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PREFACE

This first publication in the Monograph Series on African Development Issues and Policies
contains the main contributions of an ad hoc expert group meeting on the Revitalization of
Investment for Africa's Development held at ECA headquarters in Addis Ababa, Ethiopia
from 29 November to 3 December 1993. The meeting was sponsored and organized by the
ECA Socio-Economic Research and Planning Division. This publication presents the
proceedings of the conference: part one comprises the papers presented at the meeting; part
two consists of the report of the meeting.

,

v



AFRICAN DEVELOPMENT ISSUES AND POLICIES

INTRODUCTION

Investment decisions on efficient resource use and allocation often playa catalytic role in the course
of economic development and structural transformation. One of the major factors behind the sluggish growth
of GDP in many African countries today is the poor investment climate and performance. and the inability
to significantly raise investment ratios and levels. Investment growth has not only slowed down in many
African countries, it has actually declined in some cases. Gross fixed capital formation for the African
region declined from $US71.4 billion in 1988 to $65.4 billion in 1991, and is currently. as a percentage of
GDP, 19.1 per cent, well below the developing countries average of 24.4 per cent and the 31. I per cent for
Asia. This state of affairs with respect to the process of capital decumulation in Africa is particularly reveal
ing of the fragility of the capital base in the region.

Attempts to generate the required resources, both internally and externally, for Africa's development
have not. in themselves been any more successful; rather they have been disappointing. The share of gross
domestic savings in GDP in Africa has declined, from 18.6 per cent at the beginning of the 1980s to 17.4
per cent at the end of the decade. While this has obviously intensified the necessity to rely more on external
resources, it has paradoxically come about at a time when net resource flows have been declining steadily,
from $26.2 billion in 1989 to $23.8 billion in 1991. The United Nations New Agenda for the Development
of Africa in the 1990s (UN-NADAF) estimated the minimum net aDA requirements continent-wide as $30
billion in 1992, and for this to grow thereafter, it will grow by an average rate of 4 per cent per annum for
the rest of the decade. As it has turned out. however, the first three years of UN-NADAF have witnessed
no meaningful increase in the level of resource inflows to Africa; official development finance had actually
declined in real terms: $25.7 billion in 1990, $24.6 billion in 1991; and only in 1992 did it rise to $26.3
billion.

The debt overhang and the weak modalities for Africa's debt relief have deprived many of the coun
tries of investment resources for development. Africa's debt service ratio doubled between 1978 and 1990,
but the continent has been able to service only about two-thirds of its debt. As a result, arrears rose from
$1 billion in 1980 to $14 billion in 1990, even after rescheduling. In spite of the debt relief provided under
the Toronto Menu of Options, the Trinidad and Enhanced Trinidad Terms and the many re-scheduling that
Africa has benefitted from, the debt stock has grown five-fold since 1983, with only $12 billion written off
by the continent's major creditors.

It is increasingly clear that the existing pattern of investment and resource allocation in Africa has
been far from conducive to the continent's development and transformational needs. Africa continues to
suffer from a chronic food shortage, an undeveloped infrastructure and a disjointed industrial base. The
average allocation to agriculture has for over a decade now been about 8.0 per cent of total public invest
ment, well below the target of 20.25 per cent set by the Unit.!a Nations Programme of Action for African
Economic Recovery and Development, 1985-1990 (UN-PAAERD). Available data indicate also that a high
level of defence spending continues to prevail in Africa, and that average military and arms imports as a
percentage of total imports is significantly higher in Africa than in East Asia and Latin America, even today.
Defence expenditure is on the increase in many African countries and declining in only a few, given the
political conflicts and civil strife that have engulfed the region.

Since African Governments and people bear the ultimate responsibility for the development and
socio-economic transformation of the continent, there is need for a redoubling of efforts at efficient domestic
resource mobilization and utilization, especially through savings and productive investment. Here, the major
problem is in the weak and declining capacity to generate and efficiently mobilize domestic savings in most
African countries. The revenue effort, as measured by the average tax ratio, is comparatively higher in
Africa than in other developing regions; 23 per cent compared to 16 per cent in East Asia and 12 per cent
for South Asia. However, the dependence of African countries on a narrow tax-base tilted heavily towards
indirect taxes on international trade is such that government revenues often fluctuate widely with movements
in export receipts, and losses are suffered in export receipts due to falls in commodity prices.

vii
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Also, the stagnation and decline in output on the continent and the limited revenue productivity of
taxation in general constitute severe impediments to the mobilization of domestic resources, as is the rela
tively underdeveloped nature of domestic financial markets and intermediation process in most of Africa.
And this is why the adoption of innovative approaches to broaden the tax-base and other sources for domestic
resource mobilization must be seen as an important and urgent goal in Africa in the 1990s. This is the more
pressing since, in the competition for foreign direct investment (FOIl, Africa has lagged behind other
developing regions, given its generally inattractive investment climate.

Africa today is only able to attract 2-3 per cent of the total FDI flows to the developing countries,
even though FDI is often the vehicle for the transplantation of new and advanced technology. managerial
and technical skills. To attract increased FDI, it is absolutely essential that African Governments create a
more favourable investment climate with a well-structured institutional and policy framework conducive to
private investment. Indeed, in the face of mounting external debt obligations, African countries, more than
ever before, need to rely on foreign direct investment and equity capital as a vital supplement todomestic
investment. For this, macroeconomic, economic stability and economic reforms will by themselves not be
sufficient. important as they may be for the removal of distortions in the incentive structure and the
encouragement of efficient resource allocation and use. They must be coupled with political reforms if an
attractive investment climate is to be created in most African countries.

viii
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AFRICAN DEVELOPMENT ISSUES AND POLICIES

CURRENT ISSUES IN THE REVITALIZATION OF
INVESTMENT FOR AFRICA'S DEVELOPMENT

Staff of ECA Socio-Economic Research
and Planning Division

I. INTRODUCTION

1

1. Economic growth as an expansion in the macro-capacity of an economy is basically a function of
the distribution of current resources between the satisfaction of present and future needs to achieve sustain
able growth and development. The formation of trading blocs, the down-sizing of aid budgets of major
donors, decline in foreign direct investment and, the diversion of resources from developed countries to the
transition economies of Eastern Europe, are all critical elements of the present development environment that
are expected to determine the availability of resources for Africa's development in the 1990s. In the face
of current and anticipated resource crunch as well as the bleak prospects for the generation of domestic and
external resources, these issues present a difficult choice for African Governments, relating to their capacities
to effectively mobilize and efficiently allocate and utilize investment resources for the region's development.

2. In the 1980s, African economies were characterized by unstable investment environment that featured
substantial declines in productivity. Gross domestic investment as a percentage of gross domestic product
(GDP), declined from 23.9 per cent in 1980 to 19.2 per cent in 1986 and 17.6 per cent in 1989. The declin
ing trend of output and investment was correlated with stagnation in gross domestic savings. As compared
with a savings ratio of 24 per cent achieved in 1980, the gross domestic savings - GDP ratio averaged 16
per cent during the period 1986-1989.

3. The review and evaluation of the implementation of the United Nations Programme of Action for
African Economic Recovery and Development (UN-PAAERD), showed that the year-to-year growth rates
of GDP were erratic and that the average rate of growth in output of the region was only 2.3 per cent per
annum in 1986-1989. Per capita GDP fell by an average of 0.7 per cent per year and was lower at the end
of the programme period than at the beginning.

4. The low per capita incomes have meant very low domestic savings resulting into .low investment
rates in the region. Investment growth slowed down in Africa and actually declined from 1979 onwards until
the mid-1980s when it bottomed out. However, estimates of investment ratio as percentage of GDP for sub
Saharan Africa was 19.8 per cent in 1991 but fell to 19.1 per cent in 1992. Relatively, this ratio is well
below the average for developing countries, at 24.4 per cent, and far below the average for Asia, at 31 per
cent.'

5. Behind these stark statistics, were the severe impact of cuts in public spending which affected public
investment in infrastructural and social services. Gross domestic investment was also affected by the
negligible inflows of foreign direct investment. Private foreign direct investment (FDIl is currently only 9
per cent of the GDP of sub-Saharan Africa. Additionally, various forecasts point to the possibility of a
global shortage of capital in the 1990s, which could yield increases in real interest rates on international
financial and capital markets. Such a possibility will severely limit the access of debt-distressed African
countries to investment funds.

6. The sense of optimism that was generated by the international consensus on UN-PAAERD has turned
out to be illusory as the 1990s progress and as external support for Africa's development falls far below
expectations. African Governments are now increasingly focusing on a more realistic approach to the
attainment of rapid economic growth and poverty alleviation. A key element in this approach is the effective
mobilization and efficient use of available resources. There is no gain saying that to achieve this, Africa
has to ensure a more stable macroeconomic environment which is a prerequisite for a high rate of investment
and strong growth in total factor productivity. Such an environment has to exhibit low inflation, sustainable

IMF. World Economic Outlook, Interim Assessment, January 1993.
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u.

fiscal balances, low but positive real interest rates, a compatible and relatively stable exchange rate regime,
a viable balance-of-payments position and above all, political stability.

7. The first three years of UN-NADAF' have not witnessed any meaningful economic recovery in
Africa let alone the creation of an enabling environment for the structural transformation of the continent,
notwithstanding, the commitment of countries in the region to political reforms and their serious efforts at
implementing stabilization cum structural adjustment programmes. Growth in real output and per capita
incomes continued to fall. For developing Africa, the growth rate of overall regional output moved from
a level of 3 per cent in 1990, to 2.3 per cent in 1991 and down to 1.5 per cent in 1992.'

8. The New Agenda stipulates that African countries should aim at an average annual growth rate of
real GNP of at least 6 per cent over the course of the 1990s, for which an estimated minimum of $30 billion
in net overseas development assistance (ODA) was required in 1992 alone, after which the real net ODA
was to grow at an average rate of 4 per cent per annum. For sub-Saharan Africa, net resource flows (at
1990 prices and exchange rate) has declined steadily since 1989 from $US26.2 billion in that year to $23.8
billion in 1991.

9. While there are several explanatory factors for the region's poor performance and, the inability of
the countries to generate recovery, one crucial factor is the process of capital decumulation in the region.
Most analytical models of economic growth and development indicate that the achievement of desired levels
of growth requires steady increases both in the domestic capital stock and the efficiency with which it is
utilized. Since investment is an essential ingredient of growth, the low investment ratio in the region has
contributed to the deterioration in the African economies, and recovery of investment must be seen as crucial
to a long-term improvement in economic performance in Africa.

10. Alongside the UN-NADAF growth target and estimates of resource requirements, the World Bank
has suggested that African countries should increase their domestic savings by 50 per cent to support a GDP
growth target of 4 to 5 per cent in the 1990s. As will be seen in this paper, such domestic savings effort
is beyond the possibilities of most African countries. The Bank further projects the annual nominal external
financing required, before new debt relief, to be around $29 billion by 1995, an equivalent of 15 per cent
of the GDP of sub-Saharan Africa. The $29 billion consists of $11 billion to cover the trade deficit to allow
for sufficient imports; provisions to increase foreign exchange reserves by some $2 billion and $14 billion
of debt-service. obligations: Judging from the trends in resource flows in the past three years, including
those associated with debt-relief measures, and the continued adverse terms of trade, it is doubtful whether
such a level of external financing can be obtained to support the GDP growth rate of 4 to 5 per cent pro
jected by the World Bank, let alone the 6 per cent growth target of UN-NADAF.

II. ECA's perspective on long-term development' perceives a critical role for investment and its optimal
utilization to attain the agreed long-term development goals of the continent. To achieve a steady 5.7 per
cent rate of growth throughout the period 1988-2000, the rate of growth of investment must rise by 9 per
cent yearly and the investment ratio must be raised to and sustained at 30 per cent. Concurrent measures
need to be instituted to ensure raising the efficiency of capital. Raising the savings ratios to 20-25 per cent
of GDP is a necessary condition for the sustainance of the GDP growth rate and the maintenance of
economic stability.

United Nations, The United Nations New Agenda for the Development of Africa in the 1990s (UN
NADAF).

ECA, Economic Report on Africa, 1993.

4 World Bank's Mr. Jaycox's comments on Africa's external finance in the 1990s. GCA Advisory
Committee Meeting, Kampala, 2-9 May 1992.

Beyond Recovery; ECA-Revised Perspectives of Africa's Development 1988-2008. ECA document
E/ECA/CM.14/31.
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12. With all economic arguments properly addressed,.the African region can considerably reduce its
dependence on foreign sources of supply for food and energy, basic industrial products, transport, trade and
human resources. The food self-sufficiency ratio would then rise from its present level of 75 per cent to
90 per cent in the 1990s. Similarly, the intermediate goods subsector will assume a more acceptable degree
of self-sufficiency and the interdependence of the economy and Africa's external competitiveness will be
greatly enhanced.

13. In recent years, a distinction has been made in development economics between physical capital,
human capital and organizational-institutional capital." The latter two categories, known as "indigenous
capabilities", have fallen short of their potential in the region. However the problems, issues and modalities
for their development have been adequately articulated in current regional development strategies. The
.Khartoum Declaration, for instance, argues that Africa's long-term development prospects will depend on
a significant strengthening of the region's capabilities to develop and adequately utilize its human resources."
The general consensus on indigenous capabilities is that the region must produce its own technicians,
engineers, scientists and managers. as well as develop appropriate institutional and administrative
capabilities, if Africa is to meet the challenges of the twenty-first century.

14. This background paper therefore focuses primarily not only on the financial requirements in the
context of the revitalization of investment for Africa's development in the 1990s but also on a cross-section
of issues related to the mobilization and efficient utilization of adequate domestic and external resources to
finance investment in Africa.

15. The paper is divided into five sections. In addition to this introductory part, section 1/ gives an over
view of the resource environment and a brief analysis of patterns of resource allocation in Africa. Section
III presents a synopsis of the current situation of trends in domestic savings and investment and raises some
issues relating to the enhancement of the revenue-base and other measures for the mobilization of domestic
resources for the financing of investment. In section IV, an attempt is made to analyze the trends and
prospects in foreign investment flows and its importance in Africa's development process. Section V dis
cusses the rationalization of investment policies which sets the policy framework for a perspective on the
development prospects in Africa in the 1990s and beyond.

II. THE INVESTMENT CLIMATE, PATTERNS OF RESOURCE
ALLOCATION AND THE RESOURCE ENVIRONMENT

16. A major factor in the decline of GDP has been a shortage of investment, both foreign and local,
in many African economies." In absolute terms, total gross domestic investment in the 45 sub-Saharan
African countries (including Nigeria) was $45 billion in 1989 or about 5 per cent of the total for developing
countries, while the five countries of North Africa absorbed $38 billion in the same year' The low volume
of investment can not only be explained by the inability of most African countries to raise adequate levels
of domestic savings for investment, but also by the unavailability of external resources, all of which are
affected by the investment environment.

,
UNIDO, Industry and Development, Global Report, 1992/93.

See; The Khartoum Declaration - International Conference on the Human Dimension of Africa's
Economic Recovery and Development - Khartoum, Sudan, 5-8 March 1988.

ECA, Strategies for financial resource mobilization for Africa's development in the 1990s
(E/ECA/CM.19/5), 18 February 1993; and World Bank, Adjustment Lending Revisited. Policies to Restore
Growth (Washington, D.C.: World Bank, 1992).

9 World Bank, Global Economic Prospects and Developing Countries, 1992.
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A. The investment climate

17. Three sets of factors determine the investment climate in a country. The fundamental ones include
the political system and the general health of the economy. The second category includes the macroeco
nomic framework and hroader incentives through trade, interest rate and credit policies, price, wage and
lahour regulations, and the pattern of resource allocation. The third relates to the specific incentives pro
vided by the government in order to promote sector and economy-wide investment. These factors affect the
investment climate through their effects on the availability and prices of inputs and outputs, as well as the
environment in which production takes place. However, since the second set of factors are adequately arti
culated in current regional development strategies and policies, the focus here will be on a brief overview
of the fundamental factors and the investment incentive regime.

18. Africa's economic and political environment presents one of the major challenges that the region is
facing. The region is facing an economic and social crisis characterized by famine, malnutrition, high rates
of unemployment, refugees, and abject poverty, compounded by serious political problems, including civil
strife. Political instability, complicated formalities, slow responses of governments and corruption are major
factors that influence investment decisions.

19. As discussed earlier, the performance of African countries has slipped backward over the years and
continuing uncertainty regarding a stable macroeconomic environment has deterred investment. One basic
problem affecting investment decisions in Africa is the lack of large markets. Domestic markets in Africa
are small and fragmented. The chronic and persistent shortage and restrictions of foreign exchange transfers
are also considered as serious constraints facing investors in Africa. The problem of foreign exchange
shortages means that essential inputs and spare parts cannot be imported which makes existing plants to
operate well below capacity. Infrastructural facilities are not properly maintained. Foreign investment is
not encouraged when such conditions prevail, instead, disinvestment takes place.

20. The situation has been further aggravated by the increase in external debt stock, with a debt-servicing
ratio of well over 40 per cent. In such circumstances, foreign investment is discouraged because of uncer
tainties regarding remittance of profits and the need to meet the necessary import requirements of enterprises.

B. Investment incentive systems

21. Apart from political stability, the most important influence on the investment environment are the
incentive systems in host countries. During the past three decades African countries have taken various
policy initiatives to influence the level of domestic and foreign investment. These policies are embodied in
investment incentive codes, which are basically designed to give investors assurances and guarantees against
risks as well as the provision of a variety of other benefits.

22. Investment incentive codes feature a wide-range of measures among which, tariff concessions are
perhaps the most important. Materials and equipment imports of beneficiary enterprises in many African
countries are often exempt from import duties for a period of between five to ten years or longer. In
general, export incentives, including export development funds, duty rebates, preferential tax treatment on
export income, export subsidies, free trade and export processing zones, domestic sale concessions in return
for export performance, foreign exchange credits and export insurance are measures widely used.

23. For industrial investment, the most common incentives are tax concessions, for example, tax holidays
which exempts enterprises from income and other taxes, for a period of five to ten years. The "holiday"
can last for up to IS years and 25 years as in the Niger and Cote d'Ivoire, respectively. Provision of acce
lerated depreciation is also made to allow enterprises to write off the costs of their capital equipment against
their gross revenues, thus lowering risk and increasing liquidity. Another important measure is the reinvest
ment allowances which exempts investment income from corporate income tax.

24. Alongside these investment incentives codes is the development of infrastructural and other economic
services, since tax incentives in themselves may not be effective if these services are inadequate. Roads,
railways and ports, electricity, telecommunications and water supply have an important bearing on expected
profits from investment. Many African countries have created industrial estates where investors can buy or
lease land with appropriate infrastructural and other services. For instance, in Cameroon, the Industrial
Parks Authority (MAGZI) develops and provides land at below-market prices to investors. To promote

•
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regional dispersion, Kenya uses"mini-estates" in small rural towns which have better incentives relative to
those provided to enterprises in the cities. In Swaziland, the Swaziland Industrial Development Company
(SIDCO) provides assistance to investors in identifying, financing, implementing and managing projects, and
provides equity capital of at least E5oo,OOO.

25. Interest rate subsidies are widely employed to promote certain types and sectors of investment. For
example, central banks set lower discount rates in order to encourage investment in small-scale businesses.
Such a policy is implemented in Botswana and Swaziland to encourage domestic borrowing by the private
sector. Generally, investment codes contain policies on the repatriation of profits and foreign exchange
regulations. Available foreign exchange are usually allocated according to certain criteria including special
rate for some enterprises, such as the free funds rate in Nigeria.

26. Capital consumption allowances and tax holidays are also provided. Any investment that is accorded
a "pioneer industry status" can claim an initial depreciation allowance for an asset in its first year of use,
in addition to the usual annual capital depreciation allowance. The allowance ranges from 5 per cent for
buildings, excluding industrial expenses, to 25 per cent for plantation expenditure. The usual depreciation
allowance generally ranges from 10-15 per cent. Tax holidays of 3-5 years are granted to "pioneer indus
tries". Tariff rates of up to 500 per cent as well as quantitative restrictions are imposed to protect domestic
industries.

27. A complete review of the incentive system is necessary when investment continues to decline at an
alarming rate. Such reviews may include an analysis of the impact of tax concessions, minimum wage and
employment legislations, interest rate policies, and policies on the repatriation of profits and foreign
exchange transactions. For instance, tax concessions, interest rate policies and accelerated depreciation
allowances may tend to make the cost of capital lower than that of labour. They will also tend to favour
large rather than small- or medium-sized investments; thus encouraging large capital-intensive projects.

28. In many African countries, the infrastructure and services even in the industrial estates leave a lot
to be desired. In some countries, firms install back-up generators, if they do not provide their power needs
entirely. The inadequacies of resources available with demand from competing priorities has limited public
spending on the development and maintenance of infrastructural projects. This acts as a disincentive to
investors who require efficient services to maximize the profitability of their businesses. Also policies on
the repatriation of profits need to' be reviewed so as to provide access for investors to acquire foreign
exchange resources.

C. Patterns of resource allocation

29. The patterns of resource allocation are important in affecting the amount and direction of capital
stocks and investment flows. An initial pattern may serve as a guiding post for future investments. In the
case of public investment, it may be indicative of the sectors of development priorities andlor the importance
of infrastructural development.

30. The disaggregation of the data into capital and recurrent expenditure would have been more illustra
tive of the biases of government spending on productive as opposed to non-productive investments.
However, as table I-I shows, government expenditure allocations in 1990 were: education 14.9 per cent;
agriculture 7.9 per cent; health 5.1 per cent; economic services 26.4 per cent; general public services 19.9
per cent; and interest payments 15.8 per cent. Some basic issues are discernible from this pattern of
resource allocation. First, general public service expenditure accounts for the largest share of total govern
ment spending, which implies that the bulk of national budget is allocated to recurrent expenditures other
than on development. Second, is the high level of defense spending in African countries. Available data
indicate that the average arms imports as a percentage of total imports is higher in Africa than East Asia,
Latin America or North Atlantic Treaty Organization (NATO). On the whole, defense expenditure rose in
Africa from 10 per cent to 12.1 per cent between 1985 and 1990, rising in 18 countries but declining in only
seven countries. This trend is due largely to the continuing political conflicts and civil strife in the region,
which have encouraged the diversion of resources from investment to military purposes. Third, is the huge
resources required for debt-service repayments of African countries. In 1990. 15.8 per cent of government
spending went to interest payments which is equivalent to over three times the expenditure on health. The
debt-service ratio doubled between 1978 and 1990. The region was only able to service about two thirds
of its debt (one half for sub-Saharan Africa), as a result of which arrears rose from $1 billion in 1980 to $14
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billion in 1990, even after rescheduling." In sum, defense spending and debt-service payments divert
resources away from productive investment.

Table I-I. Government expenditure in sub-Saharan Africa, 1985-1990

Year of No. of countries
Items 1990 available data Rising/falling

GDP per capital* 587 352 (1987) II 36
Government expenditure as percentage of GDP 30.6 31.0 (1987) 20 18
Percentage of government expenditure:

General public services 19.9 18.2 (1985) 7 17
Defence 12.1 10.0 (1985) 7 18
Education 14.9 13.0 (1985) 12 17
Health 5.1 4.9 (1985) 13 16
Economic services 26.4 22.5 (1985) 15 14
Agriculture 7.9 6.8 (1985) 13 12
Interest payments 15.8 13.4 (1985) 35 I

Source: UNlDO, Industry and Development, Global Report, 1992/93.
* In constant dollar prices.

31. Africa's investment profile reveals a dependence on FDI for tbe development of its natural resources.
Traditionally, FDI in tbe region has been concentrated in extractive activities, particularly petroleum explora
tion and mining activities, and to a certain extent, in agriculture, forestry, and fisheries. Since 1982, tbe
primary sector has accounted for about one-half of foreign direct investment stock in Africa. Manufacturing
accounted for approximately 30 per cent of the total stock and services for the remaining 20 per cent.
During 1986-1989, tbe bulk of foreign direct investment in industrial undertakings was in tbe chemical, food,
tobacco and textiles industries.

D. Overall resources for investment

32. For Africa as a whole, total net resource flows grew only slightly from $21.4 billion in 1983 to
$23.8 billion in 1991. Duringtbis period total official development finance (ODF) grew from $17.5 billion
to $23 billion (in 1990). However, for low-income Africa, total net flows in 1990 amounted to $17.2 billion
as compared with $19.2 billion in 1983. While OOF grew from $13.5 billion in 1983 to $17.1 billion in
1990, ODA increased from $11.5 billion to $15 billion in 1990.

33. Table 1-2 illustrates the serious resource constraints in Africa. Since 1987 tbere has been negative
net transfers in relation to tbe multilateral institutions, especially tbe IMF. The total negative transfers grew
from $0.9 billion in 1987 to $1.5 billion in 1991. The situation is similar for foreign direct investment.
The grant component of resource flows has increased dramatically in recent years as a result of which total
net transfers became positive, increasing from $7.4 billion in 1987 to $11.2 billion in 1992.

34. Available data indicate tbat African countries are heavily dependent on ODA, about 80 per cent of
which is provided by Organization for Economic Cooperation and DevelopmentlDevelopment Assistance
Committee (OECD/DAC) countries. ODA flows more than doubled from $10.5 billion in 1983 to $23.8
billion in 1991. In percentage terms, ODF accounted for 82 per cent of total resource flows in 1983,
increasing to 96 per cent in 1990. Of this, ODA accounts for about 70 per cent in 1983, rising to about 84
per cent in 1990. Bilateral disbursements are the most important source of ODA, which were more tban
double tbe share of multilateral disbursements throughout the 1980s. For instance, bilateral ODA in 1983,
was 50 per cent of the total ODA flows as compared to 19.5 per cent for multilateral disbursements. In
1990, the shares were 60 and 24.9 per cent respectively. This pattern is also evident for non-ODA official
development finance. On the otber hand, export credits fell from only $0.3 billion in 1983 to a negative
$0.3 billion in 1991. Their share in total flows was only 2.3 per cent in 1983.

•

10 United Nations, African Debt Crisis. A Continuing Impediment to Development (1993).
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Table [-2. Net resQurce transfers tQ sub-Saharan Africa 1986-1992
(Millions Qfdollars)

7

Net transfer 1986 1987 1988 1989 1990 1991 1992"

Long-term debt 2480 3877 2274 2904 958 -933 -268

Official 3477 3842 2367 3392 2277 790 1722

Of which:

World Bank. 30 -75 -725 -391 -556 -1213

Private -997 34 -93 -488 -1319 -1723 -1990

Foreign direct investment -620 -744 -500 1396 -644 598 -923

IMP -954 -863 -461 -734 -455 -261 -170

Grants (excluding technical cooperation) 4880 5195 6619 6864 11669 12627 12649

1ro~ net troansferb

SUS million 5786 7465 7932 10431 11526 12031 11289

Per cent of GNP 3.7 5.1 53 7.0 7.1 7.4 6.7

Memo item: Total net transfer of severely

indebted low-income SSA countries C

4164 5319 4914 7090 5971 5262

Source: WQrld Bank, WQrld Debt Tables, 1992-93, VQI. I, Washington, D.C., 1992.

b
Projected.

Including IMF, but not short-term credit.
Countries with 1991 GNP per capita below $635 and with a present value of debt service to GNP above 80 per cent

or present value of debt service to exports above 220 per cent in 1989-1991. These countries are Burundi,

Equatorial Guinea, Ethiopia. Ghana, Guinea-Bissau, Kenya, Liberia, Madagascar, Mali, Mauritania, Mozambique,
the Niger. Nigeria, Sao Tome and Principe, Sierra Leone. Somalia. the Sudan. Uganda, the United Republic of

Tanzania, Zaire and Zambia.

35. Private capital flows, which accounted for about 16per cent of total flQWS in 1983 increased tQ about
18 per cent in 1987, but then fell sharply to about 7 per cent in 1990. Most of this was accounted for by
international bank lending, which was about 9 per cent in 1983,7.6 per cent in 1987, but then became nega
tive in 1990. Direct investment, which accounted for only 2.3 per cent in 1983, increased to 4.6 per cent
in 1990. Notwithstanding, a virtual cessation of FDI inflows in some African countries has been observed.

36. According to an ECA study, in order for lower-income African countries to achieve UN-NADAF
growth target by the year 2005, their external financing needs, in real terms, would be $33 billion in 1993,
$35 billion in 1998 and $61 billion in 2005 or a 5 per cent average annual growth rate. The total required
for the period 1993-2005 would be $584 billion (in 1990 prices). FQr the upper-income countries, the
required resources for the period is $463 billion.

37. A significant portion of the required resources would be for debt servicing. FQr instance, for the
lower-income group $25 billion in 1993, S$14.5 billion in 1998 and $23 billion in 2005 would be required
for debt-servicing obligations. FQr the upper-income countries, it would be $31 billion, $21 billion and
$37.5 billion, respectively. This means that in 1993, for instance, 74 per cent and 96 per cent of available
funds will be spent on debt servicing by the lower- and upper-income groups, respectively. FQr developing
Africa, the total aggregate financing needs is expected to be around $950 billion, out of which $450 billion
will be for debt servicing. II

II ECA, Strategies for Financial Resource Mobilization for Africa's Development in the 1990s,
February 1993.
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38. Since the 1980s, various debt-relief measures have been undertaken by creditors in favour of African
debtors. These include relief provided under UNCTAD's Trade and Development Board resolution 165 (S
IX), the Toronto Menu of Options, the Trinidad and Enbanced Trinidad terms, and many reschedulings.
Only $12 billion has been written off by major creditors, amounting for a very small fraction of the total
debt. Actual debt relief and attempts to generate significant additional resources for Africa have not been
successful. In fact, the debt stock has grown fivefold since 1983. One explanation is that the debt owed
to multilateral institutions cannot be rescheduled. This heavy debt burden has deprived African countries
of investment resources and limited the scope of resource allocation.

39. Given the resource constraints outlined above, the financing requirements and targeted growth rate
will be difficult to achieve. Even with regard to ODA, the United Nations targets of 0.7 and 0.15 per cent
of developed countries' GNP to be devoted to aid for developing and least developed countries, respectively,
have never been met. In the 1980s, the actual rates achieved were only 0.35 and 0.09, respectively.
Furthermore, the World Bank has recently pointed out that traditional sources of finance for developing
countries as a whole will be scarce in the 199Os. Among other reasons, new demands by the former Soviet
republics, Eastern Europe and other developing regions, coupled with tighter supplies from donors, will
make the reality less encouraging."

