccuntrles) have been construcbed,
modified and iupgraded with twofold objectives: :

l. to permit a company to measure, monitor and continuously enhance
‘ profltabalzty and corporate flnan01al 11qu1d1ty,\

2. to record various operating, sales, administrative expenses as
well as additions to or deductions from capital assets in a
manner which legally conform to Government, State’ and‘mﬁnc1pa11ty
tax laws but concurrently justifiably minimize taxable income.:

Item 2 may appear to contain nuances of deliberate corporate subterfuge -
to mulct governments from rightful tax payments.  No so. Most if not all fax
laws promulgated by federal governments and subordinate taxing agencies
generally are a maze” of 1ntr1cate languagé and deflnltlons ~ thereby opening
the door to controversial interpretive values.  In the United States for
example, most corporations of. size~either maintain in-house tax experta or resort

to independent tax consultants for- guidance in the preparation of figcal

returna.

Some eéxamplés and footnote explarations of "adjusted" earnings
reported by leading U.S. companies are shown:

International Minerals &

AndrsoraClaytofr . Chemicals
Year 1970 1969  Year 1970 1969
Revenue (mlns) 639 .08 503.82% Revenue {mlns) 505.93 504.63
Profits " 12.37 6.43 Profits " 4450 3, 10%
Per share . . 3.83 1.97

Per share ‘ 0,22 - 0.09

* Based on results for 11 months
ended June 30 due to change in
accounting.

* Before extraordinary charge of $23.7
million which resulted’in a net 1OSB
of 320 6 million,
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Keystone Consolidated Zapata Norness Inc.
Year. .. . . .1970 1969 Their quarter 1970 ) 1969 ‘
Revenue {mlns)305.16 183.21 Revenue (mlns) 52,6 46.8
Profits " 3.97 4.67T* Profite n 2.30 3.50
Per share 2.11 249 Per ghare Q.41 0.73% L

% Includes extraordinary gain of * Restated by Company. : -
'33212000. ) . L3

Tax laws are not adequately precise to cope with the myriad changing
economic and technical circumstances which affect profit generation and capital
agset values. Thus in the United States the federal tax courts have heavy
calendars cof corporate claimants seeking relisf from adverse decisions rendered
by local federal tax examiners.

Now to a few oversimplified examples of profit/loss reporting which,
depending on the accounting treatment, add to or subtract from earnings subject
to taxation.

Pricing of Inventories (raw materials, components, etes) .

The calculation of "cost of sales" includes labour, overhead and materials
consumed. Because of significant price changes for purchased materials consumed
in the manufacture of finished product, companies can opt either for last in,
first out method (LIFO) or first in, first cut method (FIFO) for year and
inventory pricing. Under LIFO items of inventory value are thus computed
by .asfaming that. goads on hand are those most remotely parohased and
are valued at the succesively mosi remote purchase prices. In contrast under

. FIFO rules, items of inveéntory used are priced out at the purchase price of the
oldest batch in stock, then the purchase price of the next oldest batch and
S0 On. Inventory value is thus computed by assuming that goods on ‘
hand are those most recently purchased and are valued at the successively
latest purchase prices. ‘ ‘

Thus, cost of sales ~ the first deduction from net revenues (sales) may be
upward or downward depending on the inventory evaluation method used.

Depreciation

Bookkeeping charges for depreciation particularly in medium and heavy ;
manufacturing, transportation, and technically oriented industries can and |
usually do exert a significant impact on reported earmings. In the industirialized
countries governments acknowledge the necessity for providing reéalisfic
depreciation schedules. Company managements therefore can employ depreciation
schedules compatible with assumed 1life expectancy of the fixed or movable
assets,” But it must be realized that capital assets have a life usagc far
greater in temperate zone areas than that in countries where extended periods
of humidity and rainfall rapidly damage machinery and equipment of all types.

Moreover, in this age of accelerated technological achievements, some manu-
facturing equipments and processes undergo rapid functional obsolescence.

lli'lllllllllIlllllllllllllllllllIllllI-uI-lllll-llllll-l-IllllllIIII----III-I-IIII-IIIIIIIII-
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| Therefore, ‘the United 'States companies have a choice of some twelve
netHods for depreciation of dssets. The most popular are straight line, sum
of the digits, and double‘declining balance., The last two methods allow a
con to charge off almoat fifty per cent of the investment within about the
half expected 1ife of the asseis where by using straight line, the
asséta are depreciated at a ﬁxed rate over the complete expected life spane

Thus, it is evident that ra.te of repor’ced ea.rnlngs subject to taxation’
will be higher or lower depending on the deprec1a‘t10n schedule adopted.