III. MOBILIZATION OF DOMESTIC RESOURCE FOR
FINANCING INVESTMENT

A. The current situation

40. As stated in the Lagos Plan of Action (LPA),13 African Governments bear the primary responsi
bility for their countries' development and as such, efforts must be deployed for a fuller mobilization of
domestic resources to finance development." Presently, most of the countries in the region, in particular
the non-oil producers, rely heavily on indirect and direct taxes for an average of 45 per cent of budget
revenues. In recent years, however, tax revenues have been unstable, fluctuating with movements in the
proceeds from primary commodity export sales which have declined or stagnated, causing import demand
to shrink. A combination of low export values and depressed imports has caused a drastic reduction in
revenues from indirect taxes, which constitute a significant proportion of government revenues. This trend
has undermined resource mobilization efforts in the region.

41. The low revenue performance of countries in the region has resulted into wide-spread fiscal
imbalances. High fiscal deficit pushes interest rates up and reduces availability of credit to the private
sector. The recourse of government to borrowing from the domestic banking system to finance the deficit
has resulted in the "crowding out" of the private sector from the credit market, Further, fiscal adjustment
to reduce deficits took the form of decrease in public investment - in particular in public projects, especially
infrastructural services, that might have been complemented by private investment.

42. Adjustment programmes may have contributed to reductions in budget deficits, but expenditure cuts
have decreased the share of public investment to levels that cannot sustain demand over the short-term or
contribute to the enlargement of supply in the long run. This underscores the need to protect public invest
ment in infrastructure during adjustment in order to facilitate the recovery of private investment and growth.

43. As shown in table 1-3, the share of gross domestic savings in gross domestic product (GDP) dropped
from 21.2 per cent in 1980 to 16.70 per cent in 1988 for West Africa, from 17.5 to 15.0 per cent for East
and Southern Africa, from 35.1 to 28.7 per cent for major oil exporters and from 18.6 to 17.5 per cent for
developing Africa as a whole, during the same period. In fact, for the African least developed countries

12 World Bank, (1992) QJ2.cit.

" OAU, Lagos Plan of Action for the Economic Development of Africa, 1980-2000.

14 For our analysis, domestic resource mobilization is a process whereby national resources are
harnessed and channelled into capital formation for the enbancement of growth and total factor productivity.
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(LOCs), the ratio of gross domestic savings to GOP dropped from 10.3 per cent in 1970 to 4.9 per cent in
1988.

Table 1-3. Pattern of gross domestic savings in Africa, 1960-1988
(Percentage of GOP at constant market prices)

Geographical/income subgroups 1960 1970 1980 1985 1988

North Africa 12.1 21.4 16.2 161 16.6

West Africa 9.4 12.9 21.2 16.2 16.7

Central Africa 15.5 19.5 196 19.7 20.5

East and Southern Africa \4.6 \5.0 17.5 14.4 15.0

Major oil exporters 13.5 22.5 35.1 26.5 28.7
LOC, 6.6 10.3 4.0 4.6 49

Others 19.0 16.0 \74 19.3 \8.7

Developing Africa \24 \7.8 18.6 16.8 17.5

Asia 19.\ 25.4 30.3 26.3 n.a.

Latin America 195 21.6 22.0 22.\ n.a.

Source: ECA secetariat.

44. In terms of gross fixed capital formation (GFCF), ECA data shows that Africa's combined GFCF
declined from $71.4 billion in 1988 to $65.4 billion in 1991. In Madagascar and Cameroon, for instance,
it fell by 58 and 53.1 per cent, respectively in 1991 compared to 1990. This low level of capital accumula
tion is revealing of the fragile base of capital stock in the region which undermines transformational invest
ment, particularly the infrastructural development.

45. In line with the LPA strategy for a self-reliant and sustainable growth, domestic savings should con
stitute the primary means of financing development in Africa. However, experience of the 1980s, as shown
by the above trends, reveal that African countries have experienced an erosion of their capacity to generate
adequate level of domestic savings. The drastic import cuts on account of short falls in export earnings and
shortage of other foreign exchange resources have depressed income and thereby reduced the scope for
increasing savings. The impact of certain Adjustment measures that are aimed at redressing balance-of
payment disequilibria, often serve to reduce the capacity of both the private and public sectors to raise
domestic savings. Also, there is a strong influence of negative net transfers on national savings. Net
transfers were not only negative throughout the 1980s, but their share in gross domestic savings also rose
from 14 per cent in 1980, to 25 per cent in 1990.

46. In 1991, Africa paid over $26 billion in debt service to creditors. By 1992, the region's total debt
stock estimated at some $290 billion, was equivalent to 90 per cent of the region's GNP, and for sub
Saharan Africa, 110 per cent. Investors are highly risk-averse in such an environment which has caused a
virtual cessation of foreign direct investment in many African countries." A combination of these develop
ments have resulted in a sharp drop in the volume of investment that could be financed from domestic
resources.

B. Enhancing the revenue base

47. The main source of domestic revenue in African countries is taxes, most importantly, indirect taxes
on international trade. On average, tax revenues account for around 20 per cent of the GOP of sub-Saharan
African countries, while indirect taxes on exports and imports command a 45 per cent share in government
revenue." Taxation is a widely prescribed measure to raise public revenue and governments use their

" African Debt Crisis, op.cit.

16 World Bank, Sub-Saharan Africa: From Crisis to Sustainable Growth.
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taxable capacity to generate high tax ratios." During the late 1970s the average tax ratio for sub-Saharan
Africa was 18 per cent but by 1985, tax revenues as a percentage of GOP rose to 23 per cent. Despite this
trend, the loss of export receipts which severely curtailed the import capacity of African countries, resulted
into a substantial loss of revenues.

48. In the literature on taxation, it is argued that high tax ratios are not necessarily a virrue nor low tax
ratio a vice, in mobilizing domestic savings. In fact, high tax ratios may reflect limited opportunities for
mobilizing other types of savings, especially private savings, because of poorly developed financial systems.
as is the case in Africa. While the tax ratio was 23 per cent for sub-Saharan Africa in 1985, it was 16 per
cent in East Asia and only 12 per cent in South Asia." For example, Kenya, Malawi and Senegal
succeeded in increasing their tax-GOP ratios by 3 to 4 per cent in a relatively short span of six years
between the late 1970s and the early 1980s, but shortly after, the tax increases were eroded. Even if the
tax-GOP ratio is increased, domestic savings may fall if public savings rises by less than the fall in private
savings, as was the case in Senegal."

49. The over-dependence of African countries on a narrow tax-base which is tilted heavily towards
indirect taxes on international trade, has proven illusive in the 1980s with the commodity booms and bust.
Revenue collection has been very unstable, fluctuating widely with movements in export receipts which have
declined or stagnated, causing import demand to shrink in many countries in the region. Even though it is
easier for governments to raise additional revenues through higher taxes on foreign trade, this is increasingly
becoming counter-productive in view of the intensity of smuggling and tariff evasion, on top of the corrup
tion in tax administrations. Various studies have shown that the incentives to smuggle, which is a significant
source of leakage, increases disproportionately with hikes in duties.

50. The generally low income levels in the region and the narrow corporate-base, make personal income
and corporate taxes, no viable alternatives for enlarging domestic savings. In fact, as part of investment
incentives, many countries, for example, Kenya and the United Republic of Tanzania in 1992, cut back
corporate tax to competitive levels to lure private domestic and foreign investors.

51. Therefore, to enhance the revenue-base and generate additional revenues in African economies, the
need to adopt innovative approaches to broaden the avenues for domestic resource mobilization are important
and urgent in the 1990s. In Africa, the adoption of radical tax reform programmes, including the introduc
tion of consumption-based taxes on domestic transactions such as excise and sales taxes and, more
importantly, value-added tax (V AT) and, "user charges" on infrastructuraJ services, is being advocated for
some countries.

52. Value-added tax is extended through the retail level which has a tax base virtually identical to a
single stage of retail sales tax. Gillis et al. argue that when imposed at this rate, VAT can generate a sub
stantiallevel of revenues." For example, Madagascar (1984), Niger (1986), and Malawi (1988) adopted
VAT in the respective years bracketed. In the case of Madagascar, VAT revenues as a percentage of GOP
is currently estimated at 3.2 per cent, while the share of VAT in total tax revenues has risen to 26.2 per
cent.

53. Most successful tax reforms in developing countries have introduced some form of VAT both to
reduce distortions in production and trade and to generate adequate revenues to compensate for revenues lost

" Taxable capacity is here defined in terms of an index composed of per capita income, commodity
exports and the share of external trade in GOP. A high taxable capacity is then suggested by the high values
of these variables.

" Vito Tanzi, "Quantitative aspects of tax systems in developing countries" in the Theory of Taxation
in Developing Countries, David Newberry and M. Charles Stern (eds).

19 World Bank, World Development Report, 1988.

20 Gillis, Roomer and Snodgrass, Economics of Development (Third Edition) W.W. Norton and
Company, 1987.
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through rationalization of other tax instruments. In Africa, many countries such as Cote dIvoire have taxes
with VAT-like characteristics through the manufacture-importer stage. However, for policy lessons, the case
of Malawi is illustrative. In the early 1970s the country's tax-GDP ratio was only II per cent and trade
taxes were applied primarily to consumer imports. Revenue pressure in the late 1970s forced the Govern
ment to adopt ad hoc tax measures which resulted in a contraction in the import base. By 1984-1985, with
a tax-GDP ratio of 20 per cent, the Government realized that the ad hoc approach to generating revenue had
relied too heavily on a limited range of national tax instruments.

54. Hence, on the basis of a 1985 tax study, the Government initiated a comprehensive tax reform in
1986-1987 to broaden the tax base and simplify tax procedures. The first phase was to eliminate the export
tax and reduce taxes on intermediate goods. Revenue losses were to be offset by increasing the rate of the
surtax. However, the surtax - essentially a consumption tax at the manufacturer and importer level and less
distortive of production and trade decisions - had to be increased by 5 percentage points to 35 per cent to
offset revenue losses associated with the declining import tax base and the elimination of the export base.
The very high rate of the surtax demonstrated the narrowness of the overall tax base." This illustration
points to the urgent need for the immediate adoption of comprehensive tax reform programmes in order to
avoid crisis-management approaches to the raising of domestic revenues.

55. "User charges" are also a potentially important source of public revenue. A World Bank study on
sub-Saharan Africa has estimated that the proceeds from modest increases in 'user charges' can generate
additional revenues of around 20 to 30 per cent of central government revenues or 4 to 6 per cent of GDP.
The limited use of user charges for infrastructural services, such as electricity, water, roads, and telecom
munications, is said to be highly correlated with revenue shortfalls that worsen the central government
budget deficits, undermine the quality of services and restrict the provision of the services to low income
groups and regions.

56. The study estimated gross investment in infrastructure (water, electricity, telecommunications and
roads) in the oil- importing African countries to be around $6 billion in 1987. Based on this estimate, and
on the assumption that the value of the assets were twelve times current investment in 1988, a 5 percentage
point increase in the financial rate of return in the capital stock could have generated more than $3.6 billion
or about 20 to 30 per cent of current central government revenue." Notwithstanding the crudity of such
estimates, the revenue potential of user charges seems high to warrant a closer look at such a source in
resource mobilization efforts in the region.

C. The institutional setting

57. The financial system is crucial to the development of any economy. The institutional set-up of the
financial market is an important ingredient in the transmission mechanism of monetary and credit policy with
respect to investment. In Africa, the financial sector is neither well developed nor organized, factors which
have accounted for its slow growth to effectively mobilize domestic savings and, to attract foreign capital
for domestic investment. The system comprises banks and non-bank financial intermediaries, including
informal financial institutions and money lenders.

58. While there are both foreign and locally owned commercial banks in all African countries, merchant
banks are few and they have concentrated mainly on trade finance and, less so on the mobilization of
medium- to long-term investment finance. Commercial banks are located mainly in urban centres with very
few and not so well-dispersed branches in the rural areas which constrains their financial intermediation in
areas shown to have enormous capacity to mobilize savings. Also, the lending operations of development
banks, which were established to finance capital projects, have been plagued by government interference
resulting into heavy investments in large projects with low economic rates of return."

21

22

World Development Report, 1988, QR.cit.

World Development Report, 1988, op. cit.

23 See, S.E. Omoruyi, "The financial sector in Africa. Overview and reforms in economic adjustment
programmes". Economic and Financial Review, vol. 29, No.2, June 1991, Central Bank of Nigeria.
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59. The development of capital markets has recently gained momentum in a few countries, in addition
to six principal stock exchanges located in Cote d'Ivoire, Egypt, Kenya, Morocco, Nigeria and Zimbabwe.
But the existing capital markets in the region are relatively weak in terms of capitalization. The factors
inhibiting foreign and local investment in the local capital markets include low fiscal incentives, lack of
market information, insufficient investment protection, lack of participation by financial institutions as under
writers, brokers, and the restrictions on profit and dividend repatriation by foreign investors. Non-equity
project financing is also in short supply which is a reason for the region's dependence on foreign sources
for co-financing of investment projects.

60. A number of studies have shown evidences of the growing importance of informal financial inter
mediation, particularly in the rural areas in Africa. Money lenders, community savings organizations, and
non-institutional forms of saving and credit arrangements appear to have enormous capacity to tap the sav
ings potential of the rural sector where an average of 80 per cent of the population of African countries
resides. However, the lack of an organized framework to link these informal financial intermediaries with
formal financial institutions is depriving African economies of an important source of savings for domestic
investment.

61. Aryeety (1991),'" in a study on Ghana's financial sector, has observed that there are a number of
linkages between the formal and informal sectors of the financial market. The linkages were observed both
in savings mobilization and credit allocation. The informal financial sector provides financial intermediation
in the rural areas, filling a void left by the negligible presence of formal financial institutions. The linkages
are mainly complimentary as the bulk of the savings mobilized by the informal sector is provided to banking
institutions as depositories which use these deposits for financial intermediation. In the reverse, money
lenders borrow from the banks for on-lent to their clients. These observed relationships are appl icable to
most countries in Africa. Therefore, one of the priority issues to be placed high on the policy agenda of
African Governments for the reform of the financial sector, should be a critical evaluation of the linkages
between the two sectors in order to promote the growth of the financial system to respond collaboratively
to savings mobilization and investment resource allocation.

62. The above picture of the institutional setting of the financial systems in Africa calls for serious efforts
to develop appropriate financial institutions and instruments, and to adopt reform measures with the aim of
permitting the sector to play an effective role in mobilizing resources for the financing of investment. The
contribution of the financial sector to GDP ranges from 2.7 per cent for Morocco to 14.7 per cent for
Mauritius. The relatively high proportion in Mauritius is attributed to government policies which have
encouraged the development of sophisticated financial services as well as the country's success in attracting
international offshore banking business." The failure of the financial sector to grow, therefore, isascribed
mainly to the want of effective and systematic government policy interventions.

IV. THE ROLE OF FOREIGN DIRECT INVESTMENT (FDI)

63. FDI is important to Africa's development. The continent does not have the necessary savings and
foreign exchange resources needed for the urgent task of economic development and diversification. Histori
cally, FDI in Africa has been closely linked to colonial ties. FDI is recognized as a means of filling the gap
in domestic capital and to gain access to foreign technology, expertise and markets.

64. Based on historical experiences, the role and actual impact of FDI, particularly in industrial develop
ment in Africa, has been quite significant. Adjustment programmes in the 1980s introduced market
liberalization and extensive revision of investment policies, with an objective to encourage private sector
participation, including FDI, especially transnational corporations ([NCs). Also, because local entrepreneurs
lack a significant capital base and managerial capability, governments are taking measures to attract FDI in
the context of privatization exercises through equity and/or managerial contracts. The success of this

'" See: Ernest Aryeety, "The Relationship between the Formal and Informal Sectors of the Financial
Market in Ghana", Final report on a research study presented at a workshop of the African Economic
Research Consortium, Nairobi, 26-30 May 1991.

"0 ·SE .moruyr, . ., op. CIt.
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strategy will depend on the availabil ity of substantial investment capital, if the growth targets for the region
are to be achieved.

65. With the increasing transnationalization of the world economy, Africa must gain access to external
investment finance and technologies or run the great risk of being increasingly marginalized in the 1990s
and beyond. To attract foreign direct investment, it is essential that African Governments create an appro
priate investment climate with a well-structured institutional and policy framework conducive to both
domestic and foreign private investment. In fact, the mounting external debt obligations reinforces the case
for FDI, since the use of foreign equity capital rather than relying on loan capital, can be a vital alternative
for financing domestic investment.

A. Recent trends in foreign direct investment

66. With the low investment rates and shortages of foreign exchange in most African countries, FDI has
become an important source of external financing, distinct from bank lending, bringing in initial investment
through both equity and non-equity arrangements; technologies including know-how, managerial, technical
and organizational skills. Although prior to the 1980s some African countries, such as Kenya, Nigeria and
Cote d'Ivoire, managed to attract some foreign investment, the region as a whole, has experienced drastic
declines in an already low level of FDI inflows. These inflows averaged only $2 billion annually in 1981
1985 and $3 billion in 1986-1990, accounting for only 3 and 2 per cent respectively, in the total inflows to
developing economies as shown in table 1-4.

Table 1-4. Inflows of foreign direct investment to developing economies by region.
1981-1985, 1986-1990 and 1991 (Billions of dollars and percentage)

Average (billions of dollars) Share in total (%) Growth rate (%)

1981- 1986- 1981- 1986- 1981- 1986-

Country/economy 1985 1990 199\ 1992' 1985 1990 1991 1992 1985 1990 1991 1992

All countries 50 155 149 126 100 100 100 100 -I 22 -27 -15

Developing countries 14 26 39 40 26 17 26 32 -4 14 24 3

Africa 2 3 3 2 3 2 2 2 12 6 21 -33

East, South and 5 13 20 21 10 9 13 17 -3 21 8 5
South-East Asia

Latin America and 6 9 15 16 12 6 10 13 -10 9 53 7
the Caribbean

Oceania 0.1 0.2 0.1 0.5 0.3 0.1 0.1 0.4 -2 27 -57 400

West Africa 0.4 0.4 0.8 0.8 1 0.3 0.5 0.6 7 27 61 0

Othe'> 0.03 0.05 0.1 0.1 0.1 0.03 0.1 0.08 -10 103 35 0

Least developed 0.2 0.1 0.2 .. 0.3 0.1 01 ,0.4 I 12 ..
countries

Ten largest host 9c 17d 25e 26e 181> lIe 16d 21e -91> 18e 44d 4
developing economies

Source: UNCTAD, Programme on Transnational Corporations, based on UNCTAD, 1993c; 1993d;
UNCTAD J992b; TCMD, 1993c; TCMD and ECE, 1992; International Monetary Fund,
balance-of-payments tape, retrieved on 17 February 1993; and Organization for Economic
Co-operation and Development estimates.
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67. During the period 1981-1988 most of the FOI inflows, about 83 per cent was directed to African
oil-exporting countries. Egypt, Nigeria and Tunisia alone accounted for about 79 per cent of the total FOI
inflow to Africa during the period." Nigeria accounts for almost half the net inflows to sub-Saharan
Africa, estimated at $1.9 billion in 1989, while FOI as a percentage of GOP was 6.4 per cent in the same
year. While most of the investments are Iikely to be related to the oil industry, Nigeria has tried to attract
FOI in other sectors by taking a variety of steps to improve its investment climate, which have included
revising its investment laws, privatizing some enterprises and initiating a debt-equity swap programme.

68. The African non-oil-exporting countries, most of which are classified as LDCs, received, on average,
less than $0.5 billion per year during the second half of the 1980s. With the exception of Botswana, most
of the middle-income, non-oil-exporting countries in Africa, including Cote d'Ivoire, Kenya, Zambia, and
Zaire, experienced significant losses in FOI during the period 1981-1987 compared with 1975-1980. For
Cote d'Ivoire, average annual inflows of FOI declined from $63.5 million in 1975-1980 to $41.3 million
in 1981-1987; and for Senegal, -the average annual inflow dropped from $17.5 million in 1975-1980 to $8.4
million in 1981-1987.

69. FOI is designed to extract natural resources, to use local labour and other relatively cheaper inputs
for export-oriented industries or to allow better access to larger markets. In Africa, the main attraction for
foreign investors is the exploitation of natural resources, notably mining and oil exploration. For instance,
in Angola, investment flows in 1991 exceeded $660 million with the bulk going into petroleum exploration
and mining. Some countries have encouraged FOI in services. Thus, Mauritius has sought foreign investors
in banking and finance in recent years with a view to becoming an offshore banking centre. Given the slow
economic growth and the small size of domestic markets in Africa, FOI in manufacturing still remains
limited. This is despite a pervasive liberalization of the regulatory framework, and the establishment of one
stop investment centres in several countries.

70. Apart from investments in natural resources, FOI is an important source of investment financing in
the manufacturing sector of Botswana, Malawi, the United Republic of Tanzania, Zambia and Zimbabwe,
involving not only the establishment of import substitution industries, but also those in the extractive indus
tries. Mining in Zambia is one of the main recipients of FOI accounting for a significant share of total FOI
flows, mainly investments by British TNCs. Additional equity is part of the inflows of foreign investment
under the country's debt-to-equity swap programme. Zimbabwe is also a major traditional host country to
FD!, the UK and South Africa being the leading source countries. In mining, FDI flows involve investments
in mineral resources development.

71. There is a significant foreign investment in Namibia's natural resources (diamond, uranium, other
minerals and fishery resources). Each year, nearly 35 per cent of Namibia's GOP is repatriated abroad as
company profits, interest payments and expatriate salary payments. In Swaziland, FDI is mainly concen
trated in resource-based manufacturing, but agriculture (cotton, sugar), wood products (pulp and paper), tex
tile sector and asbestos mining also command a significant share of the FDI flows. In the cotton industry,
TNCs influence and control the supply of chemicals, machinery, spare parts and the operations of textile
factories.

B. The role of transnational comorations (INCs)

72. Foreign private capital of transnational corporations (TNCs) invested in the region is increasingly
becoming an important contributor to the process of economic growth and development. TNCs typically
enter into joint ventures with private and government capital to establish their subsidiaries. In general, some
major issues relating to the activities of Transnationals in Africa can be summed up as follows: industrial
investments; employment generation and skills development; transfer and the acquisition of technologies;
impact of TNCs activities on the balance of payments; and the overall contribution to the financing of
economic development in African host countries.

73. In the mobilization of investment resources TNCs, because of their extensive international connec
tions, are generally in position to tap on a wider pool of investment financing, particularly co-financing
arrangements. Despite the merits and demerits of such an advantage, the private sector in the region can

." I. William Zartman, Europe and Africa: The New Phase (Boulder, Co.: Lynne Lienner, 1992).

_______________________________, ._u__p_'_~.......,..·_-_
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benefit substantially from joint venture undertakings witb foreign investors, since local entrepreneurs lack
tbe foreign exchange component of tbeir capital and operational funds, which is very vital for tbe success
of infant industries tbat rely on external sources for inputs.

74. A closely-related issue to the financial capital for project financing, is tbe transfer of technologies
which are usually tied up in investment packages ofTNCs that include both equity participation and manage
ment contracts. It is argued tbat African governments need to improve their bargaining power in order to
minimize the disadvantages that accompany such package deals, particularly in ensuring that tbe TNC partner
introduces technical training components that can result in the transfer and adaptation of technologies.

75. Transnational corporations, encouraged by the lowering of tariff levels, are integrating their subsi
diaries into a globally coordinated production programme. In tbe mid-1980s, it was estimated that over 50
per cent of all international trade was carried out by TNCs among their units and with independent firms.
With declines in export earnings and heavy debt service payments, the external payments position of many
African countries has worsened, weakening their access to foreign loan capital. As such, foreign direct
investment by TNCs has assumed a new importance in tbe pursuit of sustainable economic growth and
development in the region.

76. Recognizing this need, the governments are making the policy environment very conducive for
foreign investors. The inflows of FOI in the region is closely related to improvements in macroeconomic
conditions. FOI as a proportion of GDP increased in relatively stable countries such as the Gambia,
Lesotho, Mauritius, Seychelles and Swaziland. Most of the countries, whose savings ratios improved by
virtue of cuts in the public sector activities, have shown a strong investment response by the private sector,
including FDI.

77. Transnational corporations are also very active in Africa's primary commodity trade. With the
exception of the tobacco subsector in Kenya which supplies raw materials for the local cigarette manufactur
ing subsidiary of BAT, most industrial crops are produced by large Estate Farms owned wholly or partly
by TNCs. They also continue to dominate export trade. For instance, international trading companies, such
as Brooke Bond, Lipton, etc., are the principal tea exporters from Kenya. Subsidiaries of transnational
corporations account for all the cotton exported from the United Republic of Tanzania. The Government
of Burundi, in partnership with foreign affiliated firms, exercise exclusive control over tbe coffee trade
through the Burundi Coffee Company which is the sole exporter of coffee, the country's main foreign
exchange earner.

78. The market penetration of transnationals in Africa is quite strong. For instance, Anglo-American
of South Africa, controls Zimbabwe's export of raw sugar. The market power of the company is enhanced
through vertical integration including sugar production. About 90 per cent of the bananas produced in
Cameroon are exported by the Cameroon Development Corporation in joint venture arrangements with
foreign companies, including those with integrated operations in plantations, buying agents, shipping and
sales brokerage. In Cote d'Ivoire, over 60 of the foreign affiliated firms have a dominant share of the wood
industry - logging, processing and exporting. They act as buying agents of parent companies, based in
France, the United Kingdom and Germany. These country cases show that TNCs are actively involved in
the economies of African countries, especially in the mineral and cash-crop producing sectors and, in the
export of these primary commodities.

C. Problems of FOI flows

79. Africa is said to have missed out on the increased flows of FDI and portfolio investment to develop
ing countries in recent years. Few African countries possess the infrastructure, including the right kind of
financial institutions to support portfolio investment inflows, and in general the markets are too small to
accommodate large flows. Additionally, future investment inflows are likely to be related to incentive struc
tures, including the expected rate of return by investors, and the security of their investment and ease of dis
investment. The tax regime, investment incentive code, and the overall macroeconomic environment, includ
ing access to foreign exchange, are the basic elements in the decision making of foreign investors. Basically,
steps to improve the inflows of foreign investment should include: appropriate economic reform measures
aimed at enhancing the role of the private sector; the introduction of attractive investment incentive codes;
and the establishment of free trade zones; among others.
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80. In terms of home countries, the withdrawal of investment flows into Africa has been particularly
strong from such countries of origin as France, Britain and Germany, which are major investors in Africa.
The share of FOI flows from France in the total investment flows to Africa fell from 7.9 per cent in 1986
to 1.3 per cent in 1989. However, the prospects for POI flows to Africa in the 1990s can be illustrated by
the behaviour of investment patterns of British TNCs in Africa in recent years.

81. Because of colonial ties, British companies are well established and dominant, especially in English
speaking African countries. Preliminary findings of a research study" on British corporate investments
in industrial enterprises in 15 English-speaking African countries" show that since the mid-1970s, there
has been a considerable decline, amounting to less than 0.5 per cent of their total industrial FOI in global
terms in 1986 compared to 4.5 per cent in 1978. The percentage of total net earnings derived from African
industrial investment has declined from 4.7 per cent in 1978 to 3.4 per cent in 1986 and has continued to
fall in the relative size of total British TNC net investment (see table 1-5). While investment in Africa
collapsed, British industrial FOI in the rest of the world grew during 1978-1986, the period covered by the
study. The factors responsible for this disengagement are attributed to the relatively low rates of return on
investment in the region, the impact of devaluation on profit remittances and political instability during the
late 1980s.

Table 1-5. Africa and total overseas industrial investment by British companies:
net earnings and net investment 1978-1986

(in millions of £)

Total overseas Africa Net investment Africa
Year Africa net eanungs % total Africa total overseas % total

1978 55 1,160 4.7 67 1,520 45
1979 58 1,466 3.9 62 1,397 4.4
1980 91 1,479 6.1 82 1,427 5.7
1981 B1 1,673 4.8 68 2,647 25
1982 91 1,762 5.1 92 1,579 5.8
1983 117 2,145 5.4 52 2,120 2.4
1984 116 2,425 4.7 79 2,100 3.2
1985 157 3,060 5.0 29 2,984 1.0

1986 115 3,326 3.4 27 5,663 05

Source: Bonell, "British Industrial Investment in Sub-Saharan Africa: Corporate Responses
to Economic Crisis in the 1980s", Development Policy Review. vol. 8 (1990).

82. Apart from historical ties, factors favouring FOI include political stability, a stable macroeconomic
environment. an attractive investment incentive package with such facilities as export processing zone (EPZ),
well-developed infrastructure (roads, communication. water and electricity), a skilled and/or trainable and
productive labour force, appropriate banking and fmancial institutions and a well-developed capital market.
For instance. the EPZ has made a significant contribution to industrial development in Mauritius, attracting
substantial inflows of foreign direct investment, especially in the garment industry. Botswanahas established
a special investment zone with attractive tax incentives. It is estimated that the average annual net inflows
in the country amounted to around $75.2 million in the 1980s.

83. Another key factor clouding the prospects for FDI inflows to Africa is the lack of regional dynamics
in the production, marketing and distribution of goods and services. Intra-country and intra-regional trade
flows represent a small proportion of Africa's total external trade. The intra-trade of the Central African

27 Paul Bennell, "British industrial investment in sub-Saharan Africa, Corporate response to economic
crisis in the 1980s" in Development Policy Review, vol. 8 (1990).

" Botswana, the Gambia, Ghana, Kenya, Lesotho, Liberia, Malawi, Nigeria, Sierra Leone, the Sudan,
Swaziland, the United Republic of Tanzania, Uganda, Zambia and Zimbabwe.

---------------------------------------
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Customs and Economic Union (UDEAC) and the Economic Community of West African States (ECOWAS)
countries represented 4.3 and 6.1 per cent respectively of the total trade of the economic groupings in 1990.
Compared to other developing regions, the trend is far less than the 18.5 per cent achieved by ASEAN
countries or the 10.4 per cent achieved by the Latin American Integration Association (ALADI).

84. Therefore, it is no gainsaying that economic integration and wider regional markets will be key
factors in boosting foreign investment in the 1990s. The West African Economic Community (CEAO),
ECOWAS and the Preferential Trade Area for Eastern and Southern African States (PTA) are now on the
verge of functioning along the lines of a common market, including monetary arrangements for the facilita
tion of trade. Similar actions should be contemplated for other economic groupings in the region. These
regional integration schemes should speed up mutual granting of trade preferences and the harmonization
of investment, macroeconomic and exchange rate policies.

V. RATIONALIZATION OF INVESTMENT POLICIES
AND DEVELOPMENT PROSPECTS

85. Various studies have shown that in order to encourage domestic private investment and, to attract
foreign private investors, it is essential for a country to be politically stable. African countries should
proceed with present democratic reforms by exercising more tolerance for political pluralism and ethnic
diversities, which ensure a more stable political environment. Indifference to the earlier policy of non-inter
ference in each other's internal political problems, the recently concluded agreement by African Foreign
Ministers for an Organization of African Unity (OAU) organ for conflict management is a welcome develop
ment. What remains is the delegation of the requisite authority and adequate funding for the effective opera
tionalization of the conflict management machinery. Economic reforms by themselves are insufficient
without a stable political environment, and both are necessary for creating an attractive investment climate.

A. Macroeconomic environment

86. The past policy environment has been a significant factor hindering Africa's development efforts.
Experience has shown that to raise the level of investment mainly from public investment, without giving
sufficient impetus to private sector participation, has deepened Africa's development predicament. Govern
ment action is required to introduce fundamental changes in the macroeconomic environment, stimulate pri
vate investment through the removal of distortions in the incentive structure, and to encourage a more effi
cient allocation of resources and factor inputs in line with resource endowment and national development
objectives.

87. Uncertainty negatively affects investors' expectations and hence their calculations of expected returns,
which are heavily influenced by risk perceptions. In addition to political stability, African countries can
reduce risk through macroeconomic stability. This means that inflation has to be controlled, exchange rates
stabilized and interest rates set at realistic levels.

88. The small sizes of most African economies make regional economic integration essential in order
to create larger and more attractive markets. Market size is an important consideration in the decisions of
potential investors as to where they invest. The existence of regional markets makes it possible for small
African countries to become hosts to transnational corporations. By increasing the level of economic growth
of African countries and trade among them, investors can then playa significant role in contributing to
regional economic integration in Africa.

89. At present there are a number of regional economic cooperation and integration arrangements:
ECOWAS; The Economic Community of Central African States (ECCAS); PTA; the Arab Maghreb Union
(AMU); etc., but their effectiveness has been limited so far, because of a host of factors including political
and financial support of member countries. These regional cooperative arrangements have to be restruc
tured at the levels of both policies and production, and supported by the necessary financing, administrative
and organizational back-stopping. The recent initiative of the African Development Bank (ADB) to establish
an African Export/Import Bank deserves serious commitments by African Governments and non-regional
members of the Bank. Such a facility, iffully supported, can contribute immensely in boosting intra-African
trade.
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B. Improving the investment incentive systems

90. Investment incentive systems are the main policy instruments that deliberately influence the volume
and allocation of investment. In view of the competitive global investment environment, African govern
ments should undertake a complete overhaul of their investment incentive packages, taking into account the
experiences of other developing regions. Some of the issues that need to be addressed are the impact of tax
concessions, minimum wage and employment legislations, interest rate policies, training allowances,
accelerated depreciation, policies on the repatriation of profits and foreign exchange transactions.

91. Tax concessions, interest rate policies and accelerated depreciation allowances should be formulated
in a manner to lower the cost of capital. The tax incentives should be assessed both in absolute terms and
in relation to tax rates and concessions that potential investors are likely to obtain elsewhere. Empirical
studies have shown that minimum wage levels in Africa are higher than in other developing regions. It is
imperative for wage rates to be established within the overall context of investment incentive framework,
taking into account the prevailing conditions in other developing regions." Relatedly, the effects of labour
laws on employers is an area that needs careful attention. Many companies are critical about the denial of
their right to dismiss workers, which biases their operations towards the use of more capital-intensive
technologies.

92. African Governments need to put more emphasis on developing infrastructure and services. Basic
utilities such as electricity, water and telecommunication services are necessary conditions for the enhance
ment of the profitability of enterprises. It should be a deliberate policy of government to make substantial
investment in national infrastructural facilities and participate effectively in subregional and regional infra
structural development, for instance, the United Nations Transport and Communications Decade in Africa.

93. Incentive packages should include a training component for nationals through investment allowance.
This will facilitate the transfer of skills and adaptability of technologies. Appropriate measures should be
devised to increase the access of investors to foreign exchange resources for the importation of essential
inputs and, for the repatriation of profits.

94. In recent years, a number of African countries have sought to attract greater amounts of FD!,
primarily by reducing or removing legal and regulatory restrictions on the activities of foreign companies
(see annex table A-3). Time is essential in investment decision making and the operation of business.
Bureaucratic and time consuming procedures should be avoided in the consideration of investment applica
tions and the administration of investment concessions.

95. An important factor in improving the investment climate in Africa is to develop legislation that is
consistent, credible and permanent. Laws should be transparent and applied fairly to all investors.
Investors are wary about government policies that tend to be transitory, and in some cases, capricious. For
instance, adequate provisions for compensation in the event of disengagement is necessary as a risk reduction
factor especially for foreign private investors. It is encouraging that Ethiopia, Malawi and Zambia have
specifically addressed this issue in the most recent changes in their investment codes.

96. The promotion of the investment climate in Africa requires a clear perception of the proper role of
the public and private sectors in the allocation of tasks and responsibilities. Such mechanism would ensure
that the private sector has access to available resources and services so as to promote the development of
indigenous capabilities and entrepreneurship. The pressing task for African governments is how to inter-link
the two sectors to contribute effectively to a rapid structural transformation of the economies in the region.

97. Investment policies should support an integrated local resource-based investment pattern, as for
example, the inter-linkages between agriculture and industry. This will effect structural changes consistent
with local endowment. Investment resources should be directed to the development of agro-based industries
in an expanded programme of import-substitution programmes with renewed emphasis on employment

" F.L. Osunsade, "Impacts of adjustment programs: Concern for the human condition" in V. Nanda
et aI., World Debt and the Human Condition: Structural Adjustment and the Right to Development
(Westport, CT.: Greenwood, 1993).
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generation, and the development of indigenous capabilities. It is essential to induce private investment in
industries with less reliance on imported inputs. The development of local technology and its adaptation to
basic needs should be linked to the rational and efficient exploitation and utilization of the natural resource
base. Measures are to be taken for the dissemination and adoption of technologies locally developed or
imported.

98. Africa, more than any other region of the developing world, suffers from adverse media exposure.
Many firms make decisions based on the information they receive through the mass media. The negative
view of Africa that is now prevalent can only be eliminated by developing an information campaign that
explains that the region is undergoing a process of unprecedented economic and political transformation and,
that the potential opportunities for investment are extremely favourable, taking into account Africa's
ernomous and varied resource endowment.

C. Development perspective

99. The development prospects of the African region during the 1990s depends critically on achieving
the growth-oriented objectives of the regionally agreed development strategies. The strategies are aimed at
acbieving changes in the patterns of production and consumption, structural transformation of the social and
economic relationships, the economic integration of the region, and, not least, the attainment of accelerated
economic growth and development. All this depends on achieving increased efficiency from capital
investment.

100. The general improvement of investment climate in Africa will depend on the following factors: (a)
allocation of resources in favour of priority sectors, apportioning of 20-25 per cent of public investment to
agriculture and related activities; (b) development of core industries in the intermediate and capital goods
subsectors; (c) greater and more efficient domestic resource mobilization, to realize a saving rate of 20-25
per cent; (d) to develop a scientific and technological base, by allocating at least 2 per cent of GDP to
research and development (R&D); (e) development of an integrated physical infrastructure; (f) human
resources development including local entrepreneurial capabilities, to encourage the full and effective
participation of the private sector; and (g) the successful attainment of the objectives of the Transport and
Communication Decade in Africa, the Industrial Development Decade for Africa and the Abuja Treaty for
the establishment of an African Common Markel.
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Annex table A-I. Annual average growth rates
(in percentages at constant 1990 prices)

GOP Gross domestic investment Gross domestic savings

Groupings 1980- 1985- 1980- 1980- 1985- 1980- 1980- 1985- 1980-
1985 1990 1990 1985 1990 1990 1985 1990 1990

Developing Africa 1.3 2.7 2.0 -2.3 -1.1 -1.7 -1.6 8.2 3.2

Sub-Saharan Africa 0.2 3.1 1.6 -6.7 0.7 -3.0 -1.1 11.3 4.9

North Africa 2.9 2.1 2.5 2.1 -2.8 -0.4 -2.2 5.1 1.4

LDCs 1.2 2.7 2.1 0.1 3.4 1.8 -1.7 8.3 3.2

Oil exporting l.l 2.4 1.7 -2.6 -3.5 -3.1 -2.7 9.1 3.0

Non-oil exporting L7 3.2 2.5 -1.7 4.1 1.2 4.4 4.2 4.3

CFA zone 3.2 1.9 2.5 1.4 -7.3 -3.1 6.7 2.4 4.6

Mineral exporters l.l 1.9 1.5 -5.0 1.2 -2.0 -3.6 -6.0 -4.8

Beverage exporters 0.9 3.3 2.1 -4.3 4.8 0.2 8.7 4.0 6.3

Source: ECA secretariat.
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Annex table A-2. Net resource flows to sub-Saharan Africa

Current US$ billion Percentage of total

1983 1984 1985 1986 1987 1988 1989 1990 1991~ 1983 1987 1990

I. OFFICIAL DEVELOPMENT FINANCE (ODF) 10.5 11.9 U.8 \5.1 17.9 19.0 19.4 23.1 238 820 803 95.9
1. Official development assistance (00A) 8.9 9.4 t07 13.1 14.9 \6.8 17.5 20.2 69.5 668 83.8

of which: Bilateral disbursements 6.4 6.6 7.5 9.2 10.6 \2.0 12 2 14.2 50.0 475 58.9
Multilateral disbursements 2.5 2.8 3.2 3.9 4.3 4.8 53 6.0 195 19.3 24.9

125 135 12.0
2. Other ODF 1.6 2.5 11 2.0 30 2.2 1.9 29 70 99 8.3

of which: Bilateral disbursements 0.9 1.8 0.5 1.2 2.2 1.8 12 20 55 36 3.7
Multilateral disbursements 0.7 0.7 0.6 0.8 0.8 0.4 0.7 09

n. TOTAL EXPORT CREDITS 0.3 0.2 11 o 1 0.4 -05 22 -0.6 -03 2.3 18 -25
1. DAC countries 0.2 0.1 1.0 x 0.4 -0.5 22 -0.6 I.D 18 -2.5

of which: Short term -0.7 0.2 0.9 0.5 1.5 1.1 12 1.0
2. Other countries 0.1 0.1 o 1 0.1 x x x x 0.8 x x

III. PRIVATE FLOWS 2.0 -0.6 1.6 42 4.0 3.9 1.9 1.6 1.1 156 17.9 6.6
1. Direct investment (DAC) 0.3 -0.3 -0.2 0.6 1.2 1.0 2.5 11 23 54 4.6
2 International bank lending" 1.1 -1.0 0.8 2.5 1.7 1.8 -1.6 -1.0 8.6 76 -4.1
3. Total bond lending x x x x x -0.1 x x x x x

4. Other private x x 0.1 0.1 01 0.1 x x x 0.4 x

5. Grants hy non-governmental organizations 0.6 0.7 0.9 1.0 1.0 1.1 1.0 1.5 47 4.5 6.2

TOTAL NET RESOURCE FLOWS (1+ IJ+ III) 12.8 11.5 14.5 19.4 22.3 22.4 23.5 24.1 24.6 100.0 100.0 100.0

Source: OECD, Financing and External Debt of Developing Countries (Paris: OECD, 1992)

I

a
b
Note:

Includes long- and short-term transactions.
Excludes offshore centres and, as regards transactions, changes in official reserves.

See Technical Notes.



AFRICAN DEVELOPMENT ISSUES AND POLICIES

Annex table 3-A
Change in main national legislation in relation to foreign direct investment in 1991
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Country Law/Rezulation Content

Burundi Law No. 1/30 on the Crea- Creates a free zone regime for export-oriented enterprises covering the entire territory of Burundi and open to
tion of a Free Zone in local investment and FDI; prescribes procedures for obtaining free enterprise status; foreign investors may create
Burundi, of 31 August 1992 such companies or purchase their shares; establishes fiscal advantages, including a 10-year tax holiday, exemption

from taxes on dividends and from customs duties; allows free transfer of income and repatriation of capital;
permits approved free enterprises to hold accounts in foreign currency without foreign exchange controls and to
export without a license; labour legislation is flexible.

Congo Investment Code of March Lifts most previous criteria to benefit from legal advantages it creates. Nationality of firms no longer a
1992 determinant to take part in privileged customs duty rates. Creates new tax breaks to promote investment in

general and special tax incentives 10 firms operating in certain areas. Mandates the national investment
commission to improve investment climate.

Egypt Amendments to the Executive Includes permission for foreign bank subsidiaries to operate in local currency; branch banks still limited to foreign
Regulations issues under currency transactions.
Investment Law No. 230,
issued by General Authority
for Investment and Free
Zones, of April 1992

Decree issued by General Further streamlines investment procedures applying to FDI; also, permits TNCs to form joint stock holding com-
Authority for Investment and panies; allows repatriation of capital gains without prior approval of Investment Authority; opens new activities to
Free Zones, of April 1992 FDI, including sea and air transport as well as water and wastewater consulting services; reduces requirement of

distribution of profits to employees.

Banking Law No. 3711992, Creates eight new investment zones open to both domestic companies and TNCs, two of which are free zones
of I June 1992 where companies are completely tax-exempt; ill other zones, projects are exempt from taxes for 10 years from the

commencement date of their activities.

The Investment Code, of 25 Establishes the Uganda Investment Authority whose functions are to promote and supervise investments. Foreign
January 1991. investors cannot operate a business without an investment license. Transfer of foreign exchange requires approval

also. Incentives include exemption from import duties and sales tax on machinery and construction items not
available in Uganda, plus three-year tax holidays from corporate and dividend taxes.
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Country Law/Regulation Content

Zambia Investment Act of 1991 Establishes an "Investment Centre" as a "one-stop" facility for the promotion, coordination, regulation and
monitoring of investments. Enumerates incentives granted to licensed investors in specific industries; guarantees
include protection of property from expropriation except upon payment of compensation equivalent to the market
value of the proper type' transfer of profits, interests rovalties and dispute settlement bv arbitration.

Ethiopia Proclamation No. 15/1992 to Aims at encouragement of FDI by opening some areas to private investment, while reserving some spheres to the
provide for the encourage- Government and other spheres to Ethiopian investors; requires minimum FDI of US$500,OOO with 25 per cent in
ment, expansion and co- cash deposits and registration of imported capital by foreign investors; establishes investment incentives in quali-
ordination of investment, of fied areas, including partial exemption on custom duties and tax holidays for new investments and expansion of
25 May 1992. established ones; precludes nationalization except upon payment of adequate compensation; allows establishment of

foreign currency accounts by investors earning foreign currency; allows remittances of dividends and payments
and repatriation of capital in approved currency at prevailing rates; guarantees access to land use and water; estab-
lishes procedures for approval of investment applications and registration; requires registration of imported capital
and approval of technology agreements.

Ghana Amendment of the Investment Removes previous restrictions to FDI, including requirement of Ghanaian participation in enterprises unless these
Code of 1985, effective were not foreign exchange earners; reduces minimum FDI equity participation for joint ventures and for wholly
September 1992 owned foreign enterprises; reduces number of sectors closed to FDI from 24 to 2. Offers favoured treatment to

investors in agriculture, manufacturing, tourism and construction.

Malawi Investment Promotion Act, Establishes the Malawi Investment Promotion Agency to encourage and facilitate both local investment and FDI,
Act No. 28 of 1991, assented giving priority to certain sectors; permits FDI, with no ownership restrictions; replaces industrial licenses with
to by the President on 24 simple registration; plans assistance to develop industrial sites; states commitment to availability of foreign
January 1992, effective 16 exchange, local financing and land; provides for tax and import duty incentives for export-oriented investment;
March 1992. states assurance of investment protection and access to international arbitration.

Morocco Offshore Financial Centres Authorizes creation of offshore financial centre in Tangier, where non-resident banks are permitted to offer
Law, Law No. 58-90, Dahir services to non-residents and to offer loans in convertible currency, without being subject to Moroccan banking
No. 1-91-131, of 26 laws; requires authorization by the Finance Minister; offers incentives for banks including exemptions from
February 1992. certain fees and charges for IS-year period, as well as corporation tax rate of only 10 per cent; even more liberal

rules annlv to offshore bank-holding companies.

Tunisia Law 92-81 of 3 August 1992 Authorizes creation of free zones within which companies, including TNCs, which export 100 per cent of their
production benefit from a wide range of incentives, including tax relief, services, infrastructure and access to
customs facilities.

Source: World Investment Report 1993. annex table 6.
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Changes in main national legislation in relation to foreign direct investment in 1992

Country Law/Rezulation Content

Egypt Regulation of June 1991 of Expanded areas for foreign investments to include air and sea transport and consultancy services for electricity,
the General Assembly for water and waste-water projects. Also lists activities where foreign investors are barred and manufacturing
Investment (GAFI) of the activities subject to local-content requirements.
Ministry of Economy and
Foreign Trade

Uganda The Investment Code of 25 Establishes the Uganda Investment Authority whose functions are to promote and supervise investments.
January 1991 Foreign investors cannot operate a business without an investment license. Tranmsfer of foreign exchange

requires approval also. Incentives include exemption from import duties and sales tax on machinery and
contruction items not available in Uganda, plus three-year tax holidays from corporate and dividend taxes.

Zambia Investment Act of 1991 Establishes an "Investment Centre" as a "one-stop" facility for the promotion, coordination, regulation and
monitoring of investments. Enumerates incentives granted to licensed investors in speciufic industries;
guarantees include protection of property from expropriation except upon payment of compensation equivalent
to the market value of the proper type; transfer of profits, interests, royalities and dispute settlement by
arbitration.

Source: World Investment Report 1992, annex table 11.
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101. It used to be argued that FOI was one of the most expensive ways to finance capital accumulation.
Countries were encouraged through the I960s and 1970s to borrow on the international markets and finance
their own investments. The favourable financing conditions offered by commercial banks helped this trend.
The results of this strategy are now well known. Foreign lenders did not have to take the risks associated
with particular investments, and governments (directly or through public enterprises) were not particularly
good at choosing investment projects or managing them. [t is now recognized, partly because international
capital markets have become inaccessible as a result of the debt crisis, that FD[ can playa useful role in
development, Foreign investment is useful not only for its financial contribution; rather, it is important
because of other characteristics of FOI as a package. The benefits in this package include management and
marketing know-how, technology transfer, linkages to domestic firms and access to markets. These aspects
can directly benefit host countries but are also important for the demonstration effect they stimulate."

102. [t is important to note, however, that foreign investment is not a substitute for domestic capital
formation. Indeed, this paper argues that foreigners will help countries that help themselves first and
foremost. That is, today, FDI will generally flow to countries that already have a vibrant private sector and
a good investment climate. A review of the determinants of FOI shows that the constraints that inhibit local
investors are, in large part, the same as those that discourage FDI. This is illustrated by the high correlation
between the share of FO[ a country receives and its amount of domestic private investment." That is not
to say that special promotional programmes aimed at foreign investors will not help but they are far less
significant and unlikely to succeed in the absence of other factors. Indeed, special privileges like tax
halidays, preferred access to foreign exchange and other advantages that discriminate against existing
investors are less effective than a stable, predictable investment climate with clear rules of the game. This
conclusion is reinforced by the impact FOI has. Even in countries which have been most successful in
attracting FOI, its impact is small in quantitative terms. Compared to other regions, Africa has attracted
more FO[ relative to its total investments than the worldwide average.

103. There are two exceptions to the argument that a good economic and legal environment is necessary
to attract FDI. First, some FOI goes into a protected environment to take advantage of a monopolistic
position. For this kind of investment, the high rents extracted from local economies make it possible to
tolerate higher levels of distortions, But this kind of investment is of questionable quality and often results
in negative benefits to the domestic economy.

104. The second exception is FOI in natural resources. There are well-known problems with natural
resources that have made some observers wonder whether they are a blessing or a curse. Indeed, the use
of the fluctuating revenues from this sector presents special problems that need to be carefully managed.
But FOI in natural resources will continue to be important for Africa in the foreseeable future not only
because of the capital contribution but also for the know-how and the access to the latest technologies that
multinational resource-based companies bring to the table. However, despite the importance of FOI in this
sector, it seems to require less of a general enabling environment. The returns to the domestic economy
depend on the quality of government spending permitted by fiscal receipts from this sector. Firms in this
sector generally operate in enclaves with few links to the local economy and have been known to work in
some of the most hostile environments. But this argument should not be pushed too far. As this paper will
show, even in natural resources, Africa could have done much better.

30 A detailed description and analysis of these benefits is provided in United Nations, World Investment
Report 1992.

31 Dunning (1993), p. 21.
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105. Having emphasized the central argument that a good enabling environment is crucial in attracting
FDI, some important areas also need to be stressed. A good educational system that turns out a skilled
labour force and a reasonable level of provision of infrastructural services and strong supporting institutions
are also necessary. A sizeable local or regional market and the possibility of exports also play an important
role.

106. In the rest of this paper, we will review the evolution of external flows to Africa" and the trends
in the worldwide distribution of FOr. Next, we examine the determinants of FDI and the extent to which
they explain the choice of host countries. After that, the assets of Africa are considered alongside the
determinants of FDI to gauge its potential as a destination of this investment. Finally, we draw some policy
conclusions on the measures needed to stimulate FOr. The most important one is that FDI is neither the
problem nor the solution to Africa's low growth. It is domestic investment, particularly its private
component, that is too low. Increasing private investment will help to increase FDI. Therefore,
governments should concentrate on improving the business environment for two reasons. First, because the
evidence suggests that higher private investments will translate into higher FDI. Second, because FDI has
little quantitative impact and therefore will not on its own be the solution for increasing growth.

A. FDI and external flows

107. The structure of Africa's long-term net resource flows is shown in figure II-I.

108. The striking feature is Africa's dependence on aid which represented more than 70 per cent of total
resource flows in 1992 ($12.85 billion out of $17.8 billion). If concessional loans from bilateral and
multilateral donors are added, the figure jumps to $16.2 billion or 91 per cent of the total. For comparison,
the picture of aggregate net resource flows to all developing countries is shown in figure II-2. Developing
countries rely far less on aid than Africa does. In other regions, the fall in private loans in the 1980s was
offset by FDI instead of aid. For instance, South Asia, the other poorest region in the world, relied far less
on aid than on official loans, half of which were on concessional terms as opposed to Africa wbich gets most
of its official loans at concessional terms. The share of Africa in grants evolved as follows:

Table II-I. Distribution of foreign grants*
(in millions of $US)

1970 1980 1985 1986 1987 1988 1989 1990 1991 1992

All developing countries 1708 12543 14208 15601 16412 17813 18574 16611 29831 29994

Africa 363 3089 4889 9880 5195 6619 6864 11669 12627 12649

Percentage 21 25 32 31 32 37 37 44 42 42

Source: World Bank, World Debt Tables 1992-1993.

* Excluding technical cooperation grants.

109. In 1992, for the first time since 1984, private flows were larger than official flows to developing
countries. Of these private flows, the FDI component has shown the most remarkable increase. Africa did
not share much in this recovery as figure II-3 shows.

" "Africa" is used to refer to that part of the continent that is south of the Sahara and north of the
Limpopo.

._-----------------------
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Figures 1 and 2

figure 11 - 1 Aggrego Ie Net Resource flows, 1982 - 92
(Current prices, US S billion)
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Figure 3

Figure 11 - 3 Share of FDlllows (%)
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110. What stands out from figure II-3 is that FOI flows to Africa have been erratic throughout the 1980s
and 199Os, both in absolute amounts and as a share of its total external flows or of worldwide FOI. 33 Over
the period 1985-1992, Africa received an average of about $1.3 billion in FD!, ranging from $0.7 billion
in 1990 to $2.5 billion in 1989. Similarly, Africa's share of total FDI ranged from a high of 12 per cent
in 1985 to a low of 2.8 per cent in 1990. The contribution of FDI to total aggregate net flows also shows
wide variations given the upward trends in aggregate flows.

111. Only the Middle East and North African regions show such variations, although not to the same
degree. The bulky and discrete nature of FDI flows that goes into these regions (i.e., mostly in natural
resources) could explain part of this variation. Europe/Central Asia as well as East Asia/Pacific both show
upward trends. The latter increased its share from about 14 per cent in 1980 to just below 40 per cent in
1992 to the detriment of Latin America and the Caribbean which saw its share decrease from 66 per cent
in 1980 to 36 per cent in 1992. The share of FDI attracted by South Asia has stayed remarkably stable at
just over 1 per cent.

112. Africa has continued to receive increasing external flows, from $11 billion in 1980 to between $17
and $18 billion in 1990-1992. However, the composition of these resources and the increasing share of aid
are worrying, given the pressure on aid budgets in developed countries. There is also increased
conditionality on aid transfers.

113. In the last few years, there has been an explosion of direct and portfolio equity investment flows to
developing countries as shown in figure II-4. Africa has largely missed out on portfolio flows, given the
low degree of development of its capital markets and the absence of suitable exit mechanisms.

114. As table 11-2 shows, FOI in Africa is also concentrated in a few countries and in one sector
(mineral/oil resources). On average, FDI to mineral/oil exporters represented more than 75 per cent of total
FDI over the period 1985-1991. On the other hand, it is also true for developing countries as a whole that
there is considerable concentration. About 20 countries receive more than 90 per cent of total FOI flows.
It is also true, however, that in many small countries FOI is as important (in terms of its share of total
investment) as it is in the large countries that get large FDI flows.

:n See annex table B-1 for dollar amounts.
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Table 1I-2. Oil and mineral exporters to net FDI
(in millions of US$)

33

1970 1980 1985 1986 1987 1988 1989 1990 1991 TOTAL

Anaola 0 0 278 234 119 13.1 200 -335 665 1,292

Cameroon 16 130 316 19 12 67 0 0 0 560

Coneo 0 40 13 22 43 9 0 0 0 127

Gabon -1 32 15 110 90 133 -31 74 125 547

Ghana 68 16 6 4 5 5 15 15 0 134

Guinea 0 0 0 0 0 0 0 0 0 0

Liberia 0 0 -16 -17 39 0 0 0 0 6

Nieer 1 49 -9 0 0 0 0 0 0 41

Nizeria 205 -740 478 167 603 377 1,882 588 712 4,272

Sierra Leone -3 54 30 16 9 25 5 35 46 217

Zaire 0 0 0 0 0 0 0 0 0 0

Zambia -297 62 52 28 75 93 0 0 0 13

Zimbabwe 0 2 3 8 -31 -18 0 0 0 -36

Total -II -355 1,166 591 964 822 2,071 377 1,548 7,173

Percentage of total 88.5 88.2 69.3 78.7 83.6 56.4 88.7
FDI in Africa

B. Delerminants of foreign investment

115. What explains FDI flows to particular countries? There are four main criteria that determine
investments by multinational corporations MNCs:

(a) To access natural resources;

(b) To take advantage of a large and/or fast-growing domestic market;

(c) To access external markets;

(d) To take advantage of lower costs.

116. Natural resources: Government policy and the degree of development of infrastructural services and
labour skills have less influence in this sector given that it operates mostly as an enclave sector. Except for
some labour, there are few links to the local economy as most of its inputs are imported and almost all of
its output is exported. But even in extractive industries, Africa has lost enormously.

117. Domestic market; Countries that have a large enough domestic market have benefitted from some
FDI. Economies of scale become possible and costs are reduced when transport costs are too high or
protective barriers prevent the access of the market by producers overseas. Foreign investment is also
attracted to countries that show dynamic and fast growth.

118. External market: Some FOI goes to countries that are used as export platforms either because they
benefit from special quotas (Lome Conventions, Multifibre Agreement, etc.) or because they are situated
near sizeable regional markets. The first case is of countries like Mauritius and Madagascar and the second
of Mexico, Hong Kong, etc. Costs and/or general policy environments must generally be acceptable to
attract FOI to serve export markets.
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119. Cost efficiency: Cost efficiency is required to serve external markets. It is also found in countries
that are not direct exporters but are sub-contractors within the integrated production process of MNCs. This
kind of investment is found in automotive industries, electronics, etc. Skilled labour, ability to learn new
technologies and a good supporting environment and infrastructure are more important determinants of costs.
There is another factor that may play an advantageous role here. It is what may be called a neighbourhood
effect. Some production may be delocalized to take advantage of lower costs and neighbouring countries
benefit more from this (e.g., Mauritius/Madagascar, South Africa/Mozambique, Japan/South East Asia,
etc.). Cost efficiency and access to external markets overlap in large part as determinants of FOL

Africa's assets

120. What kind of assets does Africa have that can match the determinants of FOI and result in investment
that is mutually beneficial to MNCs and host countries? Let's review the above determinants in turn.

121. Natural resources: Africa does have sizeable resources that can and should be developed. It is
likely that Africa will keep attracting FOI in this sector if it provides a competitive set of incentives to
foreign investors. FOI is needed in this sector to share the development costs and access the latest
technology in resource recovery. However, Africa has lost enormous ground in an area where it has a
comparative advantage. Its market share had declined in many of its agricultural exports. Recent research
suggests that the adding up problem whereby an increase in exports will translate into reduced revenues is
less severe than previously thought, except perhaps for cocoa." Typical long-term elasticities are above
0.8 and are often near 0.95, suggesting that Africa can earn more foreign exchange by increasing exports
as costs are unlikely to be above 80 per cent of extra revenues given the room for improvements and the
share of taxation.