Res arch and Devélopment (R & D)

Of keen interest to African Government offic:.ala is the prospect, however
min te at this point in time, of indigenous African company managements

. initiating industrial R & D efforts. R & D is a mandatory activity for a

‘bro range of companies manufacturing durable, semi-durable and even consumers

 goods. R & D improves the quality of existing product, cute production costs,

a.nd most 1mportant spawns a wide range of en‘hlrely new products.

Is this commentary pertlnent to Afrman related corporate dlsclosure,

‘ ﬂa.ccbunt:.ng procedures and taxable 1ncome'? Indeed so.

American companies (a.nd perhaps those in other countries as well)‘ can

. elept two methods for treating (accounting-wise) R & D expenditures. By onme,

funfis for R & D are expensed out fully in the year in which they occur; the
ot_hbr accounting procedure is to amortize or spread out B & D outlay for

a specific number of years. The option usually depends on the nature, the
t'eaﬁica.l involvement, and the amount of funds allocated to the programmes.

As is evident, the election of full expensing within a given fiscal year

will lower income subject to taxation whereas by amortizing, amnual earnings

will be reported at a higher level.

This brief R & D reference may be and probably is academic to disclosure
:f‘o:n African companies. But there is an outmide possibility the foreign
confhrolled company may correctly assess a portion of its headqua.rters R&D
xqenda.tures on either basis to costs of operating ite African undertaking.
African fiscal officials, unlese aware of this practice, may deem such
d'e ictions as unacceptable debits against taxable earnings.

' The preceding examplses of profit; adjustment are determined by corporate
acdounting policies - in a sense therefore controllable. But as astute
managements are painfully aware, there are dozens of internal and external
administration, production end sales activities which singly or collectively
can and do destroy the most sophlstlca.ted proﬁtab:.lity and corporate liquidity
prq;jectlons.

Operations in developing nations are particularly susceptible to a
digooncerting array of expenses « 1ifficult to predict and control. It would
be almost impossible to catalogue the avariciocus and pernicious expense sponges
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which suck up antiocipated profits. But a few, particularly prevalent would be:
labour turnover and absenteeism, production inefficiency and associated raw
materials wastage, inordinate intgrruptions in production line output, experses

of machine ‘down time, unanticipated shortages of processing raw materiale or
components, ‘paucity of semi-gkilled and skilled persommel and effective "communioa~
tions" between company and government agencies in instances where official
permission is scught to undertake or complete some Epeciflc profit generatich

: aot1v1ty. ' : .

As is evident, a government "audit" of the corporate profit/loss report
to comply with "reasonable disclosure” requires highly oriented industrial &
accountanta or flacal officers to assess impartially the -submitted.earnings
statemants. : . , ,

And in the 113ht oft mutual heneflts whlch mlght emanate from the “rehsonable
disclosure" proposal, African administration might lock with favour on implement=—
ing their financial ministries with such skilled personnel. Their services would
be exiremely useful too in examining foreign as well as indigenous company
earnings subject to government taxation. Perhaps their most vital contribution
would be to participate in analywimg a foreign corporation's claims for" "accumu
lated capital investment" for indemmification or establishing an equitable value
for relinquished stOck ownersh1p should nationaligation occur at some subsequent
date. :

Surrounding uncertainties (legal, political and financial interpretation)
which may militate against obtaining a "fair deal"’ for a reasonably prompt
return of invested capital or realistic appraisal and payment for forced aale
of stock control haunt foreign investors in nationalization proceedings.. MNoat
certainly, this apectre of possible industry recapture tends to subdue the. -
euphoric picture of Investment Climate painted by non-nationalized countries.

The hard core of nationalization dissension ~ confronted by the foreign
company ~ are the controversial ingredients of the corporate balance sheet
which reflect the accumulated record of "invested capital” or net worth subject
to indemnification. We thus turn our atten‘b:.on to company accounting policies
which influence several key items makang up the aggregate of {otal or net
assets (net worth).

Aa in the case -of the corﬁorate profltfloss statement, management accounting
policy must take into consideration and act on fiscal events occurring during
‘the year which may add to oy pubbraci from realxzdble assets, DSome example
follow- , . :

'i 1. Régligﬁi@ writesoffs of possible accounts receivable bad debts.

2. Loéses or gains or 1iquidation of fixed or moveable asssts.

3. Significant changes in defPeciation, depletion or amortization methods.

4. Write-ap or write~down of fixed';qsets.
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Se Creat:on, additions to or deductlons from various typee of reserve
accounts,.

6. Up or downward price adJustments for "current asset" inventory
eva;uatlon.

7. Inclusion, write-down or elimination of '"good will"; a balance sheet
item usually arising from acquisition of cother companies or a presumed
asset mirroring established trade names, etc.

8. Amount of dividends paid to shareholders.
BQ Amount of éarﬁinga expatriated prior'to Year and cloging of fiscal books.

lb. Amount of earnings re'ta:.ned. within the 'bus:mess (shmm as earned
' gurplus).