122. The clearest case of below potential growth is found in extractive industries. Africa's share of
mining output has been declining for a long time now. In the last 40 years, its share of production fell from
23 to 10 per cent in monetary terms. This decline is not due to lack of an adequate resource base but rather
has to do with an inappropriate mining policy, political interference and a serious shortage of investment by
cash-strapped parastatals that began in the 1960s. The mining industry worldwide attracts up to 10 per cent
of the value of its production exploration. By contrast, Africa only attracted about I per cent. Similarly,
during the 1970s and 1980s greater prospecting increased hydrocarbon reserves everywhere. But Africa's
production of hydrocarbons and its share of worldwide resources are thought by industry experts to be well
below its potential. At the end of the I980s, less than I per cent of wildcat drilling was carried out in the
region.

123. Domestic market: Most African countries have tiny markets." Nigeria is the country that is still
receiving some foreign investment outside of the natural resources sector. Other countries that have io the
past received foreign investment oriented towards the domestic market have granted excessive protection and
monopoly position to the producers. These countries are paying a heavy price for it in terms of higher costs
that have eroded their competitive position. Many sectors have been affected by this phenomenon (textiles,
food, air and sea transport, automotive, services, etc.). Even when markets are too narrow to justify the
presence of more than a few producers, they should remain contestable by international trade. Only under
this condition and in the absence of significant distortions is this kind of investment beneficial to the host
country.

124. It must be said, however, that a monopoly position and protection were often granted to compensate
for distortions that made it impossible to set up domestically based production (overvalued exchange rate,
higher input costs, deficient infrastructure, etc.).

125. External markets: Given their low per capita incomes and narrow markets, developing exports is
the route that should have been taken by African countries to accelerate growth. On the face of it, Africa
has good potential, given its ready access to the European market within the framework of the Lome
agreement and its unused quotas in sectors like textiles. Exploiting this advantage required the presence of

'" Akiyama and Larson (1993).

as Africa has the same GOP as Austria ($70 billion), but 62 times its population. The average size of
African economies is $3.6 billion (GOP). This compares with an average of $29 billion for all developing
countries ($48 billion excluding Africa) and $170 billion worldwide.
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two conditions that are absent in almost all countries in Africa. First, a good enabling environment is
crucial. A stable political, legal and institutional arrangement is the key to reducing uncertainty as is the
conduct of prudent macroeconomic policy. Second, the costs of doing business must be low enough to
enhance and sustain competitiveness. As will be seen below, both of these conditions are not satisfied.
Mauritius is the only African country that has exploited fully its access to external markets." It began by
encouraging labour-intensive industries to locate in a special export processing zone and succeeded to the
point where it has attained full employment and a remarkable increase in the income of its citizens. But
global liberalization under GAIT will reduce the value of Lome-type preferential trade arrangements.

126. Cost efficiency: Many people point to Africa's abundant and cheap labour and natural resources as
a competitive factor in attracting FDI. However, unskilled labour is becoming less and less important as
a consideration. Various types of research in the last few years have shown a steep decline in the proportion
of unskilled labour costs and raw materials in the sale value of most producers." However, labour costs
bave to be related to productivity. Data from the UNIDO shows that although wages, as a proportion of
the North American level, fell from 10 per cent in 1980 to 8.7 per cent in 1990, productivity slipped even
further from 15.7 to 10.5 per cent during the same period. This reflects lack of both training and access
to improved technology caused by under investment." Some countries increased their productivity wage
ratios however (Ghana, Nigeria and Mauritius). The general costs of doing business are more relevant than
just wages. Data collected for some African countries shows that Africa is also at a disadvantage. Costs
of electricity, telephone, sea and air freight are generally higher in Africa than among its
competitors in Asia and Latin America. Even imports from Europe cost more than similar imports in other
regions."

127. It seems, therefore, that African countries have very few assets that would make them likely
recipients of FOI outside of natural resources.

B. FOI prospects

128. There are five main areas of concern to be pessimistic about increased FOI flows to Africa.
(a) Capital flight: First, it is unreasonable to expect substantial foreign investment flows at a

time when capital flight is reaching dramatic proportions. Foreigners should not be expected to have more
confidence in a country at a time when its own citizens are investing their money abroad;

(b) Competitionfor funds: MNCs tend to prefer familiar settings. U.S. investment goes mostly
to Latin America and Japanese FOI goes to Asia for the most part. Africa's natural sponsor is Europe given
the historical, commercial and cultural ties. Europe's attention in the 1990s seems to be drawn to Eastern
Europe and the former Soviet Union. FOI to this region has increased steadily over the 1980s. Up to 1987,
Africa received more FOI than Europe and Central Asia (about 10 per cent of worldwide flows in 1987 as
compared to less than 5 per cent for Europe/Central Asia). In 1992, Europe/Central Asia received almost
IS per cent whereas Africa was down to 3 per cent;

(c) General investment climate: Although improvements have been made on the policy front,
the general investment climate has continued to lag behind that of other regions. Often, governments have
reluctantly adopted reform programmes designed to reduce distortions. Notwithstanding, laws enacted and
reforms decreed, the situation on the ground continues to be worrisome. Surveys of entrepreneurs in more
than a dozen countries have identified uncertainties linked to the permanence of reforms and the degree of
government commitment as important deterrents to private investment;

36 Investment from Hong Kong to circumvent restrictions on textile exports played an important role
in the success of Mauritius. The local Chinese community was instrumental in attracting those investors.

" Dunning (1993), p. 607; Miller (1993); Pfeffermann and Madarassy (1993); Cockroft and Riddell
(1991).

"
"

Quoted in Business Africa, April 16-30, 1993.

Yeats (1990).
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(d) Privatization: Privatization is one of the key indicators by which the private sector judges
the seriousness and irreversibility of reforms. The State's.exit from the production of goods and services,
particularly those with clear commercial attributes, sends a clear signal about the government's commitment
to private sector development and acts as an incentive for more investment. Privatization is also one of the
vehicles used to attract FD!, particularly in Latin America. Over the last five years, Africa's completed
privatization transactions were marginal as shown in table 11-3 below. However, given that few public
enterprises in mining and hydrocarbons were privatized, the share of FD! from privatization in non
oil/mining FD! is much larger than the figure indicated in the table.

(e) Debt overhang: The debt burden acts as deterrent to both local private and foreign invest-
ment because it is a signal for potential policy reversals and a difficult balance of payments position that may
make access to foreign exchange too difficult. At the end of 1992, Africa's debt represented 115 per cent
of its GNP whereas it was a maximum of 55 per cent for the Middle East and North Africa and below 36
per cent for other regions.

Table 11-3. Foreign direct investment from privatizations
(in millions of $US)

1988 1989 1990 1991 1992 988-92

Europe and Central Asia

FDI from privarizations 33.20 615.5 585.6 1,930.0 2,704.80 5,869.2

As share of total FDI (%) 2.38 2206 17.84 36.37 47.87 31.86

Latin America and Caribbean
FOI from privarizations 213.70 157.3 2,136.3 3,299.9 2,311.8 8,119

As share of total FOI (%) 2.67 2.20 27.65 25.85 16.78 16.43

East Asia and Pacific

FOI from privatizations 0.0 0.0 0.0 75.0 301.7 376.7

As share of total FDI (%) 0.00 0.00 0.00 0.58 1.95 0.68

South Asia
FDI from privatizations 0.0 0.1 10.6 4.2 37.0 51.9

As share of total FOI (%) 0.00 0.04 3.64 1.18 881 3.39

Sub-Saharan Africa (a)

FOI from privatizaticns 0.0 13.9 38.1 2.6 44.0 98.5
As share of total FDl (%) 0.00 0.56 5.7 015 3.44 1.37

North Africa and Middle East

FOI from privatizariona 0.0 1.0 0.0 3.2 225 26.7

A, share of total FDI (%) 0.00 006 0.00 0.45 1.09 0.37

TaTAL

PDI from privatizations 246.9 787.8 2,770.6 5,314.9 5,421.8 14,542

A, share of total FDI (%) 1.25 3.38 11.54 15.67 14.17 10.44

Source: Sader (1993).
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Prospects

129. FDI is expected by the World Bank to be as follows for the rest of the decade:"

Table II-4. Foreign direct investment from privatizations
(in billions of US$)

37

1993 1994 1994-2001

Africa I.10 1.20 1.90

Africa excluding Nigeria 0.50 0.70 1.10

Africa's share (%) 2.4 2.6 3.4

Total 46.50 47.00 56.00

Source: World Bank, 1993.

Africa's share is not expected to grow in any significant way. Other projections come up with a similar
figure of $1.9 billion annual FDI in 1996-2000 (Culagovski et al., 1991). This figure would represent about
3.4 per cent of total expected annual worldwide FDI flows in the second half of the 1990s. This is the same
level as that achieved in 1992 and much lower than the average over the second half of the 1980s. Cockroft
and Riddell (1991) are also pessimistic about FDI prospects in Africa. Those projections imply an annual
growth of about 8 per cent in real terms for the first few years. By contrast, projections made by the United
Nations in the late 1980s predicted a 16 per cent real annual growth rate of FDI flows to Africa for the
period 1989-1995, the highest of any region. Five years have elapsed from this seven-year planning horizon
and unfortunately have shown these predictions to have been too optimistic.

130. Has Africa been receiving too little FDI? Annex table B-2 shows that the largest developing
countries recipients received more than 90 per cent of all FDI going to developing countries. On average
this FDI represented 1.3 per cent of their GOP and 5.5 per cent of their GDI in 1991. Only Singapore and
Malaysia received more than 5 per cent of their GOP. FDI was more than 10 per cent of GDI in those two
countries plus Argentina, Hungary, Venezuela and Nigeria.

131. Figure 11-5 shows that Africa received more than the average worldwide FOI. The impact of this
FDI was about 0.75 per cent of its GOP and 4.68 per cent of its GDI in 1991 as compared to an average
of 0.52 and 2.5 per cent respectively for all developing countries." Obviously, the share of FDI in private
investment is even larger given its low levels. In the absence of major changes in Africa's business climate
and prospects, it is unrealistic to expect much more FOI.

132. To increase the amount of FDI it receives, Africa must increase its domestic investment, particularly
private investment.

'" Under the following assumptions, weak growth in industrial countries of about 2.7 per cent p.a.,
stabilization of real commodity prices, higher savings rate as a result of reforms, a bottoming out of the
decline in Eastern Europe and the former Soviet Union.

41 See annex table 3.
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Figure 11 - 5 Impact of FDI in 1991 - 2
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C. Policies to attract FDI

39

133. Given that FDI and domestic private investment go hand in hand and require basically the same
incentives, action is needed to revitalize private sector involvement. Both savings and investment are too
low in Africa. In 1986-1990, gtoss domestic investment was 16.8 per cent of GDP while gross domestic
savings were only 14.3 per cent. This investment rate is barely enough to replace existing capital. Private
investment is also too low. In 1991, private investment was estimated at 8 per cent of GDP. For a sample
of countries in Africa and other regions, private investment as a share of GDP in 1991 was 8 per cent for
Africa, 10 per cent for South Asia, 12 per cent in Latin America and 22 per cent in East Asia. In other
regions, savings and investment were much higher. In the same period, South Asia had a gross domestic
investment of 22 per cent. What is more interesting is that other developing regions had much higher gross
national savings which financed 80-100 per cent of their investments while Africa was able to finance only
S8 per cent of its investment.

134. As previously shown, Africa receives more FDI as a proportion of its investment than the average
for other regions. Given that its investment is low, the absolute amounts of FDI received may be too low
for its needs. But the problem of Africa is not caused by the low levels of FDI but rather by the extremely
low level of domestic investment. Pursuing the larger objective of increasing domestic investment,
particularly its private component, will result in a higher payoff than targeting FDI alone. There are several
reasons for this. First, it is wasteful to spend scarce resources attracting FDI while the general problems
besetting domestic investment are not fixed because FDI will probably not come. Second, FDI rarely
represents more than a small proportion of total domestic investment (generally below S per cent) and will
therefore not solve the slow growth due to underinvestment. Third, isolated measures have already shown
their limits. Despite, the multiplication of liberal investment codes and one-stop shops all over Africa,
neither private investment nor FDI has shown any upward trend.

D. Reviving private investment in Africa

I3S. Policies are needed to raise the quality and quantity of physical, human and financial capital. These
can be divided into three areas: reduction of economic and regulatory uncertainty; improving the
institutional support for the private sector and upgrading infrastructure and human resources.

136. Reducing uncertainty: Private investors accept the commercial risk inherent in doing business. But
they are not usually willing to accept risks flowing from unstable policies and regulatory frameworks, and
are forced to adopt short-term perspectives that do not encourage irreversible investment in fixed assets.
Extensive field work with entrepreneurs in Africa shows that uncertainty remains at the top of the constraints
inhibiting private investment. This uncertainty flows from three sources. First, political uncertainty is still
high because of lack of consensus on policy and government. Second, unstable and non-transparent
regulatory, legal and judicial systems heighten the fears of private investors and increases the costs of doing
business. Third, unstable and inconsistent economic policies are also viewed as a source of anxiety. Prudent
monetary and fiscal policies are needed to ensure a reasonable fiscal position, reduce inflation and exchange
rate movements and manage terms of trade shocks. Many African countries have embarked on adjustment
programmes and have gone a long way towards liberalizing their economies. However, today there is not
a single country that has achieved macroeconomic stability. There have been many reversals on the ground
and due to poor political environments, there has not been much enthusiasm for reforms. To achieve results,
reforms need to be sustained over a significant period of time to achieve the necessary credibility and reduce
fears of reversals. The following areas indicate where governments can achieve credibility and show
commitment to private sector development:

(a) Macroeconomic policy needs to be pursued to reduce crowding out the private sector through
fiscal and monetary policies. The pursuit of market interest rates and currency convertibility are key parts
of this construction. Convertibility ensures that foreign exchange is available for imports and debt servicing
and imposes a discipline on government policy. Market interest rates and convertibility will help contain
capital flight. It has been found that the best way to keep capital in is to give it the freedom to go out. The
recent experience of Latin America shows how improving policies can attract capital. A substantial part of
privatization and portfolio investment has been financed by returned capital flight. At the end of 1991, the
stock of capital flight in Africa has been estimated at 90 per cent of GDP ($148 billion). The return of a
fraction of this capital will have an enormous impact;

(b) Privatization is one of the best ways of showing government's commitment to private sector
development. Getting out of activities that have clear commercial attributes is one of the strongest signals
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a government can send to show that it is serious. Privatization in Africa has lagged behind that of other
regions. During the period 1988-1992, the share of Africa in privatization transactions has been less than
I per cent. In other regions, privatization has also been used as an important vehicle to attract FDI. During
the same period, Eastern Europe attracted 32 per cent of its FDI through privatization. The figures for Latin
America, South Asia and the Pacific were 17, 9 and 2 per cent respectively. The figure for East Asia and
the Pacific is low because FDI flows are very large and their capital markets are developed enough to absorb
privatizations.

137. The legal and administrative framework is still a problem. Entrepreneurs still complain about the
red tape and corruption they have to endure to do business. There is also little confidence in the willingness
and capacity of the judicial system to enforce contracts and administer justice. Liberal investment codes and
one-stop shops are not enough if investors still have to go through the hassle of getting authorizations and
permits from ministries that do not want to give up their power. Strong actions are required to ensure that
the intent of the liberal investment policies is translated into practical actions on the ground. The private
sector will not respond to an improved economic environment if basic institutions are either missing or
inefficient.

138. Private sector support institutions: The role of the public sector is more important in this area and
requires sophisticated managerial skills to supervise and regulate economic activities, administer justice and
provide essential services that cannot be provided by the private sector. The civil service needs to be more
sophisticated, competent and well remunerated so that appropriate laws get translated into practice.

139. Markets are not just a question of freeing prices. They need institutions and laws that facilitate and
guarantee the free exchange of assets. The exchange of assets requires ownership. In this respect, land
tenure is one of the most worrisome aspects. Entrepreneurs are often prevented from accessing finance as
they cannot present land as a collateral due to difficulties in clear titling and freedom of transfer. Systematic
registration and freedom of individual ownership and transfer are needed to alleviate this problem.

140. The second institution that is needed is a promotion agency that replaces the so called "one-stop
shops". Investment approval agencies have shown their limits. Even the one-stop shop variety in Africa
has been called a "one more stop shop". Governments have no business or competence to decide where
investors should put their money. All investments should be approved automatically and permits, if any,
given systematically, subject to the respect of the general laws of the land (environmental standards,
workers, security, zoning, taxes, etc.). If there is a need to examine proposals, this should be kept to a
minimum negative list. Given the situation of chronic underinvestment that prevails in much of Africa
today, there is a need to shift from controlling investment to promotion of the country's advantages both to
local and foreign investors.

141. Third, there is a need to encourage capital markets institutions and strengthen public confidence in
them. In addition to the measures previously mentioned on reducing distortions and crowding out, efforts
are necessary to regulate and supervise financial institutions. Confidence in capital markets institutions will
help increase savings that can be channelled to productive investment. There is a long agenda ranging from
insurance and stock markets to merchant banks as well as finance and discount houses.

142. Fourth, dialogues between governments and the private sector needs to be encouraged and
institutionalized. There is now deep mistrust between the administration and the private sector. The
Ghanaian experience of setting up a Private Sector Advisory Group to propose policies to lift constraints to
private sector development is an encouraging experience.

143. Finally, government help is needed to strengthen public agencies that provide services for the private
sector. Institutions like chambers of commerce, export credit and guarantee agencies, statistical information,
etc. all need to work towards better supporting investors. Whenever possible, ownership or management
should be transferred to the private sector.

144. Infrastructure and human resources: Unfortunately, the brunt of adjustment has been borne by both
private and government investments. For political reasons, governments have found it easier to curtail
capital expenditures rather than consumption spending. Recent research shows a positive correlation
between certain kinds of public investment and private investment. Public investment that is complementary
to private investment is found in infrastructure and human resources development. Investment in health and
education is vital for the development of a healthy labour force with the technical skills to adopt advanced
technologies required to compete.
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145. The infrastructure is also in need of improvement. Improvements in this area will facilitate
investment by the private sector and reduce the cost of doing business. Other developing regions have'
already moved to transfer the ownersbip or management of key infrastructural facilities to the private sector.
African Governments also need all the help they can get from the private sector, provided that monopolistic
practices are severely curtailed, by facilitating market access and regulations. Cartel practices in both sea
and air transport have done untold damage to Africa's competitiveness.

E. Policies to encourage FDl

146. Today, countries are vigorously competing to attract foreign investments. IFC's experience as well
as the work of the Foreign Investment Advisory Services (FIAS)" have shown the following measures to
be the most important:"

(a)
if needed.
avoided;

Permit unrestricted entry of foreign investments and keep limitations to a short negative list,
Open-ended criteria like "industries of strategic importance" or "small business" should be

(b) Clearly define investments that will benefit from incentives and grant these incentives
automatically, minimizing discretion and negotiations;

(c) Do not favour foreign investors over local ones in granting investments. This will not only
encourage questionable joint ventures to benefit from incentives, but will also erode the confidence of
domestic investors and encourage capital flight. (A substantial part of China's capital flows first to Hong
Kong, and then is rerouted back to China to benefit from incentives);

(d) Reasonable tax rates are preferable to tax holidays followed by uncertain rates;

(e) Permit unrestricted access to foreign exchange for imports of inputs, debt servicing, profit
repatriation and service payments;

(f)
satisfactory;

Do not undertake expensive investment promotions until the investment climate is

(g) Establish an investment promotion agency with participation from the private sector and a
focus on investor support rather than on screening.

147. The above measures are a part of an overall policy to attract FDI. As FIAS work shows, countries
are not likely to succeed on their own, unless MNCs are satisfied with the overall business climate and
expect stable policies. Research by the United Nations Centre for Multinational Corporations (UNCTC) also
arrived at similar conclusions" [t shows, in the context of Asia, that a country's integrated policy
framework is more critical than its FDI regime. The model used by the UNCTC to forecast FDI flows can
be used to reinforce this point." It suggests that FDI flows are positively influenced by market size,
growth, the size of domestic investments, and a competitive exchange rate, and are deterred by uncertainty
linked to economic instability. In the short term, governments can act on all these variables except market
size by vigorously pursuing the policy agenda previously outlined. Save in Nigeria, markets will not
increase to meaningful sizes until several decades of sustained growth have occurred. The barriers to trade
and investment between African countries need to be dismantled to encourage economic integration and
enlarge markets.

42 The Foreign Investment Advisory Services (FlAS) was created by [FC in 1986 to advise
governments on how to attract foreign investment, and is now a joint service of [FC, IBRD and MfGA.

Guy Pfeffermann (1991, 1992), Wells and Wint (1990, 1991).

44 United Nations, World Investment Report, 1992. p. 261.

United Nations, World Investment Report, 1993, pp. 105 ff.
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Agenda for the donors

148. The international community needs to encourage policy reforms in Africa. Its actions would be more
useful in the following areas:

(a) Relieve the debt burden: debt relief measures have reduced debt servicing but were
unsuccessful in easing the debt overhang. Africa's debt stock remains at unsustainable levels. Bold actions.
along the lines proposed by the United Kingdom, are needed to help the reforms succeed. The debt
overhang reduces investment by local and foreign investors. Investors fear that reforms may be
unsustainable and taxation too high if governments have to allocate substantial amounts to debt servicing.
In addition, the size of foreign debt is a direct determinant of country risk as perceived and used by MNCs
and the international capital markets that finance their investments. They rightly fear they would be at the
back of the queue for access to foreign exchange in the presence of high debts in host countries;

(b) Untie aid: tied aid that results in the purchase of unneeded goods at inflated prices and
technical assistance that never gets transferred is of dubious value to Africa. Aid needs to be untied as much
as possible to help government efforts to provide essential services; and

(c) Keep markets open: easy access to African exports is crucial. Africa doesn't seem to face
many obstacles, though, may be because it is not yet considered a serious threat.
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Annex table B-1. FDI flows to developing countries (in billions in $US)

1970 1980 1985 1986 "1987 19R8 1989 1990 1991 1992 Average

Africa 92 20 1,318 719 1,392 1,044 2,476 669 1,746 1,280 1,331

% of total FDI 5.46 0.22 12.02 7.28 10.14 529 10.62 2.79 5 15 3.35

% of azerezate net flows 7.19 0.18 13.74 6.54 10.45 7.59 15.51 3.86 9.74 7.19

Total aazrezate net flows 1,280 11,1)48 9,593 10,998 13,315 13,754 15,959 17,312 17,919 17,800 14.581

East Asia and Pacirac 267 1,318 3,183 3,546 4485 7,593 9,071 lD,885 13 021 15,060 8,356

% of total FD 1 15.85 14.25 29.03 35.92 32.67 38.47 38.90 45.34 38.40 39.37

% of aggregate net flows 14.19 10.66 19.97 32.83 87.99 55.60 48.17 41.37 40.97 43.42

Total azerezate net flows 1,881 12,366 15,938 10,802 5,097 13,657 18,833 26,313 31, 785 34,682 19,638

Eureee and Central Asia 90 297 465 447 664 1,393 2,790 3,282 5,306 5,650 2500

% of total FDI 5.34 3.21 4.24 4.53 4.84 7.06 11.96 13.67 15.65 14.77

% of aazrezate net flows 16.16 2.43 859 12.68 12.63 18.99 28.40 21.62 33.49 17.68

Total aezreaate net flows 557 12,230 5,411 3,525 5,256 7,336 9,825 15,178 15,843 31,954 11,791

Latin America and Caribbean 1096 6,118 4,345 3569 5,181 8,012 7,135 7,725 12,766 13 778 7,894

% of total FDl 65.04 66.17 39.63 36.15 42.38 40.59 30.60 32.18 37.65 36.02

% of aerezzare net flows 26.27 20.82 32.42 35.77 45.22 60.02 92.09 49.37 65.91 74.88

Total aggregate net flows 4,172 29,38\ 13,404 9,979 12,866 13,348 7,748 15,647 \9,368 18,399 13,845

North Africa and Middle East III 1,387 1,495 1,455 1 178 1464 1,619 1,156 711 2,064 1,393

% of total FDI 6.59 15.00 13.64 14.74 8.58 7.42 6.94 4.82 2.10 5.40

% of aareeeare net flows 11.95 11.96 13.79 13.67 11.84 18.07 25.38 14.11 9.81 21.64

Total eggregere net flows 929 11.598 10,840 10,646 9,948 8,100 6,380 8,\94 7,246 9,538 8,862

South Asia 29 106 157 137 191 233 229 291 356 420 252

% of total FDI 1.72 1.15 1.43 1.39 1.39 1.18 0.98 1.21 1.05 1.10

% of eereaaere net flows 2.20 1.84 2.74 1.90 2.38 2.61 2.58 3.73 3.92 4.16

Total aaareaate net flows t ,320 5,763 5,740 7,214 8,039 8,935 8,887 7,796 9,703 10,087 8,221

Total FDI flows 1.685 9,246 10,963 9,873 13,728 19,739 23,320 24,008 33,906 38,252 21,724

10.264 8,215 63,148 56,758 58,580 69,611 72,478 90,439 101,235 122,461 79,339

Source: World Bank, World Debt Tables, 1992-1993.
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Annex table B-2. Largest FDI recipients (in millions of SUS)

199()'1992 1990 1991 1992 % of 1991 GDP % of 1991 GO! 1991 GDI GOl as % of GDP

Mexico 13,324 2,549 4.762 6,013 1.69 7.33 282,526 23

China . 11,965 2,657 3,688 5,620 1.00 2.77 369,651 36

Malaysia 9,613 2,958 3,008 3,647 6.40 17.79 46.980 36

Sineaeore 9,034 3,368 2,883 2,783 7.21 19.49 39,9&4 37

Argentina 6,885 2,004 2,439 2,442 2.13 17.78 114,344 12

Indonesia 4,486 1,246 1,504 1,736 1.29 3.69 116,476 35

Brazil 3,830 260 570 3,000 0.14 0.69 414,061 20

Thailand 3,749 1,550 1,199 1,000 1.28 3.29 93,310 39

Hungary 3,210 337 1,459 1,414 4.74 24.94 30,795 19

Venezuela 3,015 451 1,914 650 3.58 18.85 53,440 19

Turkey 2.533 700 783 1,050 0.82 4.09 95,763 20

Philippines 2.143 480 654 1,009 1.46 7.28 44.908 20

Czechoslovakia 1,989 188 596 1,205 1.80 5.80 33,172 31

Nizeria 1,733 601 588 544 1.72 10.77 34,124 16

Chile 1,617 587 490 520 1.56 8.24 31,311 19

Colombia 1,537 484 433 620 1.04 6.92 41,692 15

Pakistan 1,508 253 520 735 1.29 6.80 40,244 19

Egvpt 1,415 700 400 315 1.32 6.61 30,265 20

Morocco 1,197 217 375 605 1.36 6.16 27,652 22

India's 675 363 112 200 0.05 0.25 221,925 20

Sztotal/averaze &5,458 21,953 2&,377 35,12& 1.31 5.49 2.162,623 24

% of total FDI 92 91 92 93

* India data for 1991 and 1992 are rough estimates

Source: FOI data from IMF, other from 1993 World Bank World Development Report.
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Annex table B-3. Impact of FDI by region in 1991 (in millions of $US)

Average FDI (1990-1992)

GDP GDI FDI % share of GOP % share of GDl

Africa 164,339 16 1,231 0.75 4.68

East Asia and the Pacific 961,754 35 12,988 1.35 3.86

South Asia 302,014 19 355 0.12 0.62

Middle East and North Africa 413,241 16.2 1.310 0.32 1.96

Latin America and the Caribbean 1,203,873 19 11,423 0.95 4.99

Total/average 3,045,221 21.04 15,884 0.52 2.48

Source: From various World Bank data.
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Annex table B-4. FDI in Africa. 1990-1992 (in millions of $US)

1990-1992 FDI as

% of 1991 % of 1991 1991 GDP
1990 1991 1992 GDP GDI 1991 GDP (%)

Angola -335 665 0 1.01 5.95 10876 17

Djibouti 26 27 29 6.14 3839 445 16

Botswana 158 150 139 409 17.04 3644 24

Burkina Peso 0 0 0 0.00 0.00 2629 23

Burundi I 1 0 0.06 0.38 1035 17

Cameroon 33 37 89 0.45 3.03 11666 15

Cane Verde 0 0 0 0.00 0.00 303 26

Central African Renublic I I I 0.08 0.76 1202 11

Chad 27 3 0 0.81 10.11 1236 8

Comoros 0 I 1 0.28 1.90 242 14.5

Congo 0 0 0 0.00 0.00 2909 11

Zaire 0 0 0 0.00 0.00 7537 11.5

Benin 2 6 6 025 2.06 1886 12

Equatorial Guinea 10 16 0 6.57 27.36 132 24

Ethiopia 0 0 0 0.00 0.00 5982 10

Gabon -65 -19 -137 -1.51 -5.41 4863 28

The Gambia 11 10 10 3.07 16.14 337 19

Ghana 15 20 23 0.30 1.88 6413 16

Guinea-Bissau 0 0 0 0.00 0.00 211 30

Guinea II 11 10 0.36 2.02 2937 18

Cote d'ivoire 26 18 25 0.32 3.16 7283 10

Kenya 5 15 II o 15 0.69 7125 21

Lesotho 17 7 14 219 2.36 578 93

Madagascar 13 19 26 0.78 9.71 2488 8
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1990-1992 FDI as

% of 1991 % of 1991 1991 GOP
1990 1991 1992 GOP GDI 1991 GOP (%)

Malawi 0 0 0 0.00 0.00 1986 20

Mali 0 0 0 0.00 0.00 2451 23

Mauritius 46 24 19 1.32 4.70 2253 28

Mozambique 1 22 30 1.45 3.45 1219 42

Niger 0 0 0 0.00 0.00 2284 9

Nigeria 601 588 544 1.69 10.58 34124 16

Rwanda 7 0 0 0.15 1.14 1579 13

Sao Tome & Principe 0 0 I 0.67 1.16 50 57.5

Seychelles 17 19 22 5.17 25.85 374 20

Senegal 70 70 70 1.21 8.66 5774 14

Sierra Leone 2 3 9 0.63 5.71 743 11

Swaziland 34 27 20 3.05 14.81 885 20.6

Tanzania 13 13 19 0.67 3.07 2223 22

Togo 8 12 10 0.61 3.22 1633 19

Uganda 0 1 2 0.04 0.33 2527 12

Zambia 0 0 0 0.00 0.00 3831 13

Zimbabwe 0 0 0 0.00 0.00 5543 22

Total/average 755 1767 993 0.76 4.56 153438 16.74
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SAVINGS, INVESTMENT AND THE
FINANCIAL SYSTEM IN UGANDA

Louis Kasekende
Moazzam Malik

INTRODUCTION

51

149. The period immediately preceding and following the National Resistance Movement's coming to
power is characterized by gross economic disequilibrium and political disorder. These were exacerbated by
the suspension of relations with the IMF, and by chaotic and unsure policy responses. As one would expect,
the implications for the financial sector and savings and investment in the economy were highly adverse.
This paper describes the consequences of such disequilibrium and the developments since then. We believe
that there are some important lessons to be learnt from the experience of Uganda.

ISO. Section J sets out some general principles for the discussion that follows. Section II gives a brief
macroeconomic history of Uganda covering the 1984/85 to 1992/93 period. Section III focuses on a few
key issues that are highlighted by the experience of Uganda, and may be of relevance to other sub-Saharan
African countries. Section IV makes some concluding observations.

I. SOME GENERAL PRINCIPLES

151. Savings and investment come in a variety of guises. Construction of dwellings by semi-subsistence
households covers both savings and investment. Similarly, retained profit by the formal industrial sector
represents savings which can then be invested. Informal schemes mobilize savings or pool resources which
usually only benefit the members of the group. The point that we wish to make is that whilst all of these
may be important and have a role to play, they cannot substitute for a formal financial sector.

152. Consider the case of informal savings and credit arrangements such as local money lenders, rotating
credit cooperatives, community savings and loan institutions. One would expect such schemes to be more
accessible than banks and other formal institutions, and to have lower intermediation costs.

153. Despite these positive features, the extent to which these arrangements can substitute for a formal
financial system is quite limited. The usually large difference in interest rates between the two sectors"
suggests a limited effectiveness in mobilizing savings in the informal sector, and highly imperfect arbitrage
between the formal and informal sectors." In other words, the informal sector cannot be a vehicle to
mobilize large-scale long-term savings. This is consistent with the observation that "informal institutions
in Africa usually seem to operate at the extremely short end ofthe market, typically offering savings facilities
and credits for a one-month term" (see Killick, 1993, p. 260). All this leads us to suggest that whilst the
informal sector can complement the formal financial sector, it can in no way displace it.

154. In the not so distant past, the public sector was seen by many as a potential substitute for private
investment. However, the public sector, typically in sub-Saharan Africa and certainly in Uganda, is going
through a period of rationalization. The trend and emphasis is towards fiscal prudence. This has been
spurred by the increasingly recognized need for macroeconomic stability, but also due to the weak perfor
mance of much public investment. We shall have more to say about the public sector later, but suffice to
say here that in the current climate of economic opinion, it cannot be seen as a substitute for the financial
system, though it most certainly has a complementary role in the provision of physical and social infrastruc
ture.

In Uganda, in the relatively recent past, this has at times been in the region of hundreds of per cent.

47 Chipeta and Mkandawire (1992) reached a similar conclusion in their study of the links between the
informal and formal semi-formal financial sector in Malawi.



---,--

52 AFRICAN DEVELOPMENT ISSUES AND POLICIES

ISS. A further source of savings and investment that has been given much prominence in recent times is
that of foreign investment. Again, we do not believe that foreign investment can substitute for the financial
sector. A recent survey by The Economist (25 September 1993) reported that whilst a number of developing
countries (in Asia and Latin America) has witnessed a large increase in foreign investment, at no time had
this investment displaced the role of domestically generated savings and investment. Again, there will be
more to say about foreign investment later.

156. The general point that we wish to make is that the formal financial sector is the key to mobilizing
long-term savings which can lay the foundation for sustainable flows of investment and growth." Hence,
it is from that proposition that we wish to evaluate Uganda's recent history.

II, A BRIEF MACROECONOMIC mSTORY

A. Economic disequilibrium: 1985 to 1988

157. Leaving aside the political disorder and uncertainty, the period 1985 to 1988 was characterized by
gross economic disequilibrium (key indicators are presented in the table at the end of this chapter). The
policy regime was one of a fixed exchange rate and high fiscal deficits financed largely by money creation.
As one would expect, the current account of the balance of payments deteriorated rapidly, and inflation acce
lerated into triple digits. Real interest rates were highly negative. Capital flight was rampant, and in turn
exacerbated the disequilibrium that had stimulated it. At the beginning of 1987, foreign exchange in the
black market traded at a premium of some !OOO per cent over the official exchange rate.

158. All investigation indicates unambiguously that the severity of the disequilibrium led to a collapse of
confidence in the economy. It is also clear from the evidence that the currency reform and the supporting
measures in the exchange rate and real sector in May 1987 failed to reverse this deterioration in confidence.

159. The loss of general confidence coupled with a weak and regulated financial sector, let to a flight
from domestic financial assets. The ratio of broad money (M2) to GDP declined from an already very low
11.3 per cent in June 1985 to just over 7 per cent by June 1988. The ratio of total deposits to GDP declined
from 7.1 per cent in June 1985 to 3.4 per cent by June 1988. And in real terms, total deposits collapsed
from Uganda Shilling 9.67 billion in June 1985 to USh 3.43 billion in June 1988. The process of de
monetization was accompanied, as one would expect, by a move into cash - the ratio of cash to broad money
increased from 36.5 to 53.5 per cent - and a rapid increase in the velocity of money.

160. Essentially, weak macroeconomic management led to a sharp de-monetization of the economy. Sav
ings moved rapidly from domestic financial assets to real assets as the construction sector boomed" in
response to rehabilitation policies initiated by the new NIM government, and into foreign currency assets.

161. As can be imagined, the consequences for the financial sector were not good. The savings base
declined at the same time as credit demand increased. The latter stemmed largely from the Government
drive to rehabilitate the economy, and the consequent large increases in nominal money supply.'" The com
bination of political pressures and regulation of interest rates led to a sharp deterioration in the health of the
financial sector.

162. The financial sector in Uganda is dominated by the Government-owned Uganda Commercial Bank
and the Cooperative Bank. Both of these institutions acquired large non-performing loans. Current estimates

.8 A recent World Bank Research Policy Report on "The East Asian Miracle" recognized this and
stated that "Inadequate domestic savings willeventually pull down investment rateseitherdirectly or through
constraints on the continued build-up on foreign liabilities which must eventually be repaidfrom domestic
savings". A similar conclusion was reached by Ddumba-Ssentamu (1992).

4' The construction sector grew by 61 per cent in real terms between 1985 and 1988, as compared to
a 12 per cent growth in total GDP.

so Nominal money supply grew by some 490 per cent between June 1986 and June 1988.
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are that non-performing loans represent up to 60 per cent of the loan portfolio. Apart from these two banks,
there are a number of international banks such as Standard Chartered, Barclays, ANZ Grindlays and Bank
of Baroda. These latter banks focused their activities on blue chip customers and on foreign trade finance.
Even these, however, were not totally immune to non-performing assets.

163. The process was essentially one of disintermediation. The banking system became increasingly inef
ficient and unable to play it's usual desired role. The informal credit market flourished with lending rates
many times higher than the regulated rates. At times, the shortage of loanable funds was so acute (and the
political pressure so great) the Bank of Uganda directly intervened to supply credit to finance agricultural
marketing, and occasionally to parastatals engaged in non-agricultural activities. The Government also took
measures to guarantee loans to parastatals and some private sector companies, and directly financed some
parastatals. The usual consequences of such injections of finance were to accelerate inflation and further
complicate macroeconomic management, especially since recovery of such finance was difficult.

B. Towards stabilization: 1988 to 1992

164. The 1988/89 fiscal year marks the beginning of serious policy efforts to reverse the above trends.
The early efforts concentrated on reform of the foreign exchange market. This began with three discrete
devaluations in 1988/89, and the adoption of a real exchange rate rule in October 1989. In early 1990, full
retention of non-coffee export receipts replaced a dual licensing system. And in July 1990, the authorities
legalized the parallel market by creating foreign exchange bureaux. Note that these reforms went ahead
despite the collapse of the International Coffee Agreement in mid-1990.s1

165. These reforms narrowed the premium of the free market over the official rate rapidly. The momen
tum towards market clearing exchange rates increased as the institutional reforms allowed residents to hold
foreign exchange accounts and to access the bureaux market without restriction. These reforms increased
confidence enormously. The precautionary motive for holding foreign exchange decreased. Despite this,
given high domestic inflation, there continued to be an asset motive for holding foreign exchange. The
balances held on foreign exchange accounts in Uganda increased by some 650 per cent between July 1990
and December 1992.

166. The reform of the foreign exchange markets was accompanied by efforts to stabilize prices, largely
through the restriction of fiscal deficits. As can be seen in the table at the end of the chapter, the success
was somewhat mixed. Whilst inflation declined in 1989/90, it increased over the subsequent periods, parti
cularly in 1991/92. This was largely due to a shortfall in external assistance to the budget which was
covered by recourse to financing by the central bank and a drought. Through the period June 1988 to June
1992, real interest rates continued to be negative (other than in 1990), though not in the same region as in
the pre-1988 period.

167. These developments slowly improved the monetary indicators discussed earlier from June 1988
levels. The ratio of M2to GDP increased slowly, as did deposits. and the ratio of cash to broad money fell.

C. A stable macro-economy: 1992 to date

168. The fundamental turnaround. however, occurred in 1992/93. As the drought effect ended, food
prices fell. This coupled with much stricter control over the fiscal deficit, led to a sharp reduction in
inflation, so much so that the annual rate in June 1993 was -0.6 per cent. Furthermore, in November 1992
interest rates were partially liberalized and tied to the treasury bill rate which was determined by public
auction. lIP consequence, real interest rates turned strongly positive, indeed at times to disconcertingly high
levels. At the same time, the foreign exchange market stabilized further. The rate of depreciation slowed
very significantly, the premium has in fact all but ceased to exist, and the exchange rate has in fact appre
ciated slightly. Currently, all foreign exchange is transacted in a unified "inter-bank" foreign exchange
market at freely determined rates.

169. These developments represent a major turnaround in macroeconomic indicators. Initially, we
observed some inertia in private sector expectations, but this has been followed by almost textbook reactions.

SI A comprehensive analysis of these reforms is presented in Kasekende and Semogerere (1992).
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There has been a strong move towards monetization with the M2/GDP and deposits/GDP ratios continuing
to increase. Most significantly, the level of deposits in real terms has increased dramatically, and the share
of time and savings deposits in total deposits increased from 19 per cent in June 1989 to just under 40 per
cent in June 1993. Furthermore, there has been a sharp move away from cash transactions. Perhaps the
most significant feature underlying these developments is the move away from foreign exchange assets
towards domestic financial assets. The overall position of foreign exchange accounts held in the banking
system has been roughly constant since December 1992, in sharp contrast to the previous period.

170. The major remaining problem is the pace of restructuring measures designed to promote efficiency
in the financial sector. This has led to high financial intermediation costs and high nominal interest rates.
The economy runs the risk of constraining investment and the pace of economic recovery.

III. KEY ISSUES FROM UGANDA'S EXPERIENCE

A. The role of sound macroeconomics

171. As we have already' argued, we believe that a vibrant financial sector is the key to successful
mobilization of savings and the efficient transformation of these into investment. The evidence we have
presented above suggests very clearly that a sound and stable macroeconomy with low inflation and stable
exchange rates is a precondition to the mobilization of domestic currency savings. The re-monetization of
the economy in response to the stabilization of prices and exchange rates - and the consequent positive real
rates of return on domestic assets - is perhaps the most important lesson of Uganda's experience. It is very
much hoped that these trends can be sustained.

172. While establishing macroeconomic indicators is clearly essential, it is not the end of the story. The
recent history of East Asian countries (see World Bank, 1993) clearly demonstrates that whilst a sound bank
ing system is fundamental in resource mobilization, it does not necessarily lead to the most "desirable" allo
cation of resources. Especially in the transition from financial crisis, as in Uganda at present with high real
interest rates, there may be strong grounds for "market-correcting" interventions. There may also be strong
developmental grounds for directing the flow of credit towards key sectors, possibly through subsidized
interest rates. In other words, whilst stabilizing price signals is a key element, attention should be paid to
the incentive structure and whether this accords with economic priorities.

B. The financial sector

173. Sound macroeconomic signals, however, are a necessary but not sufficient condition for successful
savings and investment. The 1985-1992 period has left Uganda's financial system in a very poor state.
Over the period, the shrinking deposit base became increasingly skewed towards short term demand deposits.
The level of non-performing assets is high. In consequence, the costs of intermediation are also very high.
This inefficiency of the financial system is one of the principle factors behind the current high level of real
interest rates in Uganda; these may, in turn, constrain the level and efficiency of investment.

174. The poor health of the financial sector was recognized by policy makers in earlier years of the pro
gramme period around 1987. However, at that time, the financial sector was simply Iowan the agenda of
both domestic policy makers and the multilateral donors, and as a result little was done." Indeed, the
political pressures that aggravated mismanagement in a number of banks continued unabated.

175. Some efforts to address these efficiency issues began with the placing of a large bank under central
bank "surveillance" towards the end of 1991, followed by moves to strengthen the management of that bank
with donor assistance. Furthermore, under import support programmes, banks were excluded from partici
pation unless their position with the central bank was sound. Other more recent measures have included the
liberalization of interest rates beginning November 1992.

" The authors' discussions with other African central bank staff at a World Bank seminar on the
Reform of Financial Systems (Zimbabwe, April 1993) indicate that this seems to be a common feature with
other IMF- and World Bank-supported programmes.

-,---------------------------
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176. A concerted effort is now under way guided by a Financial Sector Adjustment Programme, with the
assistance of the World Bank to address these efficiency issues and to improve the viability of certain key
financial institutions. The non-performing loans of the biggest bank are to be transferred to a trust, and the
bank will be issued a long-term interest yielding bond by the Government. All loss-making branches of this
bank are to be closed and its management is being strengtbened. The Government is also in the process of
reducing it's share holding in other private foreign banks and plans are under way to privatize Government
owned banks.

177. A top priority of the programme has been the strengtbening of the regulatory and supervisory role
of the central bank. Earl ier weaknesses in the regulatory framework perpetuated inefficiencies in the finan
cial system by allowing some banks and institutions to become undercapitalized and insolvent. For example,
from about 1986 a number of credit institutions and building societies were licensed but supervised by the
Ministry of Finance rather than the central bank. These proved to be poorly managed and a number of them
have subsequently collapsed, again hitting the already fragile confidence in the financial sector.

178. A new Bank of Uganda Act and a Financial Institutions Act were passed in 1993 giving the central
bank wide-ranging powers over the financial sector. The central bank is now the "monetary authority" and
is responsible for supervising all (including non-bank) financial institutions. However, even with the law
in place, restructuring financial institutions will take some time.

179. As was discussed earlier, the authorities have sought to make up for some of the deficiencies of the
financial system. The Bank of Uganda has, at times, engaged in crop finance. The experience was, how
ever, not a happy one as it proved difficult to re-absorb the expansion of liquidity at the end of the crop
season. Similarly, various refinance facilities have been set up at the Bank of Uganda targeted to particular
sectors, and financed by domestic as well as donor funds. Again, the experience has not be overwhelmingly
successful as take-up has been limited. In general, a consensus is emerging that the Bank of Uganda should
concentrate on it's role as a central bank and leave interaction with the private sector to the banking system.
All credit requirements of parastatals are no longer entertained by the central bank, but have been transferred
to the commercial banking system. A refinance window at the central bank, however, remains to promote
the development of the export sector and the "rehabil itation of productive enterprises" .

180. At the same time, the authorities are investigating the feasibility of new financial institutions such
as leasing companies and capital markets, including a stock exchange. Whatever the results of such inves
tigations, it is clear to us that financial innovation cannot displace the need for a sound and active banking
system that offers accessible savings and credit instruments geared towards the needs of the Ugandan
economy." The guiding principles in moving towards such a situation are the fostering of competition in
the financial system allied with sound supervision and carefully thought out interventions only when
necessary.

C. The public sector

181. The period of investment to rehabilitate key sectors of the economy that began with the NRM
Government has been highly dependent on public finance, both directly in the form of financing projects and
parastatals, and indirectly in the form of guaranteeing credit agreements. This has especially been the case
given the absence of a robust and vibrant private sector financed by the banking system.

182. However, just as the weak macroeconomy destabilized banking institutions, so it weakened fiscal
institutions. As a result, tax revenues have been very low. With exception of the period 1983-1985,
Uganda's tax effort (total revenue GDP) has remained below 10 per cent, compared to an average of about
25 per cent in the rest of Africa. In consequence, there has been a great dependence on external finance and
where that has not been forthcoming, on inflationary money finance.

183. The dependence on foreign finance, however, creates problems in turn. First, it increased the debt
burden for the coming years. With a very high debt burden in Uganda already, this may lead to an

" For a discussion of issues of popularizing banking, improving access to the banking system and
improving the integrity of and confidence in the banking system, see Ddumba-Ssentamu, 1992.
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unsustainable demand on fiscal revenues in the years to come. The total stock of external debt increased
from $1.3 billion in 1986 to about $2.6 billion by 1992 (almost 100 per cent of GDP). Debt service
increased from 50 per cent in 1987 to cover 70 per cent by 1992 while arrears increased from below $100
million in 1986 to over $370 million by 1991. Second, external assistance is usually in the form of foreign
exchange. The process of converting this into domestic currency for use in budgetary expenditures may well
lead to a "Dutch disease" effect whereby, the exchange rate is more appreciated than it would otherwise be
and hence constrains the competitiveness of the export sectors.

184. Thus, sustainability requires that there be as little dependence on external finance as possible. This
raises a "catch 22" situation where reducing dependence necessitates higher taxation and hence, crowds out
savings available to the private sector. The correct balance between external finance and promotion of the
private sector is a difficult issue and one that is still to be resolved in Uganda.

D. Mobilizing foreign investment

185. There has been much discussion of this issue in recent times, and the multilateral institutions have
paid much attention to the subject. The evidence, however, is still very weak and patchy. A recent survey
by The Economist (25 September 1993) showed that the flow of foreign investment has increased substan
tially since the hiatus of the early 1980s; but that this has been concentrated on a small group of middle
income countries, has been less in the form of bank lending than in portfolio investment, and that it has con
centrated on the private sector. This largely reflects the trend in these middle-income countries towards
macroeconomic stability and the opportunities created by liberalization and privatization.

186. Despite the structural adjustment programmes in many African countries, however, by and large sub
Saharan Africa has not benefitted from this trend. The Economist attributed this to the perception of Africa
as a bastion of bad government, inadequate infrastructure, a poor quality labour force and the ongoing debt
burden. Indeed, low-income countries, mainly sub-Saharan Africa, have suffered a decline in private invest
ment (in real net terms) since 1987/88.

187. Uganda's experience is not out of line with this analysis. Significant efforts have been made to
attract foreign investment through setting up an Investment Authority providing special incentives, as well
as publicizing Uganda, most recently at an investors conference in London. Despite these efforts, foreign
investment has not come to playa dominant role. Uganda's experience is also somewhat unique due to the
experience of South Asian investors. Their expulsion in the early 1970s marked Uganda as a pariah to
investors. Paradoxically, the return of expropriated properties has generated some inward investment as the
returned owners have sought to rehabilitate their assets.

188. There is, however, one area of foreign investment that requires special attention. The World Bank
(cited in The Economist, 25 September 1993) estimates that the stock of capital flight from sub-Saharan
Africa stood at some 95 per cent of the regions GDP in 1991. This compared with only 29.5 per cent of
GDP in Latin America and less than 20 per cent in South Asia, East Asia and the Pacific region. By any
standards, this is a remarkably high level. It reflects the mismanagement of economic policy and the poli
tical instability that has plagued sub-Saharan countries for so many years. With capital flight at such a level,
is it any wonder that there is a dearth of domestic savings and investment'?

189. We believe that if sub-Saharan Africa is to enjoy a sustained improvement in wealth, then this stock
of flight capital must be reversed. The key determinant is undoubtedly stability, both political and economic.
In Uganda, we have begun to see some return of this capital in recent years. The liberalization of the
foreign exchange markets, led initially to some repatriation of foreign capital. The more recent establish
ment of a stable environment for investment has seen the conversion of this money into Ugandan shillings.
To be sure, the process is only beginning in Uganda, but we strongly believe that. this represents a far more
stable and accessible source of foreign investment than competing for "foot-loose" investment with Asia and
Latin America.

IV. CONCLUSIONS

190. Uganda's recent economic history bears testimony to the consequences of economic mismanagement.
Mismanagement and the consequent disequilibrium stimulate de-monetization of the economy, a move
towards a cash-based payments system and a loss of confidence. This in turn fails to stimulate the



AFRICAN DEVELOPMENT ISSUES AND POLICIES 57

development of the financial markets. The regulation and administrative control of the financial system are
perpetuated. These tend to further weaken monetary policy. In short, a vicious circle is created in which
financial institutions are severely weakened and the mobilization of domestic savings and investment suffer.

191. Recovery from such a situation is, however, no simple matter. It is not simply a case of having
good economic management and thereby, creating a vicious circle. Whilst sound macroeconomics, we
believe, are a precondition, they are not sufficient. A weakened financial system and economic agents who
have lost confidence cannot and do not simply change behaviour overnight. It takes time for economic
agents to regain confidence. The financial system may be so weakened by the period of disequilibrium as
to require direct intervention by the authorities to aid recovery. In the transition, there will inevitably be
costs; particularly a lower level of savings and investment than could otherwise be hoped for.

192. Almost all stabilization programmes tend to postpone financial sector issues, and concentrate on other
areas such as foreign exchange markets and the fiscal accounts. Uganda's experience suggests that whilst
this is necessary in terms of restoring confidence, the financial sector cannot be ignored if one hopes to move
on from stabilization to development. The SAP in Uganda is at this juncture now. The success or failure
of the present efforts will become clear over the coming years.
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KEY FINANCIAL INDICATORS FOR UGANDA

1985 1986 1987 1988 1989 1990 1991 1992 1993

MONETARY RATIOS (%)

M2/GOP 11.3 11.4 7.4 7.2 7.1 7.4 8.3 8.5 8.7

Deposits/GDP 7.1 6.4 3.9 3.4 3.7 4.4 4.9 5.1 5.8

Cash/M2 36.5 43.8 47.3 53.5 48.5 40.9 40.6 39.7 33.3

Deposits, constant 1987 shillings 9.67 8.46 4.65 3.43 5.02 7.20 7.65 7.61 12.05

REAL INTEREST RATES

Treasury bill -52.3 -46.7 -59.5 41.6 -16.2 13.9 -5.5 -11.3 23.1

Sevinzs deposits -53.8 -49.4 -61.6 -67.4 -22.1 5.9 -7.7 -13.8 14.7

Maximum lending rates -50.7 -43.9 -61.0 41.1 -12.1 19.5 0.2 -8.1 n.a.

MEMORANDUM ITEMS

Current account/GDP* 1.2 1.3 -2.1 -5.8 -10.2 -10.0 -14.8 -13.0 -12.3

Prices, June 1987=100 11.9 30.0 100.0 362.1 617.8 775.7 1075.7 1685.2 1675.7

Inflation 155.5 153.1 233.2 262.1 70.6 25.6 38.7 56.7 -0.6

GOP (Sh billions) 16.15 39.50 119.27 370.07 847.26 1281.26 1676.59 2497.97 3476.07

Official exchenee rate 6.0 14.0 60.0 60.0 200.0 440.0 700.0 1168.0 1199.0

Markel exchenae rate oremium (%) 149.5 288.1 **77.0 652.0 206.0 66.0 35.2 21.1 15.9

Fiscal deficit/GOP (%) -3.7 -4.1 -4.7 -1.5 -1.7 -4.5 -4.7 -7.9 -4.6

External finance/fiscal deficit (%) 171.3 272.4 176.3 304.6

59

*
**

Excludes official transfers.
The premium was sharply reduced by the currency reform of May 1987 from 929 per cent in April. The premium shown in 1992 and 1993
is the market rate over the auction rate. The official rate was unified with the market rate in March 1992.

End of flseal year
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RATIONALIZATION OF INVESTMENT POLICIES FOR AFRICA'S
DEVELOPMENT: NIGERIA'S EXPERIENCE

M.O. Kayode
F.S. Ebong

I. INTRODUCTION

61

193. In formulating effective investment policies for development, the bottlenecks to investment must be
correctly identified. Many times, the shortage of investment funds is regarded as the major bottle-neck
especially in the developing countries and particularly in Africa. We hold two views which are not neces
sarily in line with the generally held one. First, we believe that there are more important obstacles to
development, at least in Nigeria, than investment funds inadequacy. Second, and in any case, we see this
inadequacy as a symptom of other fundamental problems.

194. These views compel us to broaden the focus of this paper beyond "appropriate policies and imple
mentable strategies for the rational ization and most productive use of investment funds", as indicated in the
briefs by the organizers. Further, we have focused on the industrial sector which requires more sophisticated
policies than the others. Our recommendations can easily be fine-tuned for the other sectors.

195. Our approach is to briefly state the problems of industrial development. This is done in the next
section. In section Ill, we provide a brief review of Nigeria's effort at industrialization. In section IV, we
pose some leading questions which should guide attempts at more effective investment policy formulation.

II. BRIEF STATEMENT OF PROBLEMS OF INDUSTRIAL DEVELOPMENT

196. The first problem derives from conflicting objectives of the various actors in industrial development
process. The conflict between the societal objectives usually indicated by Government and the objectives
of the investor needs particular emphasis. For most developing countries, industrialization has come to be
regarded as a crucial and powerful engine in the overall development process. The reasons for this are too
well-known for a statement here. In any case, they are well summarized in Teriba and Kayode (1977).
Most Governments want to use industrialization as a weapon for increasing their national output, minimizing
unevenness in development, generating fund for the Government, minimizing their dependence on the
developed country and in some cases, minimizing fluctuation in'foreign exchange earnings. These and other
objectives contain elements of conflict and the necessary trade-offs are not usually logically effected. On
the other hand, the individual investor is interested in the return on his investment. Some of the Government
objectives do not assist him in attaining these ends. The investor is, of course, interested in the sustainabil ity
of his profit. In addition, where the investor is an expatriate, he is also interested in the repatriation of his
profit. Consequently, the foreign exchange stability and/or predictability is of interest to him. Many
governments especially in developing countries cannot guarantee this.

197. There are numerous factors that determine the return on the investor's capital. These include the
state of infrastructural development, the laws and regulations guiding investment and the enabling environ
ment generally. Many governments have not succeeded in providing the environment that readily attracts
investors. At this stage, it should be mentioned that what is important to the investor is the relative
profitability, i.e., between what can be earned in the country in question and other countries including the
expatriate's home country. The relative profitability among sectors of an economy may also determine what
sector would attract the available fund. In some of the developing countries, the rate of return in commerce
is usually highest, with industry and agriculture remaining usually low. Consequently, buying and selling,
"forwarding and backwarding" attract more of the investment fund in these countries.

198. While desiring to use industrialization to tackle general development, many governments have
neglected the need to establish industries that are most suitable for their environment, e.g., many of the
industries are not re-oriented towards greater use of labour and other local inputs. Thus, industry has not
assisted significantly in tackling the problem of domestic resource utilization. It is also worth noting that
for many countries, the strong relationship between industry and agriculture was not initially recognized.
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It is this relative neglect of the environment that led. to a large extent. to the failure of the import
substitution strategy - a strategy which tended to promote large-scale enterprises. The problem here is
essentially that of inappropriate strategy for stated and at times unstated objectives. Realizing the magnitude
of the investment funds that have been tied unprofitably and ineffectively to the implementation of this
strategy. it should hecome clear that the problem may be more of strategy appropriateness. and less of fund
inadequacy. In Nigeria, for example. most of the vehicle assembling plants crumbled within a decade of
their establishment.

199. Summarizing the problems of industrial development, conflicting interests could be said to be a major
one. General obstacles in the way of development could be regarded as another. In dealing with the second
problem, most countries have adopted the fire-fighting approach. Usually. a few obstacles are addressed
at any point in time only for others to rear up their heads. This has explained the changing policy every
time, such that the first problem is resolved usually in favour of one or a few of the major actors and very
rarely in favour of all. It is not therefore unusual for consumers' interest to be sacrificed in an attempt to
protect home industry. for example. It is also not unusual for investors' interest to be sacrificed by a myriad
of rules and regulations. We describe briefly below the approaches to dealing with these problems using
the Nigerian example.

III. NIGERIA'S INDUSTRIALIZATION EXPERIENCE

200. Although each plan period witnessed new approaches for managing the industrialization process, the
drive towards industrializing the country can be described in a number of phases:

(a)
1960);

(b)

(c)

(d)

(e)

(f)

(a)

The initial open-door phase, coinciding with the colonial period (roughly between 1947 and

The immediate post-independence period (1962-1968);

The transition phase (t 970-1974);

The beginning of the "commanding heights" phase (1975-1980);

The immediate pre-SAP phase (1981-I985); and

The SAP phase (1986-to date).

The initial open-door phase C1947-)960)

20 I. The feature of the open-door phase was characterized by the philosophy of welcoming any industrial
development activity, and the drive towards overseas inducement campaigns to woo foreign investors to
Nigeria - efforts that were generously backed by liberal industrial legislation. Interestingly, government's
role as a primary party in the process was dully emphasized. However, through official controls and
administration of policies, government's roles eventually deepened to the point of making it a secondary and
tertiary party. The inflow of foreign private capital was to be actively encouraged and acknowledged. Such
weapons as tariffs, subsidies, various taxes and licensing were freely deployed. And in addition to liberal
industrial ordinances, no effort was spared in allaying any fears over possible nationalization of private
industries.

202. This phase was therefore, mainly characterized by formalizing the public/private divide which
sought to give an upper hand to the foreign component of private capital. Curiously, it was not until 1946
that the colonial government decided to set up "a Department of Commerce and Industries ... ", with two
major sections and such rudimentary responsibilities relating to:

(a) The development and improvement of marketing (primary) products for exports; and

(b) Internal domestic trade and the development of local industries.