It is pertlnent to mentlon that items 8; 9 and 10 are governed first by
generated earnings and second by a company 's attitude toward present and
foresieable risks (Investment Climate) ~ particularly as applied to "expansion
by reinvestment of profite". Tangential to this particular discussion but
nevartheless vital 10 pre-investment decisions are the tax rates a government
imposes on earnings follow1ng termination of "tax holidays" and other cohceéssions.
Thua a8 a com approaches expiration of its "holiday" it must take whatever
defenpive action is legaI;I posgible — through its interpretation of‘a.coﬂntry*l
taxatpon laws - to minimize the impact of imposts on earnlngs.

The latter issue complicates the problem of '"reasonable dieclosura" but
one whlch might be resolved by viable communications and co-operation between

government officiale, skilled in corporate accounting and taxing laws and.

regulationg, and corporate fiscal management. And in referring to "sk111ed
corporate accountante" one must acknowledge that each industry e.g. mining,
oil exploration, extraction, and refining, heavy, medium and light manufacturere
of dufrable and aem1—durab1e goods, consumers merchandise, service companiea
mich hs banking and insurance follow accounting procedures which are compatible
to trade practices of the respective industries. Therefore; it is readily
appreciated that government fiscal examiners musi possess an industrial
accounting versatility in order to render "jugt and fair" appraisals of prof1t/
loss and balance sheet statements submitted under the "reasonable disclosure"
propopal.

Should the fiscal staff lack the balanced Maudit" experigpe suggested
here, a solution with far reaching benefits would be for a government to conmtact
for such services with an international account1ng firm for a specific periocd.
During that time, the African staff would be taught the methodologies for
analysing in-depth foreign company fiscal statements. In this manner the
Afri fiscal staff would acquire an "audit" accounting experience useful in

(1) praising pre-commitment financial programmes submitted by the prospective

invedtor and (2) a continuous evaluation of the tax returns of all foreign.
contriolled ard joint venture establishments. Other foreseeable derivative
benefits might be these:

oy e —— a s
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1. The fore:.gn firms (and joint ventures comh:.nes) would exercise

greater 'caution' in 'expense' accounting

and

2. Because of such mcaitoring, & government'’s tax revenues from all

entarpriges, both domestic and foreign, might be significantly “
enhanced. , . |
The underscoring of CAUTION IN EXPENSE ACCOUNTING opens the daor to the "

relevant but extremely sensitive subject of accounting malpractices - a
euphemiam for world-wide business chicanery. As a Time magazine two page
eagay observed some time ago, pay-offs, kick backs, and bribes under various
disguises are particularly prevalent in developing nations. Like outlawed
prostitution, such insidious practices, however gewere are the legal penalties
with exposure and conviction, cannot be terminated for any protracted period.

The motivations a.nd'techniques are far too complex for even a cursory
commentary. But because of their downward impact on reported ea.m:.nga and
balance sheet values; a few are worthwhile noting as below, ,

Obviously, it requires highly skilled a.ccounta.nta to detect these types
of tax evasion subterfuges. Most assuredly these brief remarks must not dbe
construed as a blanket indictment against all foreign controlled companies.
Umiema.bly,, there are pumbeéis WhHo regard "'sharp practice" as a necessary and
accepted modus operandi for conducting business in a-high risk environment.
Thus it becomee the obligation and résponaibility -of the African accounts to
be well versed in this type of profit reporting.

A Few Questionsble Accounting Practices

1, Over—- and u.nder-—:.nvo:.czng for initial and subsequent capital
equipment materials and. supplles.

2. Excessive cha.rges for paren'L compaliy administrative expenses
allocated o the foreign operation. .

3. Establishing either hn.gh or low prices for inter-company purchasea ‘ :
end sales. _ ' ‘

4. Payment of dividends unwarranted in relation to the amount of annual
earningsg - in effect, milking the assets.

We camnmot conclude thls chapter of rea,sonable disclosure on such a miasmic
note. Enlightened and progressive company managements contemplating long-term .
investments aware of the basic need to become "good citizens" of the host i
country undoubtedly new to acceptable accounting practices. B :
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. In summary then, the reasonable financial disclosure is nothing more
than a "give and take" equitable commitment. Both protagonists should derive
mﬁ:ningful benefite by fulfilling commitments entered into at the time of
initial and subsequent investment. And, mutual understanding and trust should
encourage the foreign company to view African Governments eagerly sought
rainvestment of earnings in expansion with the same fiscal security as exists

in their own countries.

Finally, as earlier mentioned, the adoption and ultimate success of this
proposal will depend in part on the accounting capability of African fiscal
officers charged with the responsibility for monitoring the financial activities

of the foreign company.