203. Clearly, beyond complementing the British industrial base, the colonial government did not display
a committed interest in the industrial development of the country. Any involvement in the domestic economy
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was ephemeral, restricted to the mere provision of physical infrastructure spatially patterned to serve the
need to facilitate colonial capitalist development. Beckman (1985) has rightly observed that apart from basic
investments in ports, roads and rails; and the enforcement of law and order, there was little investment in
public services, either economic or social.

204. Although largely self-serving, official deference to the private sector was not in doubt. Private enter
prise in general was promoted by the colonial government through setting up state-owned financial institu
tions to organize credit for the foreign dominated entrepreneurial class. Thus, in 1946 the Nigerian Local
Development Board (NLDB) was set up. This later metamorphosed into the Nigerian Loans Board (NLB)
in 1953, with the expressed task of making loans available for private business. All along government's role
was maintained at a supportive level, restricted only to the provision of such infrastructural facilities as
railways, electricity and telecommunications. In such circumstances, the birth of economic nationalism could
only be, and indeed was, just a matter of time.

(b) The immediate post-independence period (1962-1968)

205. This phase was remarkable for the birth and articulation of the consciousness that policies of the
previous era were rather inimical to the development of indigenous enterprises. The "new" government
admitted this much when it declared its intention "to enable Nigerian businessmen to control increasing
portions of the Nigerian economy".

206. However, while appreciating this position of government, it must also be appreciated that the
domination of virtually all productive sectors of the Nigerian economy (particularly manufacturing) by
foreign equity investments and, therefore, ownership was rather inevitable. At that stage of its development
Nigeria lacked sufficient capital, technology, managerial skills and entrepreneurial initiatives to function
effectively in the modern sector. Hence, public policy was dominated by the deliberate design and applica
tion of diverse incentives aimed directly at attracting foreigners, their capital, technology and skills as well
as encourage partnerships between foreign and private industrial enterprises, on the one hand, and the
various regional governments of the Nigeria, on the other. Some industrial ordinances in pursuance of these
ends readily come to mind:

(a) The Aid to Pioneer Industries Ordinances (1952);

(b) Industrial Development (Import Duties Relief) Ordinance (1957); and

(c) Industrial Development (Income Tax Relief) Ordinance (1958).

207. Unfortunately, however, although government-owned corporations were developed which operated
industrial concerns, due cognizance was not taken of the role of ownership and control of industrial sector
as being critical for planning. In the same vein, no attention was paid to the inherent divergence between
the objectives of foreign private enterprise and those of the national economy. These and other issues were
to be redressed in the next (transitional) phase.

(c) The transition phase Cl970-1974)

208. As at the transitional phase, which coincided with the second National Development Plan (1970
1974) period, it has been fully recognized that "it was vital for government to acquire and control, on behalf
of the Nigerian society, the greater proportion of the productive assets of the economy". Policies were to
be put in place to bridge the rather unhealthy gap between the private and public sectors.

209. A section of the second National Development Plan had earlier specifically noted:

One oj the jactors which tend to reduce the benefits oj industrialization in Nigeria is the
employment oj a large number ojjoreign nationals who receive considerable sums in the
jorm ojsalaries and allowances. In order to reduce these "earnings leakages", government
will intensify its efforts to ensure. not only that high level Nigerian personnel are employed
by private industry, but also that they are given responsibilities commensurate with their
training and experience. Hitherto, many firms have placed a good number oj Nigerians in
Management positions, but it is widely known that many ofthese indigenous "managers"are
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not given management junctions to perform and are in fact little more than glorified clerks
for "window dressing".

210. These concerns largely informed the promulgation of the Nigerian Enterprises Promotion Decree
(NEPD) in 1972 and the subsequent indigenization programme in the country.

211. The motivations for the indigenization exercise were, therefore:

(a) To create opportunities for Nigerian indigenous enterprises development;

(b) To maximize local retention of profits and other earnings; and

(c) To raise the level of intermediate goods production through encouraging alien businessmen
to move into areas requiring bigger investment in terms of capital and managerial skills.

212. Provisions were also available for balancing the objectives of indigenization against the need to avoid
any unpleasant socio-political consequences likely to arise in the future from foreign-absentee control of the
nation's industrial sector.

213. Although the programme was largely a success, especially from the point of view of its implementa-
tion, it nevertheless had to grapple with such problems as:

(a) Finding the necessary finance by indigents to acquire alien businesses that would be affected
by the decree;

(b) Inadequacy of trained indigenous manpower to replace aliens that would necessarily be
replaced;

(c) The handling of natural monopolies;

(d) Minimizing the unintended effects of employing the state machinery to enrich a few
Nigerians thereby heightening social polarization.

214. Given the above picture, there was no escaping the fact that Nigeria will for some time depend on
external sources if its dreams of becoming an industrial nation must be realized. The fear was heightened
the more by the relative non-performance of the private sector in general, and especially the unsatisfactory
inflow of foreign capital during the 1962-1960 phase - constituting a prima facie case for public sector
participation in economic activities in Nigeria. As government could not plan effectively "what it does not
control", there was need, it was reasoned, for greater public sector initiatives and involvement in economic
activities via state-owned enterprises - if only to keep a tap on the "commanding heights" of the economy.
This thinking virtually directed Nigeria's industrial development efforts in the phase to which we next turn.

(d) The beginning of the "commanding heights" Dhase C1975-1980)

215. This period coincided with the years of the third National Development Plan (1975-1980). By this
time, it had become obvious that efforts so far made to encourage foreign partnerships in industrial
development had rather created an environment which tended "to make profitability, expansion and even
corporate survival more dependent on the perpetuation of a non-competitive environment rather than
corporate management efficiency". The Plan was therefore a unique opportunity to, among other things,
review the achievements and problems of the indigenization programme.

216. Specifically, the opportunity was taken not only to consolidate ownership indigenization, the major
dream, but also to broaden its scope through such supportive measures as the provision of information,
financial and technical assistance that would securely entrench Nigerian entrepreneurship in all sectors of
the national economy. The Small-scale Industrial Credit Scheme (SSICS) and the Industrial Development
Centre (IDC) owe their birth to this ambition. Further direct efforts at promoting the interests of local
entrepreneurs were made through creating large-scale public financial institutions - the Nigerian Industrial
Development Bank (NIDB) and the Nigerian Bank for Commerce and Industry (NBCI). These were to serve
as channels for routing credit to local private entrepreneurs at relatively easy terms.
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217. To further enhance the realization of the objective of increased participation by Nigerian nationals
in the ownership and management of productive enterprises as well as ensure a more even distribution of
industrial enterprises, a more comprehensive enterprises promotion decree was promulgated in 1977. The
1977 NEPO is currently the legal instrument which defines both the areas and levels of foreign investment
in Nigeria.

(e) The immediate pre-SAP phase (\ 981 to mid-1986)

218. It is generally appreciated that the NEOP (1977) was a distinctive watershed in the history of indus
trial development of the nation. To have effectively transformed foreign (sole) investors, wooed a few years
earlier with generous and mouth-watering incentives, into ordinary partners with Nigerians - even when these
foreigners still had the ace in terms of funds, skills, etc. - was indeed a confounding arrangement. However,
the perennial problems of sourcing the necessary finance from local private sources and the rather low level
of local managerial skills still lingered.

219. Thus, by the early 1980s, the Federal Government had invested heavily in a diversified portfolio of
development projects. As at then, the public sector accounted for nearly 50 per cent of the GOP, two-thirds
of industrial sector employment, and ran about 70 non-eommercial as well as 110 commercial parastatals.
To the extent that this feat was largely propelled by increased earnings from petroleum sales, it was only
a matter of time for the volatility of earnings from oil to show that the public sector was actually biting more
than it could chew! Events in the 1980s were to amply demonstrate that it was inordinately ambitious to
have sincerely expected any appreciable inflows, either in private foreign capital or the much vaunted
technological transfer to be injected in any massive scale into an economy in which their providers can only
play an increasingly diminishing part. This was the setting about mid-1986 which led to the sequence of
developments which we next address.

(f) The SAP phase Cmid-1986 to datel

220. By mid-1986, the economic crises of the early 1980s - in the forms of fiscal, trade and payments'
deficits, unemployment, debt burden, rural-urban drift, etc., - had worsened in an economy whose involve
ment in economic activities had clearly outstripped "decent" limits. Moreover, there was a dearth of credit
worthy entrepreneurs, making public sector the sole customer of publicly owned financial institutions, for
instance. These led to call for a re-think of the country's industrialization strategy, and formed the basis
of the economic reform measures in the Structural Adjustment Programme (SAPl.

221. Introduced by the second half of 1986, SAP was motivated by at least three main factors:

(a) The fiscal crisis of the state, and hence the need to trim government expenditure by stopping
subsidies or subventions to parastatals and increasing government revenue by selling the public enterprises
to the private sector;

(b) Disenchantment with the annual losses, unsatisfactory performance and non-competitiveness
of the operations of public enterprises; and

(c) The ideological issue that "government has no business in business" which on purely
efficiency grounds prescribes a reduction in labour cost and related overhead expenses as well as the
injection of a sufficient dose of capitalism with its profits maximization motive.

222. With respect to an industrialization strategy, the relevant dimension of the SAP package is "the
rationalization and commercialization/privatization of public enterprises". The cardinal aim of this strategy
is to reduce the "dominance of unproductive investment in the public sector, improve the sector's efficiency
and enhance the growth potential of the private sector". For some time now, government has been imple
menting its privatization programme amid strong fears, and even outright protests, from several interest
groups - reactions which border mainly on equity and efficiency considerations.

223. Privatization inevitably involves some costs to society: a widening income gap; loss of jobs; increas
ing inflation and limited ability of the public sector to influence supplies. There is also the possibility of
a thorough-going approach to privatization leading not only to over-eoncentration of income and wealth in
a few hands, but also invariably - in the event of a possible shortage of Nigerian buyers - to the invitation
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of foreign investors, a development that will surely erase most of the gains of the 1970s with regard to
economic nationalism and self-reliance. The debt-equity swap seems to accentuate this fear.

224. Attention is also often drawn to the fact that, in geo-political terms, privatization has the potential
of further aggravating our present unsatisfactory distribution of politico-economic power and influence
ethnically, geographically and socially. Besides, it is further argued, given the current economic depression,
a crippling debt burden, and some degree of political uncertainty in the country, the timing of the exercise
cannot be said to be particularly right.

225. Although these are generally genuine fears, it must be stressed, however, that a country in such a
disparate need of resources for discharging its other non-economic but equally crucial obligations cannot
afford the luxury of an unduly large-size of its public sector.

226. Some unique lessons stand out from the above historical review of Nigeria's industrialization
experience. Below we place these in the correct context by relating them to the following four phases:

(a)

(b)

(c)

(d)
enterprises.

The infantile age;

The age of national industrial consciousness;

The "drive to maturity" age; and

The rationalization age, involving largely the commercialization and privatization of public

227. In the infantile age, the relative backwardness of the nation was amply recognized, hence the rather
disparate drive to "industrialize at all costs". However, by allowing the colonial link a free hand in the
choice of foreign industrial actors, and the associated laissez-faire development strategy, the interests of
consumers as well as those of local private entrepreneurs were largely compromised. Within this phase also,
the strategy of import substitution industrial ization - aimed at conserving revenue, securing internal reiiance
as well as improving the degree of sectoral interdependence in the economy - failed, not because it was
wrong, but more because of its implementation. The foreign control of almost all sectors of the economy
and the growth of large-scale enterprises, to the detriment of their more relevant small-scale counterparts,
were obviously incompatible with national aspirations.

228. The age of national industrial consciousness witnessed the indigenization exercise. The indigeniza
tion decree was a logical answer to the above imbalances, and an expression of the growing awareness and
appreciation of national pride. Although the programme actually succeeded in increasing the number of
private actors, it also occasioned massive foreign capital disinvestment and capital repatriation, created
uncertainties and fears in the minds of foreign investors regarding future policies towards foreign capital,
retarded the pace of industrial growth, and rendered the country more dependent on foreigners for advanced
technology .

229. Given the circumstances painted above, and propelled mostly by increased earnings from crude oil
sales, the drive to maturity age was to meet a public sector whose level of participation in economic
activities, under the cover of the "commanding heights" argument, was excessive by all standards. But the
conditions which account for private sector's success in business can hardly be provided through public
sector management. With the economic down-turn which started from the early 1980s getting worse, this
phase also witnessed some public uneasiness over the fate of a government with an unduly large size of its
public sector.

230. However, by the early 1980s, the economic fortunes of the country had taken a downward plunge,
worsening the economic health for a country whose involvement in economic activities had far outstripped
its means. The rationalization strategy seeks to redress this issue. The privatization policy seeks to ensure
that economic activities are optimalIy shared between the State and its private sector in order to strike a
reasonable vertical and horizontal balance between production and consumption. But due to tbe absence of
a competitive framework, the approach has largely ignored consumers. There is also the gloomy prospect
of wiping out most of the gains of the 1970s in economic nationalism and self-reliance. This informs the
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general calion government to hasten slowly but rather guide on cautiously until the right environment in
which the major interests are balanced is put in place.

231. Generally, therefore, it can be said that the country's industrial development efforts lacked consis
tency. However, the relative ease with which it had been able to adjust from time to time as suggested by
emerging realities in the economy has not been in doubt and should be consoling.

IV. TOWARDS MORE EFFECTIVE INVESTMENT POLICIES:
SOME LEADING QUESTIONS

232. By any standard, Nigeria would be classified as industrially underdeveloped. Yet, a lot of effort had
been put into the industrialization process. Plan after plan, the investment policies have been reviewed, fine
tuned and at times completely revamped. Resources are abundant and investment opportunities are almost
unlimited. In our view, the policies are adequate, however, commitment to their implementation generally
has been low. Further, the policies are not given enough time before they are changed or reviewed. For
more effective policies therefore, the most obvious solution would be to recommend greater commitment
to the policies and greater stability. This solution would however appear to be begging the questions and
in any case amount to mere sermonizing.

233. Another solution would seek to revamp the policies while, if necessary, seeking greater commitment
and stability. Based on the lessons drawn above, a number of questions would need to be answered in this
search for more effective policies. Some of the leading ones are listed below.

(a) What should a government realistically expect from industrialization? Put differently, should
a government continue to regard industrialization as a weapon for most aspects of development? Further
questions need to be addressed in seeking answers to these fundamental questions. Such will include:

(i) How much emphasis, if any, must be put on revenue objective in industrialization
policy at various stages of industrialization?

(ii) How much importance should be attached to industrialization as an instrument of
development spread and how should such an instrument be used?

(b) Who are the important agents of industrialization and how should their interest be
harmonized andlor optimized. Specifically, the following questions must be addressed in attempting to
provide answers to these questions:

(i) How should the difference between social and commercial profitability be addressed?

(ii) How should the frequently conflicting interests of the producer and the consumer be
handled - through price-valuing of protective tariff?

(iii) How should a conflicting foreign and national interest be reconciled?

(c) How do we ensure efficient and effective infrastructural facilities, and how should the
resulting costs be shared?

(d) How do we ensure political stability? A number of other questions have to be addressed.
Two of such are highlighted:

(i) Is there a need to differentiate constitutional changes and change of actors?

(ii) Can any form of insurance and/or guarantee be provided for foreign investment?

(e) How do we guarantee economic stability or, at least, predictability?
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RATIONALIZATION OF INVESTMENT POLICIES FOR AFRICA'S
DEVELOPMENT IN THE LIGHT OF THE EXPERIENCE OF BOTSWANA
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I. INTRODUCTION
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234. The objectives and strategy behind Botswana's development since independence have been greatly
influenced by the State and conditions existing in the economy at the time of independence. At independence
in 1966, Botswana, with a population of a little over half a million, was considered one of the poorest
countries in the world, with an almost complete dependence on the cattle industry and with the majority of
the population involved in traditional subsistence agriculture. The country had virtually no alternative
sources of income, employment and foreign exchange and the prospect was one of continued poverty and
total dependence on British government grant-in-aid to balance its recurrent expenditure; not to talk of
development expenditure. Social and economic infrastructure was barely developed, and about 30 per cent
of the labour force provided a reservoir of cheap labour for the South African mines. However, during the
quarter century to 1991, the economy showed a remarkable growth and buoyancy never experienced any
where in Africa. Real per capita income increased from P578 in 1966 to P4,115 in 1988-1989, implying
an annual growth rate of 9.3 per cent and the economy experienced a structural change from dependence
on agriculture (39 per cent in 1966) to one on mining (51 per cent in 1989-1990). In the social sectors
(education, health, roads and water supply), there have been commendable improvements, with school enrol
ment currently standing at 90 per cent of children of primary school age and 30 per cent of children of
secondary school age; 80 per cent of rural villages have access to potable water and 85 per cent of the rural
population is within IS km of a health facility (NDP 7). Employment in the formal sector increased from
41,300 in 1972 to 224,000 in 1992 or at an annual rate of growth of 8.8 per cent. The improvements in
the socio-economic circumstances of Botswana have been made possible by a number of factors, significant
among which are a series of national development plans (of which the current one is the seventh instalment)
to guide government policy, discovery and exploitation of mineral resources, especially diamonds, and
economic management which has received commendable mention in various quarters.

235. As Botswana enters the decade of the 1990s with the inauguration of NDP 7, recent developments
and future outlook in the external sector with their implications for government fiscal position indicate that
if the planning objectives of rapid economic growth, economic independence, social justice and sustained
development are to be achieved there is need for a change in the strategies and policies which have promoted
these objectives in the past. For example to secure a continuation of rapid economic growth and economic
independence there is need to concentrate growth on sectors other than mining and cattle which have thus
far been the sources of growth in the economy. Experience elsewhere in the least developed countries
(LDCs) has demonstrated that sustainable growth and development can be achieved in the long run when
the economy is dependent on several mutually supportive sectors rather than on one or two sectors, as is the
case in Botswana. Furthermore, the objective of social justice has been achieved in the past mainly through
the distribution of social and economic services, namely health care, potable water, primary education,
improved communication and transport services. Despite impressive gains in formal sector employment,
incomes continue to be low and unemployment is widespread. Thus, to promote the objective of social
justice in future, emphasis will have to be placed on creating income-earning opportunities both in the rural
and urban areas. In short, the promotion of all the four objectives of planning devolves on the diversi
fication of the economy and promotion of new sources of growth. It is within this context that a clearly
defined investment policy and promotion becomes very compelling.

II. INVESTORS' STRATEGIC CONSIDERATIONS AND PERCEPTION OF RISK

236. The decision of investors to commit their resources to investment in a given country is influenced
by their perception of the risk in that country as well as certain strategic considerations. Investors'
assessment of the political risk in the country of location is perhaps the most important factor influencing
their decisions. No investor would want to invest his money in a politically unstable country for fear of
intermittent interruptions in production activities as a result of strikes or of losing the investment altogether
as a result of civil strife. Thus, a stable political atmosphere is important in attracting foreign investment.
Furthermore, investors are attracted to a given country in the expectation of earning a reasonable return on
their investment so that any factor which affects their expected rate of return is likely to influence their
decisions. Thus. such strategic considerations as access to markets (domestic, regional or others in which
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the host country has preferential access), competitively priced natural resources and existence of low cost
production base for exports, etc., are important influences on the decision to invest. In addition to these
considerations, investors are interested in operating in an enabling macroeconomic environment where there
are no or fewer exchange controls, no constraining regulatory framework, no crowding out of the private
sector either in terms of manpower supplies or investment funds and where there is a general macroeconomic
stability. Furthermore, investors also consider what incentives are available in a given country. since these
are also likely to impinge on their profits. This is particularly important in an atmosphere where the compe
tition to attract investment is high, and all sorts of investment incentives are being offered by other countries.
Thus, the rationalization of investment policies requires a correct judgement on the part of the host country
of these factors which influence investor decisions and ability to create the necessary environment, design
the appropriate investment and other policies to accommodate these factors. It is against this background
that the experience of Botswana will be judged in the rest of the paper.

III. THE EXPERIENCE OF BOTSWANA

237. Botswana's investment promotion policies may be grouped under four broad categories, namely
enabling environment, macroeconomic stability and sound macroeconomic management, and regulatory
regime and incentive schemes. Each of these will be discussed in turn.

A. Enabling environment

238. Political stability: Unlike a host of other African countries, Botswana has enjoyed a very stable poli
tical atmosphere since independence. This, to some extent, has served it well, in terms of relocation of
industries, in the midst of political turmoil in the Republic of South Africa and uncertainties, both the
economic and political, in Zimbabwe. This is perhaps due to the Government's ability to translate the bene
fits of rapid economic growth of the past quarter of a century into widespread distribution of social services
and economic opportunities in the form of increased formal sector employment. As already observed above,
despite this, incomes continue to be low and unemployment widespread. With widespread primary education
and increasing urbanization, this stability has begun to show signs of weakness and it is a moot point as to
whether this stability will be sustainable in the years ahead. This will depend on the delicate balance
between promoting the employment objective and keeping income disparities within tolerable limits.

239. Role ofthe private sector: Although Botswana's economy has been characterized by planning in the
form of public sector investment programming, the important role of the private sector in the development
process has never been in doubt.

240. In the first six national development plans, the Government had occupied central stage in channelling
resources generated by the mining sector into the development mainly of the rural sector and social and
economic infrastructures. This, as indicated above, has been necessitated by the poor state of the Botswana
ec~nomy at the time of independence.

241. At the time of formulating NOP 7, it had become clear, as we have already pointed out above, that
the objectives of planning could only be achieved through the policy of diversification. In recognition of
this, the new policy initiatives embodied in the NOP 7 put emphasis on private sector activities to:

(a) "Achieve economic growth through diversification;

(b) Create income-earning opportunities;

(c) Create employmentfor a larger part ofthe labour force; and

(d) Provide principal source ofgovernment revenue" (NOP 7).

242. The plan also clearly defined the role of the public sector as supporting the private sector to play
the above roles, pursuing a prudent fiscal policy by ensuring that recurrent expenditure arising from govern
ment development expenditure does not become unsustainable; government was further to assume major
responsibility for training the required technical and professional manpower to support the development
effort. With such clearly defined roles of the private and public sectors, and with such a complementary
relationship between the two, it is easy to avoid the predominant one, in this case the public sector,
overcrowding the other in any particular respect. Again on the initiative of the Botswana Confederation of
Commerce, Industry and Manpower (BOCCIM), a body which represents the interest of the private sector,

,---------------------~-----~---
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a mechanism for dialogue, has been established between the two sectors since 1990. Since then, three con
ferences organized by BOCCIM have discussed problems faced by the private sector and recommendations
emanating from these discussions have received serious government attention.

243. Fiscal prudence: Another aspect of the enabling environment relates to the promotion of fiscal pru
dence on the part of the Government. Between 1983 and 1991, the Government has consistently incurred
budgetary surplus which has even enabled it, through the Public Debt Service Fund (PDSF), to provide the
financial resources required by the parastatals. Thus, the pursuance of prudent fiscal policy has helped avoid
a situation where the private sector is overcrowded with regard to borrowing from the domestic banking
sector. Also, through careful planning and allocation of manpower resources, the Government has avoided
unduly overstarving the private sector of badly needed supplies of technical and professional manpower.

244. Market access: Owing to the small size of the domestic market, industries that will have to be estab
lished in response to the diversification policy have to be export oriented. Luckily, Botswana's access to
foreign markets is unhindered mainly because of the numerous international agreements to which Botswana
is a party. Its membership of the Southern African Customs Union (SACU) allows it free access to the
markets in the Republic of South Africa, Lesotho, Swaziland and Namibia; again, through the Lome Con
vention to which Botswana is signatory, its products, like those of the 46 other LDCs who are signatories
to the Convention, are admitted free of tariffs into the 12 member States of the European Community (EC);
the only exceptions are a few commodities falling under the EC's Common Agricultural Policy (CAP).
Botswana also has trade agreements with Malawi and Zimbabwe which allow free access of some commo
dities into these countries.

245. During the past decade, "non-traditional" exports (i.e., excluding diamonds, beef and copper-nickel)
increased by oyer 10 per cent in real terms, but much of this increase, especially in the textile and clothing
sectors, was stimulated by exports to Zimbabwe owing to the overvaluation of the Zimbabwe dollar. When
the Zimbabwe currency was devalued in 199I as part of the structural adjustment package, the clothing
industry in Botswana virtually collapsed with consequent retrenchment in the sector. Despite Botswana's
access to foreign markets, there are fears about the ability of the export-oriented industries to withstand
competition from those in the neighbouring and other countries vying for internationally mobile capital.

B. Macroeconomic stability and sound macroeconomic management

246. In addition to creating an enabling environment, the Government has sought to maintain long-term
macroeconomic stability, in which private enterprise economy can thrive. The goals of government macro
economic policies are external balance, internal balance, price stability and efficient resource allocation.

247. External balance: To achieve external balance, the Government attempts to strike a balance between
the demand for foreign exchange (for current and capital accounts transactions and building up foreign
exchange reserves) and supply of foreign exchange (from export earnings, long-term capital inflows, short
term overseas borrowing and drawing down reserves). This has been achieved by controlling expenditure
on imports and building up reserves in a period of export boom and gradually drawing down reserves to
cover import expenditure when it can no longer be sustained by inflow of external resources. By taking a
long-term view of this balance, short-term balance-of-payment crises and consequent constraint on growth
of GOP have been avoided. The success of this exercise in the long term is manifested in the accumulation
of large foreign exchange reserves which stood at P8.4 billion ($US3.3 billion) at the end of 1992.

248. Internal balance: The achievement of internal balance involves striking a balance between demand
for resources in the economy and their availability at stable prices. This avoids too Iowan internal demand,
leading to excess productive capacity with consequent loss to the economy and too high a demand, also
resulting in bottle-necks and creating inefficiency and inflation. Avoidance of the latter is particularly
essential since, given the openness of the Botswana economy (ratio of exports plus imports to GOP is 120
per cent), any frustrated domestic demand translates into import demand and undermines the external
balance. The successful achievement of internal balance is reflected in part by the consistent surpluses in
government budget since 1983 and the judicious application of credit policy to regulate private sector
demand.

249. Price stability: Despite the success achieved in maintaining external and internal balances, inflation
continues to be a serious problem in the economy. The need to contain inflation within reasonable limits
arises from its adverse effects on income distribution, resource allocation and incentives for savings and
hence investment. Levels of inflation in the Botswana economy are influenced to a considerable extent by



74 AFRICAN DEVELOPMENT ISSUES AND POLICIES

inflation in the Republic of South Africa which is Botswana's principal source of imports. The Government
has sought to use exchange rate policy (revaluation) to offset imported inflation but, to the extent that
revaluation weakens the competitive edge of non-traditional export producers, it fias become necessary to
adjust the exchange rate upwards or downwards to achieve the desired trade-off between inflation and com
petitiveness.

250. Resource allocation: Resource allocation between the public and the private sectors, consumption
and investment, different sectors of the economy, etc., constitutes a serious policy concern. To illustrate
with resource allocation between the public and private sectors, it is clear that if public expenditure is
expanded too rapidly in the short run, the consequent pre-emption of resources would crowd out the private
sector especially with regard to its skilled manpower requirements. In the long run, with the predicted
tapering off of mineral revenues which have been the bulwark of government revenue, the Government may
be forced to resort to the imposition of higher taxes on other sectors of the economy. This could affect
growth adversely and reduce the long term revenue earning potential of the economy. Thus, there is need
to strike the correct balance in resource allocation between the private and public sectors. The principal
mechanism which the government has used to effect such balances in resource allocation is the development
expenditure ceilings in the national development plans.

251 . Liberal foreign exchange control regime: The Government has maintained a liberal foreign exchange
control regime since 1976 when Botswana introduced its own currency, the pula. In this regime, minimal
exchange control has been applied to current account transactions whereas the exchange control that has been
imposed on capital transactions has only been necessary to avoid destabilizing or speculative movements
while allowing for repatriation of profits. This has been made possible by the foreign exchange reserves
accumulated over the years. The Government intends to maintain this regime under NDP 7 since it sees it
"as an essential ingredient injostering healthy private sector investment and growth" (NDP 7).

C. Incentives schemes

252. Since the beginning of the 1980s, the Government has introduced a number of incentive schemes to
encourage private sector investment, both domestic and foreign. These include the financial assistance policy
(FAP). Introduced in May 1982, the FAP is the most comprehensive incentive scheme in place so far. Its
objectives are to:

(a) Address the unemployment problem by creating sustainable employment for unskilled labour;

(b) Diversify the economy away from the mining and cattle industries into other sectors of the
economy by promoting import substituting and export-oriented industries; and

(c) Providing skills to citizen workers through training.

253. The scheme covers three categories of enterprises:

(a) Small-scale projects with a fixed capital investment of less than P25,000 and restricted to
citizens only, assistance takes the form of grants;

(b) Medium-scale projects with fixed capital investment between P25,00J and P90,000;

(c) Large-scale projects with fixed capital investment exceeding P90,000;

254. The last two are open to both citizens and non-citizens alike and assistance to them take two forms:

(a) Case-by-case financial assistance (CFA)

255. Here assistance is in the form of grants which are part of taxable income. Eligible firms must show
an economic rate of return of not less than 6 per cent per annum. Assistance is provided in the form of
initial capital grant, unskilled labour grant, sales augmentation grant and training grant covering the first five
years of operation as follows:

(a) Initial capital grant: Grant of PI ,000 per job created is paid to non-citizen and joint venture
companies and PI,500 per job created to wholly citizen-owned companies. This grant, based on projections
submitted by the company to the FAP Committee, is paid before the project starts operation and is supposed
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to supplement borrowed and equity capital supplied by the owners of the company. The grant takes the form
of a bank account from which the company may draw to purchase part of its fixed equipment rather than
in the form of cash;

(b) Unskilled labour grant: This takes the form of 80, 60, 40 and 20 per cent reimbursements
of unskilled labour wage bill in the first two, third, fourth and fifth years of operation respectively. The
grant is supposed to compensate companies for the low productivity of unskilled labour in the expectation
that, by the end of the fifth year, productivity will have increased sufficiently to render the grant unnecessary
and make the company sufficiently competitive vis-a-vis its foreign counterparts;

(c) Sales augmentation grant: This grant takes the form of 8 per cent of sales revenue in the
first two years and 6, 4 and 2 per cent of sales revenue in subsequent years until the end of the fifth year
at which time it expires. The idea here is, in part, to compensate companies for high cost of utilities, land,
construction and transportation in Botswana and in part as compensation for exporters for the high cost of
inland transportation to the Republic of South Africa and for the high wharfage charges. assessed;

(d) Training grant: Reimbursement of 50 per cent of training costs during the first five years
provided training is offered by an institution recognized by the Ministry of Education. The upper limit of
the cost per trainee per year is set at P2,500.

(b) Automatic financial assistance (AFA)

256. This form of grant is in the form of reimbursements and covers tax holiday and training:

(a) Tax holiday: The level of tax holiday is geared to location to promote industrial dispersion;
for companies in urban and peri-urban locations, tax reimbursement of 100 per cent for years I and 2 and
75,50 and 25 per cent in the third, fourth and fifth years, respectively, is granted. For companies in remote
parts of the country, 100 per cent tax reimbursement for years 1, 2 and 3, 75 and 50 per cent tax
reimbursements for years 4 and 5;

(b) Training grants: Under this package, companies are offered training and unskilled labour
grants similar to those enjoyed under CFA above.

257. Assessment of FAP: Provisions in the FAP package have been severely criticized in a recent paper
on Botswana's industrial policy by the World Bank (Botswana: Opportunities for industrial development,
June 1992). With regard to small-scale industries, it is pointed out that, although a 1988 study of 747 small
scale FAP projects approved between 1982 and 1988 hints of a probable 50 per cent rate of failure, one
could live with this as a commendable achievement "among entrepreneurs with little or no prior business
experience and a work force with minimal wage-earning experience" (p. 138).

258. Under the CFA package, only the training grant is considered to have any merit, given the acute
shortage of skilled workers. The report dismisses recent suggestions that the training grant be increased to
cover lOOper cent of off-the-job training costs and be extended to on-the-job training as well, on the
grounds that:

(a) It is only when companies are encouraged to bear an increasing proportion of off-the-job
training costs that training would be limited to cost-effective ones; and

(b) Inclusion of on-the-job training would open room for dubious claims.

259. The capital grant is criticized on the grounds that it holds a great potential for abuse, fraud and mis
representation which could occur through over-invoicing of capital equipment (since prospective suppliers
are located outside Botswana) or shipment of lesser value of machinery than that indicated on the invoice.

260. With regard to the unskilled labour grant, the presumption that labour productivity would become
competitive within five years of operation of the company is questioned on the basis of experience in the
manufacturing sector elsewhere. This is particularly so in Botswana where labour productivity in the cloth
ing industry is believed to be a quarter of that in South-East Asia and less than half of that in South Africa
and Zimbabwe.
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261. In the case of the sales augmentation grant, it is argued that except perhaps the cost of land, the disa
dvantages that the incentive is supposed to compensate for are likely to persist after the five-year period,
making the effectiveness of the incentive rather limited. For example, construction costs are reflected in
higher rentals on industrial buildings far beyond the expiry period of the incentive.

262. In place of the tax holiday, the report recommends a low, say 15 per cent, corporate tax indefinitely
since a reversion to the current 40 per cent corporate tax after the first five years is likely to render
companies uncompetitive vis-a-vis their counterparts in, say, Mauritius which enjoys a 15 per cent corporate
tax. The tax holiday arrangement carries the risk of companies migrating elsewhere after the five years
when they can no longer hold on their own in the competition for markets, and this, of course. is much
easier for labour-intensive industries.

263. Finally, the report questions the entire bias of FAP towards labour-intensive industries on the
grounds that the experience of many manufacturers suggest that the productivity threshold that needs to be
crossed within five years to render companies competitive is unrealistic; thus, by offering such a battery of
subsidies to companies, the FAP may be locking them into activities in which Botswana has inherent com
parative disadvantage.

(c) Selebi-Phikwe Regional Development Programme

264. The Selebi-Phikwe Regional Development Programme (SPRDP) was initiated in 1988 to induce
investors to invest in the Selebi-Phikwe township in order to reduce dependence on the ail ing copper-nickel
mining enterprise by diversifying into other productive activities. The programme was further enhanced in
1989 by the introduction of a special incentive package which, in addition to the FAP component, offers:

(a) A nominal corporate tax of 15 per cent for the first 20 years of the project life;

(b) An exemption from withholding tax on dividends paid for the first 10 years of the project.

265. To qualify for the package, investors were required to:

(a) Locate in the Selebi-Phikwe area;

(b) Export lOOper cent of their output outside the Southern African Development Community
(SADC) and SACU regions;

(c) Employ no less than 400 nationals during the first two years of project life and maintain
employment at or above that figure thereafter;

(d) The project must be promoted by an established international company in existence for at
least 10 years, investing at least 25 per cent of the project combined fixed and permanent working capital
as equity.

266. Anecdotal evidence seems to suggest that the SRPDP has succeeded in attracting foreign investment
into the region and the question arises as to why the "organization features of SPRDP that have enabled it
to succeed cannot serve as a model for national investment promotion strategy" (World Bank: Opportunities
for Industrial Development in Botswana).

(d) Local preference scheme

267. The local preference scheme (LPS) provides incentives for Botswana manufacturers who sell to the
Government, local authorities and parastatals and the incentive is in the form of a price advantage over goods
of foreign origin. The condition for eligibility for the price advantage is that products should have at least
40 per cent local content. The objective of the scheme is to promote locally manufactured goods. In the
short run, the scheme operates more or less as tariff protection of infant industries, since no time limit is
set as to how long local manufacturers can enjoy this incentive, in the long run it may insulate domestic
producers from foreign competition and make them less efficient as a result.

,-------------------------------
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(e) Tariff protection
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268. Under the Southern African Customs Union Agreement. Botswana may levy additional duties on
imported goods to enable new industries to cope with competition from other producers in the common
customs area provided that such duties are levied equally on goods produced in other countries outside the
customs area. either directly or indirectly. Protection may initially be granted for four years extendable for
a further four years but may not exceed a maximum of eight years. Under the terms of the Agreement,
investors may benefit from only one of the three major incentive schemes: FAP. LPS or tariff protection.

(f) Exclusive license

269. In a situation where market demand is limited. resulting in marginal investment protection. an
investor may apply for an exclusive Iicense for a specific area. The license is granted for four years and
may be extended for another four years.

D. Regulatory framework

270. Issues concerning the regulatory framework relate to:

(a) Procurement by foreigners of valid work and resident permits as required by the Non
Citizens Act;

(b) Regulations on commercial and industrial licensing through the licensing boards in the MCI;

(c) Regulations for land acquisition for commercial and industrial purposes through the Land
Boards;

(d) Restrictions on employment under the Employment Act.

271. Prior to 1990 there had been considerable concern about regulatory restraint on industrial develop
ment. However. these issues were addressed by the Presidential Commission on the Revised National Policy
on Incomes, Employment, Prices and Profits (March 1990), and elaborate recommendations were made
which were accepted by the Government. For example, with regard to procurement of resident and work
permits, some streamlining procedures were adopted; changes were made to ensure that licensing procedures
are faster and more certain. Also. the Employment Act is correctly being redrafted for review by the
Regulations Review Committee. The main problem with the regulatory framework lies with bureaucratic
delays in its implementation.

III. CONCLUSION

272. In comparison with the other SADC countries, Botswana's investment policy seems to have paid off
in terms of attracting a high percentage of total direct private foreign investment into the country. For
example. between 1988 and 1991. of the total flow of direct private foreign investment of $680 million into
the SADC region. Botswana alone attracted 52 per cent. Whether this trend will continue in the future will
depend crucially on the extent to which the export-oriented industries are able to withstand the competition
posed by other industries in the entire Southern African region. including South Africa. The competition
is surely certain to become intensive if the political climate in South Africa changes for the better.
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I. INTRODUCTION
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273. The decade of the 1980s saw Africa plagued by some of the most troubling economic difficulties that
have ever afflicted any other region of the world. Africa's real per capita income, as an aggregate indicator
declined by more than 15 per cent during the decade; and despite some modest recent improvements, it is
estimated that it would take about seven to ten years of sustained development growth just to recover the per
capita income losses incurred during the decade. Where there have been instances in which some economies
have performed relatively well, the net result for the continent as a whole is one of social and economic
crisis in which people, are on average, worse off today than they were three decades earlier.

274. In view of this, it becomes apparent that Africa's current development challenges would require
sustained efforts over a period that extends beyond the usual five-year programming period, to a planning
horizon of ten or more years. The envisioned time-frame reflects the magnitude of the task ahead - the need
not only to recapture the ground lost during the 1980s, in economic and social terms, but also restore the
economies of the region to a path of longer run sustainable growth and development.

275. Africa's development challenges would, thus, require concerted effort on the part of African people
themselves and on the part of all bilateral and multilateral institutions operating in Africa, including the
African Development Bank (ADB) Group. If the decade of the 1990s is truly to yield significantly positive
development results, in line with the international consensus that has emerged on the development agenda
for Africa in the 1990s, then the Group, as with other development institutions, would need to expand its
own development horizons and mobilize the financial and other resources commensurate with the challenge.

276. This paper attempts to provide estimates of the minimum overall external financial resources that
would be required by Africa and of the Group's own possible contributions to both non-concessional and
concessional resource needs. The paper is organized as follows: Section II provides the ADB Group esti
mates of Africa's external resource requirements for the ten-year period, 1992-2001. These estimates are
compared with those of the World Bank and the United Nations. Section III gives an overview of the
Group's possible contribution to the estimated external resources required by Africa. The role of co
financing and technical assistance in mobilizing resources is discussed in sections IV and V respectively.
The conclusions are provided in section VI.

II. TEN-YEAR ESTIMATES OF AFRICA'S EXTERNAL
RESOURCE REQUIREMENTS

277. In the light of the current economic difficulties in Africa and the urgent requirement that the con
tinent returns to a path of sustained growth and development, it is self-evident that external resources will
be needed not only to supplement domestic saving but also to relax the foreign exchange constraint that
would allow the available domestic resources to be fully utilized. This derives from a most basic proposition
- to achieve even minimal rates of real economic growth per capita, the now Iimited pool of domestic savings
will need to be substantially augmented by external resources, if those rates of economic growth are, in fact,
to be achieved. Reference simply has to be made to the fact that in many regional member countries, sav
ings rates are as low as 10 per cent, and even less in others. In comparative terms, these rates of savings
fall well below those of some other developing regions where savings rates stand well in excess of 20 per
cent. What is more, neither the level nor the rate of savings is likely to increase significantly in the face
of low or slowly rising income levels - circumstances which can be altered over the longer term through
greater investment spending. This, in the current African context, can be greatly assisted by having recourse
to external resources in the short and medium terms.

278. The amounts of actual external resources required depend on the complex interplay of various
economic and non-economic factors. For instance, there is need to determine what is likely to be a

This paper draws heavily on the African Development Bank (1993).
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reasonable and sustainable rate of real economic growtb. Assumptions need also be made about otber
economic factors such as tbe efficiency of investment and tbe incremental capital-output ratio (lCOR); the
capital retention capacity of the various countries; and their marginal propensities to import. Indeed, it is
notable that even small changes in the lCOR and, hence, in the efficiency of investment can radically alter
estimates of resource requirements. Thus, assumptions regarding the broad public policy framework are
important to tbe determination of resource needs. Similarly, other assumptions need to be made regarding
demographic trends, urban-rural migration flows, changes in consumption patterns and so on. Of course,
there are also tbose numerous imponderables which can easily overturn even the most rigorously derived
estimates. These relate to civil strife, political conflict, tbe quality of government, natural disasters and other
factors that do shape the environment in which development must take place and, hence, significantly
influence final outcomes. The essential point is that any estimate of resource requirements is, by definition,
conditioned on a set of assumptions, the precise realism of which can be determined only ex post.

279. In spite of these known difficulties, long-term development management requires that some reason
able estimate be made of the resources required to support such development. These estimates are to be
derived from, and must be made consistent with, tbe prior economic growth, policy, and otber targets that
have been set. As discussed below, current ADB Group estimates, along witb those developed by otber
international agencies, which are equally concerned with these matters, provide useful indications of the
approximate volume of external financial resources which Africa will require over the next ten years.

A. African Development Bank Group estimates

280. ln seeking to derive some reasonable estimate of Africa's external resource requirements for the ten
year period, 1992-2001, it should be pointed out that the basic idea is one of mobilizing resources in such
amounts and utilizing these resources witb efficiency, so as to generate rates of economic growth that would
ensure steady rates of increase in per capital income levels over the period. To derive tbe estimates, the
following assumptions are made:

(a) Minimum rate of rea! economic growtb: It is assumed that for tbe next five-year period,
a minimum rate of real economic growth of 4.5 per cent is required between 1992-1996," rising to 5.5
per cent over the period 1997-2001. This assumption is based on the notion that the economic output losses
incurred by Africa since 1980 would be recovered towards the end of the current decade so tbat the continent
would have a reasonable chance of improving the prospects for long-term sustainable growth and develop
ment;

(b) Domestic savings: The domestic savings rate is assumed to average 15 per cent of GDP
during the period 1992-1996, rising to almost 18 per cent by tbe year 2001. This assumption calls for
efforts to raise the rate of domestic saving as income rises over the period;

(c) Productivity of capital: It is assumed tbat African countries would increase their efforts to
improve the productivity of capital over the period; and hence some decline in tbe current relatively high
(CORs would be expected. It is assumed, thus, that an ICOR of 6 will prevail over tbe period 1992-1992,
declining to an average of 5.0 in the subsequent five years. This reflects an increase in tbe productivity of
capital from O. 17 to 0.2 or 18 per cent increase in tbe efficiency of investment.

281. With Africa's GDP estimated at $375 billion in 1990, and assuming real economic growtb of 3.5
per cent in 1991, if the continent were to grow at a target rate of 4.5 per cent in each of tbe next five years
(1992-1996) and, beyond this, at an annual rate of 5.5 per cent during tbe period 1997-2001, this would
translate, by the year 2001, to a level of real GDP of over $630 billion, at 1990 prices. In tbe framework
of a simple growth model, tbe resultant annual additions to output imply certain levels of gross investment
which, in turn, can be derived using estimates of tbe ICOR. Assuming an ICOR with a value of 6 over the
next five years, declining to an average of 5.0 in the subsequent five years, annual gross investment would
need to average about $115 billion in real (1990) terms during tbe period 1992-1996; and close to $150
billion during tbe period 1997-2001. For tbe period as a whole, tbe average annual level of investment,
required to support the target rates of economic growth, would amount to just over $130 billion, at 1990
prices.

" This figure is close to the average ICOR during the United Nations Programme of Action for African
Economic Recovery and Development, 1986-1990.
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282. With the domestic savings rate assumed to average 15 per cent of GDP during the next five years,
rising to almost 18 per cent by the year 2001, the above estimates of investment required could not, there
fore, be attained from domestic sources alone. Indeed, domestic savings would on average account for only
slightly above 60 per cent of the resource requirements over the period as a whole. The resulting gap
defines the volume of resources that would need to be made available from other, i.e., external sources, if
the assumed economic growth targets are, in fact, to be met.

Table VI-I. ADB Group projections on Africa's economic performance.
1992-2001 and external resource requirements

Average
Item

1992-1996 1997-2001 1991-2001

Real GDP ($US billion, 1990) 443.8 569.6 502.5

Growth rate (%) 4.5 5.5 5.0

ICOR 6.0 5.0 5.5

Investment ($US billion, 1990) 114.7 148.5 131.6

- as % GDP 25.8 26.1 26.0

Domestic savings ($US billion, 1990) 66.6 99.2 82.9

- as % GDP 15.0 17.4 16.2

External resource requirements ($US bill ion, 1990) 48.1 49.2 48.7

- as % GDP 10.8 8.7 9.8

US$ inflation (%) 3.5 3.5 3.5

External resource requirement ($US billion, current) 55.4 67.3 61.4

283. Against this general background, and should the implied policy and other assumptions hold, the
Group estimates (see table VI-I) indicate that, to achieve the projected rates of economic growth, total
external resource requirements in each of the next ten years would average close to $50 billion, at 1990
prices. Assuming annual US dollar inflation of about 3.5 per cent, the above estimate translates, in nominal
terms, into average annual resource requirements of about $55 billion during the 1992-1996 period, rising
to about $67 billion in the next five-year period. Thus, over the period 1992-2001 as a whole, annual
external resource requirements are estimated to average about $61 billion.

284. It must be noted, however, that these estimates were based on the assumptions that Africa's real
GDP would grow by 3.5 per cent in 199\ and 4.5 per cent in 1992 and 1993. The actual growth figures
that became available for these three years reveal that large slippage has occurred. Actual real growth rates
recorded 2.6 and 1.9 per cent for 1991 and 1992 respectively, while the growth rate for 1993 is estimated
not to exceed 2 per cent. This slippage, which involves additional losses in income per capita, implies that
even more resources will be needed to recoup the losses incurred by Africa since 1980 including those of
the last three years. Given the assumptions of our simple model, this indicates that the annual external
resources required to achieve the GDP of $630 billion targeted for the year 2001 would exceed the estimated



82 AFRICAN DEVELOPMENT ISSUES AND POLICIES

$55-67 billion." These figures must be considered, therefore, as boundary estimates for the annual
external resource requirements during the 1994-2001 period.

285. The Group also assumes that, given the current economic difficulties of many borrowing member
countries, the bulk of these resources, some 80 per cent, would need to be met from various concessional
sources, with the remaining 20 per cent from non-concessional sources - a distribution which follows the
broad pattern of recent external resource flows to the continent.

286. The Group's estimates, not surprisingly, confirm that, given the simultaneous imperatives of recover
ing the economic losses of the past decades; of restoring and sustaining economic growth; and of coping with
the challenges of the broad development agenda, Africa's current external resource needs are substantial.
This is broadly consistent with other independently derived estimates - by for instance, the World Bank and
the United Nations. For purposes of comparison, these parallel estimates are presented and discussed below.

B. World Bank estimates

287. Making similar broad policy and other assumptions as those made by the Group, but with an initial
real GDP growth rate of 4 per cent rising to 5 per cent by the. end of the decade, the World Bank arrives
at roughly similar estimates of Africa's resource needs during the next ten years.

288. The World Bank estimates put prospective sources of annual financing, in each of the next ten years,
for what is described as "sub-Saharan Africa", at $28.2 billion. From the point of view of the Group, this
figure, by definition, under-represents Africa's total needs, since it addresses the financing requirements of
only a part of the region, and not those of the continent in its entirety. In addition, it takes no account of
significant political developments, such as those in Southern Africa, which may likely make the current esti
mate even less realistic. However, taking only the needs of the current regional member countries of the
Group into account, the World Bank estimate would, as a minimum, need to be doubled to an annual figure
in excess of $56 billion.

289. The World Bank's estimate is also conditioned on several critical assumptions. As in the case of
the Group's projections, the World Bank assumes that the broad adjustment and reform efforts which
regional member countries are currently making will continue and expand. It projects the rate of domestic
savings to rise to 20 per cent by the year 2000, compared with the 1I per cent rate established between 1985
and 1988. Accordingly, gross domestic investment, as a percentage of GDP, is projected to almost double
to reach 25 per cent by the end of the decade; and simultaneously, the ICOR is expected to fall by some 30
per cent from the average of 6.8 during the 1985-1988 period, reflecting increased efficiency of investment.
Beyond this, an improvement in the terms of trade is projected in the latter years; and significant debt relief
is expected to be forthcoming.

290. The assumptions underlying this estimate of resource requirements, are somewhat optimistic; but
represent an important challenge both for Africa and for the international community. On the one hand,
Africa will need to pursue with increasing vigour many of the reforms already instituted. On the other hand,
continuing resource and policy support will be required from the international community. What is most
evident is that should these conditions fail to materialize, the adjusted World Bank estimates of annual
resource requirements, though now slightly below those of ADB, are likely to be significantly higher than
the $56 billion figure now implied for the whole of Africa.

C. United Nations estimates

291. In the recent Report of the United Nations Secretary-General which reviewed and assessed the imple
mentation of the United Nations Programme of Action for African Economic Recovery and Development

" To attain the GDP target of $630 billion by the year 2001, it can be shown that Africa is to grow
by an annual average real growth rate of 6.1 per cent between 1994-2001. Retaining the assumptions about
the ICOR, this growth rate implies that an annual investment of about $158 billion will be required. Given
the assumed saving ratios, domestic resources are estimated to cover $85 billion of the annual investment
requirement, leaving a gap of $73 billion to be bridged by external resources. If inflation is taken into
account, the later figure translates, in nominal terms, into an average annual resource requirement of about
$77 billion during the 1994-2001 period.

~---------------------_._----_.~-
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(UN-PAAERD), 1986-1990, estimates of Africa's future resource needs over the next ten years are also
made. While noting that, contrary to the initial expectations of UN-PAAERD, the level of external resource
flows to Africa had declined in real terms during the 1986-1990 period, the Secretary-General called for a
substantial increase in such flows over the next decade, to attain and sustain real economic growth of about
6 per cent per annum.

292. It was estimated that, excluding "further significant reductions in external debt service", net official
development assistance (ODA) of $30 billion - largely concessional in nature and destined mainly to low
income Africa - would be required in 1992. It was argued further that this amount should grow thereafter,
in real terms, at an annual rate of 4 per cent. Converting these amounts into gross flows and assuming, as
before, that concessional ODA flows account for 80 per cent of total flows, the United Nations estimate
translates into average annual requirements of almost $56 billion, in current dollars. If further significant
debt relief is forthcoming and in the order of magnitude implied by the Secretary-General, then annual
resource requirements could rise to some $63 billion. This latter amount assumes that annual debt-service
payments would not exceed the $9 billion maximum proposed for low-income Africa alone.

293. It should be noted that the United Nations projection of resource requirements is conditioned, on two
important assumptions for Africa - that there is no further deterioration in the terms of trade; and that bolder
and exceptional measures would be undertaken to alleviate the continent's current debt-servicing difficulties.
Naturally, if neither of these two important assumptions holds, then the estimate of resource needs would
need to be revised significantly upwards, surpassing by a much wider margin the level projected by the
Group.

D. Summary of estimated external resource requirements

294. It is thus clear that, paralleling the consensus on the development agenda, there is also a broad inter
national institutional understanding that the external resources needed by Africa over the next ten years, to
achieve essentially modest rates of economic growth, are substantial (see table VI-2). Although they differ
in the underlying economic growth and policy assumptions, the various estimates arrive at similar broad con
clusions. Against this background and in view of this broad agreement on resource needs, we present in
the next section estimates of the Group's own possible contribution to these overall resource requirements.

Table VI-2. Estimates of Africa's annual external
resource reljuirements, 1992-2001

($US billion)

Source Concessional Non-concessional Total

ADB Groun estimate 49.1 12.3 61.4

World Bank estimate" 45.1 11.3 56,4

United Nations estimate" 50.2 12.5 62.7

Averaze 48.2 12.0 60.2

" Assuming an equal allocation for those countries in the rest of Africa, the original estimates were adjusted

to reflect the estimated resource requirements of all ADB regional member countries, with 80 per cent

of total resources assumed to be concessional and 20 per cent non-concessional. This distribution is

broadly in line with the recent pattern of resource flows to Africa. It should also be noted that an addi

tional $7 billion was added to the United Nations estimate to reflect debt relief that would enable debt

service payments to be kept to the suggested annual maximum of $9 billion for low-income Africa alone.

10. TIlE BANK GROUP'S POSSIBLE CONTRIBUTION TO
EXTERNAL RESOURCE REQUIREMENTS

295, Given the various estimates indicated in table VI-2 above, if the whole of Africa is taken into
account, annual resource flows of roughly $60 billion will be required to satisfy the continent's financing
needs over the next ten years. Beyond this, given the difficult economic situation in many borrowing
member countries, the bulk (80 per cent) of these global resource flows would need to continue to come
from concessional sources, with non-concessional sources accounting for the remaining 20 per cent - broadly
reflecting the pattern of recent years.
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296. With specific regard to the possible contribution of the Group to these overall resource requirements,
it can, for instance, be assumed that the Bank should retain its approximate 5 per cent share of total resource
transfers to Africa - the average of the past four years - with non-concessional resources accounting for about
3 per cent and concessional 2 per cent. However, if the Group is to be assigned an increasingly prominent
role in Africa's development efforts, as it should, then these shares should realistically be viewed as bare
minima. Indeed, given the experience under VN-PAAERD, when the flow of resources to Africa stagnated
and even declined in rea! terms, increases in both the share and volume of resource flows to Africa, under
taken by the Group, were especially important in supporting the continent's development efforts during that
difficult period. Should actual resource flows from other sources over the next ten years again fall short of
current projected requirements, then the Group's role will become even more critical. It should, therefore,
be positioned to move closer to the forefront of development fmancing in Africa. This would require some
increase in its respective share over the ten-year period.

297. However, assuming the status quo, and given the underlying economic policy and other assumptions,
the Group would need to commit, depending on exchange rate movements, up to VA 23.5 billion of non
concessiona! resources over the ten-year period, beginning in 1992. At current exchange rates, this UA 2.35
billion average armual commitment level, set against measured rates of loan disbursements, translates into
actual resource transfers equivalent to about VA 1.2 billion" or about 3 per cent of the $60 billion average
annual resource requirements indicated in table 2. In the light of this estimate of possible non-concessional
lending levels, a major financial consideration must be whether the Bank itself - as a supplier of such
resources to Africa - can mobilize adequate capital resources to satisfactorily meet this requirement. This
will depend, among many things, on the issues of the capital adequacy of the Bank and the timing of any
additions to current Bank capital.

298. With respect to concessional resource flows, this source of financing is especially important, given
the difficult economic situation in many low-income regional member countries; the need to reduce the bur
dens of servicing external debt; and simultaneously, the need to increase opportunities for resource blending.
It should, in this respect, also be noted that concessional lending by ADB Group accounted for sl ightly over
35 per cent of its total commitments during the second Five-Year Operational Programme (FYOP.2) period.

299. Over the next ten-year period, if the opportunities for significant economic and social progress in
low-income Africa are to be seized, the ratio of concessional to total Group lending should rise. This would
call for annual Group commitments of concessional resources averaging about FU A 1.5 billion" with the
overwhelming majority supplied by the African Development Fund (ADF). This would be consistent with
the view that resource flows to Africa should, as much as possible, be on concessiona! terms. Beyond this
the concessional contributions envisaged reflect the view that the Group should progressively occupy a place
of greater prominence in mobilizing resources for development in Africa. Hence, it is conservatively
assumed that, by the end of the decade, the Group would contribute concessional resources amounting to
slightly more than 2 per cent of Africa's total resource requirements. The level of concessional resources
actually mobilized would, of course, ultimately depend on the willingness and capacity of ADF State Partici
pants to replenish the resources of the Fund to the levels indicated.

300. With this perspective on concessional flows, and the earlier estimate of non-concessional resources,
the Group's possible contribution to the external resource requirements of the continent as a whole, for the
next ten-year period, are as indicated in table VI-3, with notional amounts indicated for the Nigeria Trust
Fund.

30 I. These ten-year estimates reflect, on the one hand, the severity of the current development difficulties
in Africa and, on the other hand, the broad internationa! agreement that has emerged among various institu
tions on the approximate volume of resources required to successfully face up to this challenge. It is evi
dent, however, that although the envisaged contributions of the Group would mean an expansion of its lend
ing operations, in the face of total requirements, they still imply for it a relatively modest, though critical,
role in Africa's development efforts.

" Currently, I UA = $1.4184.

" FUA 1 = VA 0.92 = $1.31.

r.
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Table VI-3. ADB Group contributions to external resource
requirements of Africa 1992-2001: Possible commitment levels

Annual Period
Institution (averaze billion) (total billion)

African Development Bank (UA) 2.350 23.500

African Develooment Fund (FUA) 1.530 15.300

Nizeria Trust Fund (UA) .20 .200

Bank Group total * (UA) 3.790 37.900

Bank Group total ** (U8$) 5.374 53.374

85

*

**

The annual estimate for the African Development Fund, quoted above in FUA, was converted to
approximately UA 1,420.
Converted at the current rate of I UA = $1.4184.

302. The Group will make decisions on the actual levels of its lending, vis-a-vis the above-stated require
ments, taking into consideration the need for some consolidation of operations in the short term; the absorp
tive capacity of borrowing member countries and their ability to service debt obligations that would neces
sarily arise in the context of a significantly expanded lending programme; and the ability of countries to
participate in any additions to the capital of the Bank that may be implied by a lending programme of UA
23.5 billion" or more of non-concessional resources over the next ten years.

303. As for the lending module, the Bank intends to adopt a phased approach to programming over the
next ten years, with the first few years viewed in some respects as a period of consolidation. This would
allow member countries to digest more fully the wide range of reform and adjustment policies and pro
grammes that have recently been undertaken; and position them to embark on a richer and expanded pro
gramme of development activities as the decade proceeds. Beyond this, the Group itself would be able to
make necessary adjustments to its policies and programmes, after the growth of the recent past - in order
progressively to tackle current and emerging development policy priorities in a much more comprehensive
fashion. The lending programme will continue to reflect the Group's traditional areas of intervention - agri
culture; health and education; infrastructure and so on. But it will simultaneously build on, and integrate
more fully into the lending programme, recent important initiatives in key areas such as private sector
development, economic integration, trade financing, the environment, population and other cross-sectoral
issues that bear so importantly on the development agenda.

IV. CO-FINANCING

304. In the light of the expanded resource requirements indicated above, the Group's contributions to
these requirements can be significantly enlarged by additional resources mobilized through its co-financing
operations. It is envisaged that in pursuing co-financing operations during the next decade, there would be
a good mix of projects, structural and sectoral adjustment programmes, technical assistance and institution
building operations. Furthermore, the central issues of major development concern to the Group would
guide these operations. Thus, co-financing would be geared towards addressing issues relating to growth
and poverty alleviation; human resource and bank development; private sector initiatives; the promotion of
women in development; population and environmental issues; and economic integration and regional coopera
tion. As the Group would be particularly engaged in supporting integration activities, in accordance with
the Treaty establishing the African Economic Community, more and larger multinational projects and pro
grammes, calling for co-financing, would need to be identified and supported.

305. Thus, with possible commitments estimated, as in table VI-3, at UA 3.79 billion annually, Group
co-financing resources for the period 1992-2001 are projected to average about UA 1.9 billion in each of
the next ten years, compared to the average of UA 0.8 million during the FYOP.2 period. These resources
are expected to mobilize, in the form of indirect transfers, an additional UA 6.6 billion per annum from

At current exchange rates, this is equivalent to $33.3 billion.
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external sources, compared to VA 1.57 billion of annual average indirect transfers recorded during the
FYOP.2 period. If these levels are realized, this scale of Group co-financing operations would be compar
able to that of the World Bank during the past ten years, and to that projected for the Inter-American
Development Bank for the period, 1991-1993.

V. TECHNICAL ASSISTANCE

306. Like co-financing, technical assistance remains an important vehicle for mobilizing resources In

support of development. Over the years, technical assistance resource flows to Africa have grown both in
absolute terms and as a proportion of overall development assistance. Indeed, currently. resources in excess
of $3 billion are now mobilized annually in the form of technical assistance. In the case of the Group, the
share of technical assistance in its total loan and grant approvals has risen from an average of I per cent in
the years up to 1981, to a 1.7 per cent average during the FYOP.I period, and 3 per cent during FYOP.2.

307. Over the next ten years, technical assistance will continue to play an important role in Africa's
development efforts. However, there will be a discernible shift in the use of these resources, taking into
consideration the need to build permanent African capacity in the deployment and utilization of these
resources.

308. In terms of the actual volume of resources to be mobilized, the principal source of technical assis
tance funds will remain the African Development Fund. Beyond the resources of the Fund, it is also
envisaged that 5 per cent of the lending commitments of the Bank would be allocated to technical assistance
activities. Bilateral technical assistance requirements, reflecting greater additions, are a)so expected to rise
over the next decade. It is estimated that such assistance would average VA IS million annually. These
resources, combined with those of both the Fund and the Bank would be significant, in view of the substan
tial amounts of resources needed to support Africa's overall development efforts over the decade.

VI. CONCLUSION

309. This paper argues that if the unsatisfactory economic and social situation in Africa is to be reversed,
and the international consensus on the development agenda for Africa in the I990s acted upon, a substantial
and sustained flow of external resource will be required to supplement the now limited volume of domestic
savings. Although the growth rates assumed are only modest - between I to 2 per cent annual increase in
per capita income - yet, the current situation in Africa is such that a significant flow of external resources
will be required to attain these modest growth rates.

310. However, while it is evident that the resource needs of Africa are vast, it is difficult, in practice,
to provide precise quantitative estimates of actual requirements. Moreover, such estimates are, of necessity,
conditioned on a number of unknown factors which, given actual outcomes may raise or reduce the estimates
of resource requirements. All this notwithstanding, ADB, as well as various international bodies, have
attempted to provide estimates of Africa's resource needs over the medium to long term. Whereas these esti
mates do differ - and not unexpectedly - in some details, they point unanimously at the large external
resource requirements over the next ten years, averaging about $60 billion annually.

31 I. On the basis of these international projections, the Group could contribute annually about VA 2.35
billion ($3.3 billion) or more of non-concessional resources to Africa's development efforts during the next
ten years. Given the difficult economic situation in several regional member countries, the Bank advocates
a shift towards greater lending on concessional terms to these countries. Thus, assuming an upward trend
in the ratio of concessional to non-concessional lending, annual average concessional resource requirements
of the Group are estimated at FVA 1.5 billion ($1.32 billion). In addition to this, co-financing and technical
assistance are expected to play an increasingly important role in mobilizing external resources.
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312. Participants, drawing on the paper by SERPD, explained that Africa's investment climate, as it is,
is very unfavourable. In absolute terms, total gross domestic investment in the 45 sub-Saharan countries was
$45 billion in 1989 or about 5 per cent of the total for developing countries, while in the five countries of
North Africa, it was $38 billion in the same year. The main factors affecting the investment climate are:

(a) The political climate;

(b) Macroeconomic environment; and

(c) Incentive codes.

313. Africa's capacity to generate domestic savings has eroded due to:

(a) Problems of linking formal with informal financial institutions;

(b) Political problems;

(c) Erosion of tire capital base;

(d) Decline in public and private investment; and

(e) Decline in foreign direct investment (F0l).

314. From the late 1970s to the early 1980s, African Governments have experienced a fiscal crisis, which
led to the adoption of the structural adjustment programmes (SAPs). As result of the SAPs, the capital
budgets have suffered in favour of recurrent spending. An observation of government expenditures from
1985-1990 shows that the largest shares went to:

(a) Recurrent spending;

(b) Military expenditures; and

(c) Debt-service payments.

315. Observations of FOl shows it has been concentrated on the natural resources, especially in the petro
leum sector. FDI inflows to Africa averaged only $2 billion annually in the 1981-1985 period and $3 billion
in 1986-1990, accounting for only 3 and 2 per cent respectively in the total inflows to developing countries.

316. According to the New Agenda for the Development of Africa in the 1990s (UN-NADAF), African
countries should aim at an average growth rate of at least 6 per cent in the 1990s. In order to do this an
estimated net ODA of at least $30 billion would be needed in 1992 alone, after which net ODA should grow
annually at 4 per cent.

317. According to the World Bank, African countries should increase their domestic savings by 50 per
cent to promote a GDP growth rate of 4-5 per cent in the 199Os. The annual nominal external financing
needed, per annum, would equal $2 billion, or 15 per cent of GDP for sub-Saharan Africa. This excluded
the requirements for debt relief.

318. ECA calculations show that for Africa to achieve a steady 5.7 per cent growth from 1988-2000, the
rate of investment growth must equal 9 per cent per annum and the investment ratio must rise to 30 per cent
ofGDP.
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3I9. It was observed that with current patterns of resource flows to Africa and levels of domestic resource
mobilization, it would be unlikely that the above targeted growth rates can be attained. Greater efforts at
domestic resource mobilization through, for instance, developing the potential of the informal sector and a
comprehensive tax reforms are needed. The meeting also noted the need for an increased role of TNCs to
increase capital flows and technological capacities.

320. In the discussion that followed it was agreed that the following factors adversely affect Africa's
investment climate:

(a) The fact that most African countries are mini-States;

(h) The lack of developed transportation systems between markets;

(c) The colonially-inherited raw material basis of the economies;

(d) Low infrastructural development;

(e) Lack of adequate regional integration.

321. An issue was raised as to whether it is appropriate for the largest share of government spending to
be on recurrent expenditures. Some participants argued that, this is because large investment projects were
undertaken soon after independence, which now have to be maintained. Therefore, the emphasis should be
on utilizing the existing capacity rather than creating new investment. Some others pointed out that although
capacity utilization is low in African industries, the earlier investments undertaken were based on obsolete
technology which needs to be replaced by new and more competitive technology.

322. It was cautioned that the definition of capital spending have to be looked at carefully. ln some coun
tries, even furniture and personal luxuries, such as cars, are included in the definition.

323. It was noted that the reason why capacity utilization is low is because of the lack of foreign
exchange. However, it was pointed out that capacity utilization is low even in countries with available
foreign exchange reserves. The reason advanced is that, in the CFA countries, for instance, ORe are more
than I because of protectionism. In these countries, plants are open without consideration for comparative
advantage, resulting in the smuggling of goods produced domestically.

324. Participants agreed that the poor economic management in most African countries is in part a result
of the inadequacies of planning structures. African Governments have not endeavoured to create and streng
then their capabilities and make them effective instruments of maximizing development and minimizing
wastage and avoiding misallocation of the continent's vast resources. It is therefore of paramount importance
to ensure, as a first step, the efficiency and the operationality of the public sector and make it a viable instru
ment for fostering and directing the process of development. Therefore, at this stage of African develop
ment, the government should play an important role in the economy alongside the private sector, particularly
in areas where it has comparative advantages.

325. Furthermore, the government should adopt an overall integrated development strategy that takes into
account the democratization of the economic, social and political institutions. Political and economic
decision making should be decentralized to allow greater participation of the people in the development pro
cess by reversing the present over-centralized approaches.

326. In recognition of the fact that peace is an indispensable prerequisite for development, there is need
to encourage and pursue peace initiatives that would bring to an end conflicts in order to facilitate the crea
tion of optimal conditions for development. Resources released from military expenditures could be
redirected to socio-economic growth and development. In the African context, in particular, it was found
that the systemic economic breakdown is principally the result of the political and social conditions of the
continent, poor governance, and the narrow base of decision making. There is need therefore to restore con
fidence between government and the people. Political and government institutions are more than ever before
required to intensify efforts to arouse political awareness and the will for action to support and accelerate
development.

---------------------------_...,_.•-".~.-
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327. In spite of the implementation of SAPs and investment codes in many African countries, attempts
at attracting investment have not been successful. One of the main reasons, it was stressed, is the negative
image Africa has abroad, which in turn affects the investment climate. Political problems in some countries
are part of the causes of this poor image of Africa. In order to attract foreign investment into manufactur
ing, existing industries need to be rationalized.

328. Several participants stressed the need for a comprehensive tax reform programme, both as a means
of enlarging the revenue base and of making the investment climate more attractive. The need for taxing
the informal sector and replacing tax holidays with low rates was emphasized; so were the roles of both local
and foreign investment.

329. With regard to foreign investment, however, some participants stated that the problem is that many
Africans are still hesitant about welcoming investors. This problem is felt even among the top echelons of
political leadership in some African countries. The importance of TNCs as well as the capital and techno
logy they bring need to be brought to the attention of the African public.

Section 2

RATIONALIZATION OF INVESTMENT STRATEGIES AND POLICIES

330. The discussion on this theme emphasized that the rationalization of investment and mobilization of
resources are at the centre of the debate on relaunching development in Africa. This is why they should be
viewed and situated within the context of the desirability of overall sustainable development. It was argued
that to achieve maximum development, there is need to enlarge the stock of capital and enhance the effi
ciency of its utilization. Hence the importance of the mobilization of the necessary resources. The question
of investment would also not be properly answered without delineating the roles of the public and private
sectors.

331. Participants agreed that investment policy should, among other concerns, pay particular attention to
the quality of investments, both domestic and FDI. While there is need to fully utilize existing capacities,
new investments should endeavour to satisfy the technological prowess needed to compete both domestically
(with imported products) and internationally. FD!, it was argued, should not be of the type that is already
on the verge of obsolescence in the country of origin and relocated to Africa only to grant it a new lease of
Iife up until such time that the newest technologies in the source countries can produce enough capacity to
meet the demand.

332. A number of areas and issues within which the debate on investment policy should take place have
.been identified, namely the macroeconomic framework; the financial resource base; the property rights; and
the structure of incentives to private entrepreneurs. These issues were addressed seriatim.

333. Within the context of indicating the appropriate macroeconomic framework for investment a number
of questions were posed, namely whether the overall SAP framework is conducive to or detrimental to
investment and indeed whether there is an alternative to SAP? Have the SAPs on the ground been imple
mented correctly? What is the right fiscal, monetary and exchange rate regimes that need to be adopted to
promote investment? Further elaborations on these questions were made indicating that SAP will provide
the context for macroeconomic framework for the foreseeable period and that there is need to harmonize
individual SAPs with the objectives of trade liberalization; and that there is a case for liberalization and the
market determination of prices, notably the interest rate. On the fiscal policy, it was said that it is not the
size of the budget deficit that we should watch for, rather the direction of resources that is crucial. Curtail
ment of expenditure may be a misplaced policy.

334. Taking up the issue of resource mobilization, one of the participants pointed to the low and declining
levels of savings and available resources, but he nonetheless was of the opinion that the critical area is not
only the mobilization of resources, but also the management of the resources. The volatility of the revenue
behaviour needs to be addressed with a view to stabilizing it. There is also need to broaden the tax base
with emphasis on taxation of consumption. The participant also underscored the role played by the domestic
debt in tying investment resources. He attributed capital flight to the uncertainty on property rights. A clear
indication of property rights and the roles and areas of operation of the private and public sectors will go
a long way in removing this uncertainty which is one of the major factors inhibiting domestic investment.
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335. Turning to the question of the structure of incentives to private entrepreneurs, one participant empha
sized the need for instituting policies directed at promoting local investment and attracting foreign invest
ment. He believed that the interest rate must be market-determined, but credit may be rationalized. He also
believed that the role of aDA should be revisited.

336. In the ensuing discussion, and in the light of country experiences, particularly those of Zambia,
Nigeria and Botswana, a number of additional issues were raised. It was indicated that investment policies
should be related to development and that there is need to focus on long-term investment and its return not
only for the investor, but also in terms of output, employment and income generation. Also investment
policies should not lead to environmental degradation and that foreign investment should not supplant exiting
capacities. While trade-offs between efficiency and effectiveness of investment exist, and therefore need to
be carefully addressed, efficiency should not be achieved at the cost of self-reliant growth. Also, to maxi
mize the use of resources and return on capital, investment undertakings could be used as means of economic
integration.

337. While there is a case for liberalization, the question raised was as to how such policy should be used
to promote investment. Country examples were given to show that, there are certainly dangers in over
liberalization which could cause the persistence of the very problems that SAPs are expected to resolve. It
is considered productive to use this policy in conjunction with a policy of constructive intervention. There
is no disagreement as to the fact that reform is necessary but policy changes have to be perceived within the
long-term development contexts. These reforms should include, among other policy aspects:

(a)

(b)

(c)

(d)

(e)
people; and

(t)

A clear delineation of property rights;

Measures to stem the flight of both financial and human capital;

Creation of a competent civil service;

Provision of business support services;

Transparency and good governance to increase the trust between the government and the

The reorientation of aid policy and modalities in support of national development priorities.

338. The role of the State vis-a-vis the private sector was discussed. It was pointed out that the State
played a crucial role in the development of, in particular, a number of developed and newly-industrialized
countries and that at present the capacity of the private sector is fairly limited. While the line of demarcation .
as to the separate roles of the private and public sectors is difficult to establish, it was felt that the govern
ment has a role to play even during the period of liberalization, provided that it performs this role construc
tively. More generally however, the State should concentrate on the provision of the necessary production
and welfare facilities. The functions of the public sector should be mainly concerned with:

(a) Macroeconomic management;

(b) Effective management of economic fluctuations;

(c) Investment codes;

(d) Maintenance of the physical and social infrastructure;

(e) Management of economic transition and undertaking intervention whenever necessary to
regulate the market and in particular the interest rates and protect the interest of investors;

(f) Provision of an indicative planning framework setting up targets for output, employment and
other macroeconomic parameters which will serve as guidelines for both public and private sectors; and

(g) The commitment to the support of the private sector through, for example, engaging in
constant dialogue with the institutions representing the business community.
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339. A major theme that emerged in the discussions concerned regional integration as a strategy of
development that should be made to work for Africa. World-wide, regional blocs are being formed with
a view to making their respective geographical areas highly complementary and attractive to foreign direct
investment. This makes it more urgent for Africa to accelerate its pace of integration. It was however been
observed that many of the necessary structures and institutions are yet to be put in place. Many countries
are not linked by transportation, while the tariff and payments arrangements are not coordinated.

340. It was opined that some countries may not have been convinced of the relative benefits of regional
integration. A question was raised as to whether aDA may have contributed to the reluctance of small coun
tries to join regional integration arrangements.

341. Multilateral projects were seen as important instruments for promoting regional integration. Projects
mentioned in this connection were the gas pipelines from Chad and Nigeria. This, it was pointed out, would
be in keeping with Agenda 21 and its advocacy of replacing wood fuels in the Sahel countries in order not
to disturb the fragile ecological balance of the region. There is also need for redesigning transport and com
munication systems and the harmonization of payments arrangements and investment codes.

Section 3

MOBILIZATION OF RESOURCES

342. On this theme, participants noted that there exists in Africa informal forms of saving such as local
money lenders, rotating credit cooperatives, community saving and loans institutions as informal schemes
appear more accessible to people than banks and other formal financial institutions because of lower inter
mediation costs. But the extent to which these informal arrangements can substitute for a formal financial
system is quite limited. The difference in interest rates between the two sectors suggests a limited effective
ness in mobilizing savings in the informal sector, because informal institutions in Africa usually operate at
the extremely short end of the market. Therefore, the formal financial sector remains the key to mobilizing
long-term savings which can lay the foundations for sustainable flows of investment and growth.

343. But even in the formal sector participants noted that, the effective mobilization of resources depends
on a number of factors that include:

(a) The need to have a sound macroeconomic framework for management;

(b) The recognition of the role of informal institutions to complement the generation of savings;

(c) The need to reform the financial sector in order to be characterized by well-capitalized and
well-managed commercial banks and an autonomous central bank that is endowed with sufficient authority
to supervise effectively banking and credit institutions;

(d) An active role of the government in generating fiscal savings, in converting non-monetary
asset into investible funds through taxation and other means, generating forced savings through provident
fund schemes, and encouraging the development of rural financial institutions through discriminatory taxation
and other regulations;

(e) Foreign exchange market liberalization with a view to increasing the return of flight capital;

(f) Mobilization of foreign savings to fill the domestic savings gap; and

(g) Selecting the appropriate sequencing in the financial reform process in respect of stabilization
and financial restructuring.

344. In the ensuing discussion, the meeting was of the view that a vibrant financial sector is the key to
successful mobilization of savings and their efficient transformation into investment. The monetization of
the African economy along with the stabilization of prices and exchange rates so as to have a positive real
rate of return on domestic assets is a precondition to the mobilization of domestic currency savings:
However, a sound macroeconomy is a necessary but not sufficient condition for successful savings and
investment. There is a need to address the efficiency issues and to improve the viability of certain key
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financial institutions. These include the specialized banking institutions like the community banks and
mortgage banks and the creation and/or development of capital markets to procure long-term investment
funds, and the modernization and diversification of the production base, particularly in the rural areas where
the passive savings need to be transformed into active loanable funds.

345. To deal with the inefficiency in the banking system, the meeting suggested restructuring the whole
financial system of Africa so as to strengthen the regulatory and supervisory role of the central bank. A
sound banking system is necessary in the mobilization of resources but does not necessarily lead to the most
efficient allocation of resources. Consequently, government controls alongside the market mechanism may
playa key role in resource allocation. In other words, the government may intervene in the transitionary
periods, to pass over lower than market interest rates to investors to assist capital formation. It was
observed that people have lost confidence in the banking system and, therefore, there is need for wide publi
city of the benefits to be derived from access to banking services and for improving the integrity of the
banking system.

346. The meeting extensively debated on the mobilization of public finance versus private finance. It is
remarked that in many African countries, there is lack of a robust and vibrant private sector financed by the
banking system. As a result, tax-revenue generation from the domestic private sector has been extremely
low so that governments had to rely on external finance and taxation on external trade, although some coun
tries like Zaire had to rely on inflationary finance. The dependence on foreign finance, in turn, created the
debt burden which has now reached unsustainable levels in many low-income African countries. But reduc
ing external dependence will necessitate higher taxation which may crowd out savings available to the private
sector. The correct balance between external finance and the promotion of the private savings remains a
difficult issue to be solved in many African countries.

347. The issue of domestic private capital formation was also raised. Discussions concentrated on macro
economic stability and the opportunities created by liberalization and privatization advocated by the SAPs.
It was observed that domestic capital formation has heen growing very slowly, mainly because of political
instability, inadequate infrastructures, poor quality labour and the on-going debt burden. Indeed, most of the
low-income countries of sub-Saharan Africa suffered a decline in private investment in real terms. In some
countries, there is a return of capital flight in construction industries (Ghana) but this is still far from being
a classical private investment that moves the rest of the economy to a sustainable level. Another way of pro
moting private capital formation is through the integration of the informal sector with the formal one. The
participation of the private sector in investing in human capital formation and utilization was also found as
crucial.

348. Finally, the meeting noted the lessons from experiences of Uganda and Ghana on achieving macro
economic balance and stability. It was reported that the reform of the foreign exchange markets was accom
panied by efforts to stabilize prices largely through the restructuring of fiscal deficits, These reforms
improved the monetary indicators.

Section 4

FOREIGN INVESTMENf IN AFRICA'S DEVELOPMENf: TRENDS AND PROSPECTS

349. On this theme, the view was expressed by the participants that foreign investment is not a substitute
for domestic capital formation. Even in countries which have been most successful in attracting FDI, its
proportion has been small in quantitative terms, accounting for only about 5 per cent of gross domestic
investment.

350. In the presentation of issues related to the discussion of foreign investment, it was pointed out that
Africa has attracted FDI mainly in natural resources. Multinational resource-based companies frequently
operate in enclaves with few links to the local economy. Another problem is that in the protected African
environment, foreign direct investors may take advantage of their monopolistic positions.

351. World-wide, there has been an explosion of direct and portfolio equity investment flows in the recent
past. However, Africa has so far largely missed out on these flows, given the low degree of development
of its capital markets and the absence of an attractive investment climate.
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352. One of the participants identified four main criteria that determine investment by MNCs: to access
natural resources; to take advantage of large and/or fast-growing domestic market; to access external
markets; and to take advantage of lower costs.

353. In the discussion that followed on the consideration of the African situation, it was noted that
. Africa's primary assets are its natural resources. Most African countries have, however, very small
domestic markets. Africa has good potential as regards external markets, given its ready access to the
European markets. However, the general costs of doing business are higher in Africa than in other regions.

354. An issue that was discussed at length is the negative image of Africa and the negative information
that investors receive on Africa. One of the participants argued that many foreign investors think of Africa
only in terms of starvation, famine, war, disease and the like. Another participant also spoke of his personal
experience with such negative attitudes about Africa in America, Asia and Europe and how this is keeping
away many potential investors. He cited examples of some small-scale investors who admitted that these
attitudes have kept them away from Africa. It was observed that such negative attitudes exist even among
Africans and employees of international institutions working on Africa. Citing several examples from
Nigeria, some participants argue that the negative attitudes are based on facts in Africa. However, it was
pointed out that such examples cannot be generalized for Africa as a whole. It was also pointed out that
although some of these are facts, there are also many positive aspects of Africa that are never discussed.

355. To counter the negative perceptions about the continent and the misinformation, it was suggested that
African countries should undertake an information campaign through: diplomatic missions; training for
African journalists in economic reporting; and highlighting the progress in economic reform and growth in
some countries. .

356. Capital flight, inadequate progress on privatization and the debt overhang have contributed to the
deterioration of the investment climate. Policies to reverse the trend and attract FD[ to Africa should include
efforts to revive private investment on the continent, reduce uncertainty as regards macroeconomic and priva
tization policies, streamline the legal and administrative framework, and develop private sector support
institutions, as well as infrastructure and human capital.

357. FDI would be encouraged by clearly defining areas of exclusion and minimizing discretion. Foreign
and domestic investors should be treated equally. Reasonable tax rates and guaranteeing foreign exchange
availability would be helpful to foreign investors. Developed countries also need to try to provide debt relief
to African countries and keep markets open for the continent's products.

358. It was emphasized that there was a need for a vibrant private sector in African countries, with a
minimum of constraints on private investment so that FDI could be attracted.

359. One of the problems of domestic investment in Africa is the low rate of reinvestment. ln the case
of mining, for example, the usual norm is for 10 per cent of receipts to be reinvested. In Africa, barely I
per cent of receipts are reinvested, leaving the continent significantly unexplored.

360. Capacity building and increased human resource investment could be expected to contribute to an
improvement in the enabling environment for foreign investment. It was noted that fiscal stability, market
determined interest rates, exchange rate convertibility, privatization and development of private sector
support institutions would markedly build-up the confidence of foreign investors in macroeconomic reforms
in Africa. It was stressed that Africa needs to reverse capital flight and increase repatriation of funds from
its citizens abroad.

36 I. The agglomeration effect as regards multinationals was discussed. It was observed that TNCs tend
to gravitate to a country where other TNCs are in operation. Post-apartheid South Africa was mentioned
as a likely new source of investment. Other new sources of investment could be the newly industrializing
countries of Asia and Latin America.

362. Particular consideration should be given to the quality of investment so that industry in Africa could
compete internationally. Governments, it was advised, should have prime responsibility in monitoring this
as well as in financing research and development.
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Section 5

CONCLUSIONS AND RECOMMENDATIONS

A. Conclusions

363. There has been a marked decline in investment in Africa and the investment climate continues to be
unfavourable.

364. The focus of policy for the revitalization of investment in Africa has to be on domestic resource
mobilization, since foreign direct investment in most countries has not been known to exceed 5 per cent of
total investment in the past.

365. Capital flight stock has been estimated to exceed 90 per cent of Africa's GOP in 1991 so that even
if a small fraction of it returns, it can make a significant contribution to total investment funds.

366. The failure so far in economic integration (e.g., 4.3 per cent intra-African trade for UOEAC and
6. I per cent for ECOWAS) has prevented Africa from overcoming its disadvantage of small national markets
and prevented production in individual countries from being aligned to comparative advantage.

367. Economic reforms to establish and enhance market-based economics and accepted as appropriate
frameworks for investment promotion in African countries are needed. These reforms should be extended
beyond the short-term to incorporate consistent measures for stabilization, adjustment, economic restructuring
and capacity-building so as to ensure sustainable long-term economic development.

368. While the liberalization and economic reforms are necessary, they are not sufficient in African coun
tries for boosting investment. There are several factors that could impede the creation of an enabling
environment for business despite implementation of the macroeconomic policy measures of structural adjust
ment. For instance, there is need to protect public investment and maintenance cost of infrastructure
facilities in the process of adjustment.

369. In both the transitional and the post-liberalization phases, the role of the State will continue to be
a significant one. The State's responsibilities should include: effective management of crucial macro
economic parameters and putting in place and sustaining a favourable investment climate.

370. Political stability, the effective maintenance of law and order, a competent and committed civil ser
vice and effective accountability, reform of speech, human rights and the rule of law are vital prerequisites
for the development of an enabling environment for business.

371. Well-capitalized, well-managed commercial banks; a central bank that is autonomous within the
government and that is endowed with sufficient authority to effectively supervise banking and credit institu
tions; liberalized foreign exchange markets and an efficient capital market with market interest rates are some
of the important factors that can contribute to effective domestic resource mobilization.

372. Although Africa has a big potential with respect to natural resources and foreign markets, factors
that usually attract POI, this potential has remained by and large unrealized owing to the lack of an enabling
political and legal environment and the high cost of doing business.

373. Capital flight, stiff competition for funds from other developing regions, lack of a favourable invest-
ment climate and a huge debt burden are the factors that render the prospects for POI in Africa bleak.

374. Investment in Africa must include investment in human capital and infrastructure. Not only has there
been inadequate development of human capital, but a good part of the precious little human capital has fled
to other regions.

375. Africa more than any other region in the developing world suffers from adverse media exposure
which generates negative attitudes towards the continent. This raises the need for a major media campaign.

-,------------------------
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376. There is presently insufficient practical commitment in most countries to private sector development.
African Governments must therefore intensify their commitment and practical efforts to develop the private
sector.

B. Recommendations

1. Measures to revive resource mobilization

377. African Governments must endeavour to create an enabling environment conducive to the repatriation
of flight capital.

378. There is need for increased political commitment in African countries to private sector development.

379. Country reform programmes and investment codes should be harmonized to facilitate the process
of regional economic integration. In this regard, aDA should increasingly be given in the context of
regional integration.

380. There should be clear procedures and rules regarding registration and transferability of property
rights, and efficient enforcement of contractual obligations by the judicial system.

381. Governments should create competent, effective, committed and accountable civil service estab-
lishments to provide the necessary support services to business.

382. Governments should ensure general transparency, and accountability in all their operations, and as
well maintain a simplified system that will reduce to the minimum areas of bureaucratic discretion.

383. Sound macroeconomic management is a prerequisite to instituting a conducive policy environment
for investment, and should be pursued to reduce the crowding out of the private sector.

384. Through resource mobilization, efforts should be intensified to integrate the formal and informal
sectors.

385. Provident funds, insurance and other forms of forced savings should be used as sources oflong-term
development finance.

386. Monetization of the economy should be enhanced through support to the development of informal
financial intermediation.

387. Financial institutions, specifically suited to the rural areas and small savers should be established,
and their regional coverage expanded.

388. Specific legislation should be enacted to provide for clearly defined functions and authority on the
part of the central banks in the African countries and in connection with their policy making and supervisory
roles.

389. Governments should prevent the decline of real per capita social expenditure and the fungibility of
funds in order to prevent the deterioration of social and physical infrastructure.

390. Seminars and training programmes, especially of journalists, should be encouraged in order to
provide a better dissemination of economic information on investment opportunities.

2. Measures to revive domestic private investment

391. The revenue base should be broadened by for example, widening the tax base to embrace all assets,
income and social insurance schemes and where applicable, property taxes.

392. Governments should levy taxes on unproductive non-monetary savings with a view to making
available the fiscal receipts for the financing of investment.
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393. Stock exchanges should be set up' to promote capital markets.

394. The private sector should be used as a partner, and private local investment in particular, should
be revived through, for example, privatization of ownership and management and protecting public invest
ment and its maintenance costs of infrastructure and services in the course of adjustment, without applying
tax concessions indiscriminately. While there can be rigid compartmentalization of economic activities as
between the private and public sectors the State should not be excessively preoccupied with running
businesses.

395. Investment promotion agencies should be established and strengthened to promote investment oppor
tunities in African countries abroad. In this respect, African diplomatic missions abroad should be utilized
as well.

396. African Governments, with the assistance of multilateral agencies, should undertake coordinated
efforts to attract foreign and domestic investment, and carry out complimentary reforms to improve the
investment climate continuously.

397. There is need for regular consultations between governments and the private sector, including
business and non-governmental organizations on investment policy and opportunities.

3. Measures to revive FDI

398. Investment agencies will need to shift away from rigid administrative requirements and controls of
investment to promotional activities. They need also to reduce negative restrictions on FDf to a clearly
defined and predictable minimum.

399. In order to attract foreign direct investment, governments should not discriminate in their policy
stances between local and foreign investors, and should clearly define the areas where FDf could operate.
Foreign investors should also be permitted unrestricted access to resources needed for their operations,
repatriation of their profits and the servicing of their debts and payments.

400. To ensure the effectiveness of the use of financial assistance, it is necessary that measures to relieve
the debt burden, untying of aid and the opening of markets for easy access of African exports should be
undertaken.

401. There is urgent need for the promotion of multinational projects in order to create viable markets
in Africa for the attraction of FDI.

402. Investment strategies in Africa must aim at not only improving efficiency but also overall develop
ment which would focus on, among other things, distributional equity and access to basic goods and services.

•
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