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Abstract:

To increase invesment both foreign and domestic is one of the ams of the South African
Devdopment Community (SADC). Although invesment in SADC is ill lower than in
indudtria countries or emerging markets it is higher than for the rest of sub-Saharan Africa
Whereas the man determinants of invesment like macroeconomic and politicd  dahility,
availability of natural resources and low production costs ae wel invesigated the role of
regiond integration for attracting invesment is gill not very wel edablished. Regiond
integration could enhance investment through various channes like larger markets and
improved cross-border infrastructure. The results of a pane regresson andyss show that the
regulaiory qudity in the economy in generd as well as independent regulaion of the tdecom
sector can help to attract FDI. However for domegtic investment the leve of industridisation
the finahcid development and GDP p.c. growth seem to play a bigger role. Membership in
SADC only plays a role for FDI, but no effect of the market sze of regiona groupings could
be found.



Introduction

To increase investment is one of the mgor gods of economic policy in many countries. Also
the governments of most SADC countries hope to attract foreign direct investment and to
increase private domestic investment.® Support for the private sector dso ranks high on the
agenda of donors such as the EU in the Cotonou Agreement.

There are good reasons for this new atitude Empiricd evidence shows tha private
investment in SSAfrica has a dgnificantly sronger effect on growth than public investment
because of higher efficiency in the private sector. And as ODA declines the need for foreign
capital has to be met increasingly by FDI (Hernandez- Cata, 2000).

In the new WTO round launched a Doha investment rules and competition policy have been
put on the agenda. Although it is debated whether the WTO is the right forum for the
agreement of investment rules there is widespread agreement that the chaotic actual Situation
with more than 2000 bilatera invetment agreements and investment provisons in TRIMS,
GATS and dsewhere is causng problems for developing countries because of a lack of
transparency.

The trend towards closer regionad integration among African countries was reemphasised by
the NEPAD initiative and is making progress in SADC. Despite problems of overlgpping
membership and didribution of tariff revenue the attempt to create bigger markets and to
cooperate in vaious aess is growing. As maket dze is an important determinant of
invetment that ams to serve the locd market the process of regiond integration should have
aggnificant impact on foreign and domestic invesment.

It is widdy agreed that infrestructure is a precondition for domedic as wel as foreign
invesment. However, it is not dear what the contribution of different types of infragtructure
(transport, communication, power) is and what role the private provison plays for example in
the case of telecommunication where large network externaities exist.

Therefore a closer look a the specific causes of domestic and foreign private invesment in
the SADC countries is needed. This paper has the am to look especiadly at tose factors that
are under direct control of governments like infrastructure and regiond integration and where
decisons have to be made in the coming years. In the exiding literature on the determinants
of investment these aspects haven't been invedtigated in detail. Therefore this paper focuses
on the effects of deepening regiond integration and improvement of infrastructure. It covers
domestic as wdl as foregn invetment and identifies policy measures for improving the
atraction of invetment by focusng on invesment determinants that are under control of the
SADC governments. Only if effects of FDI under specific circumstances are well understood
invesment policies can be desgned that will attract invesment in those sectors that can bring
the highest benefits to the country and increase the potentia for sustainable growth.

! Seefor example the NEPAD initiative



Investment in SADC relative to Sub-Saharan Africa

In 1980 the Southern African Development Co-ordination Conference (SADCC) was founded
in Lusska But only after Namibia (1990), South Africa and Mauritius (1994) joined the
organisation progress was made in regiond integration. In 1992 the Southern African
Development Community (SADC) replaced the SADCC with the am to foster development
through integration. By now SADC encompasses 14 members.

The trade protocol entered into force in 2000 and will transform the 11 signatories to the Free
Trade accord into a FTA within a trandtion period of 12 years. To promote investment in the
region a SADC Finance and Investment Sector Co-Ordinating Unit (FISCU) was established
in 1995. It should hep to speed up the pace of liberdization, encourage private-public
patnerships, and help to establish smple, transparent and non-discriminatory procedures
(FISCU, 1999).

In 2001 Africds GDP grew fagter (4.3 %) than any other developing region, despite the
expected problems after September 11. Individual SADC countries had even much higher
growth rates eg. Mozambique (9.2%), Mauritius (6.1 %), DRC (5.7 %), Tanzania, and Serra
Leone (5% each). Also Africals average per capita income grew by 1.9% in 2001 This is
due to various factors such as reduced conflicts and insecurity, improvements in
macroeconomic  policies, improvements in  agriculturad  output (especidly  in Mdawi,
Seychelles and Zambia) and higher than expected exports under the U.S. African Growth and
Opportunity Act (AGOA). Furthermore the lower oil prices helped 42 oail-importing African
countries by easing pressures on foreign exchange, inflation, and public spending. However,
some of the SADC countries especidly Zimbabwe had a negative growth rate of -7.5%
(partly due to the drought which influenced the lower than average growth rate of Southern
Africa that was only 2.4 %). Five of the SADC countries secured industrid growth in 2000,
notably Lesotho (11.8%), Angola (7.9 %), Mozambique (7.8 %), Tanzania, and Botswana
(5.7 % each) (UNECA, 2002).

African exports towards the US have grown considerably in recent years from about USD 1.5
billion a month in 1999 to USD 2.3 hillion amonth in 2000. The US is the top importer from
Africa in 2000. AGOA helped especidly to diversfy African exports towards the US.
Especidly South Africa provided a mix of products — with transportation equipment
accounting for 75%, followed by minerds and metals (24 %), agricultura products (13 %)
and textiles and apparel (6 %) (UNECA, 2002).

These rdatively podtive macroeconomic developments lead to an increase in gross domestic
fixed cgpitd formation which was just over 20% of Africads GDP in 2000. With many
countries privatizing date-owned enterprises, private investment accounts for a growing share
of domedtic invesment and public investment for a dwinking share There are dgnificant
differences between the more advanced SADC countries with regard to investment (see Table
1). In Mauritius and Botswana mogt of the private invesment went to financing and other
svices, in Zimbabwe to manufacturing, and in South Africa to mining. Invesment
performance improved in dmost al sectors in South Africa in 2001 with faster growth in
private investment (UNECA, 2002).



Table 1: Gross Fixed Capital Formation by Sector, 1995 in %

Sector Country
Mauritius | Zimbabwe | Botswana RSA

a. Agriculture, hunting, forestry and 2,66 9,87 1,30 3,50
fishing
b. Mining and quarrying 0,00 13,71 4,93 9,43
c. Manufacturing 13,22 28,18 5,78 26,90
d. Electricity, gas and water 0,00 8,88 1,68 8,75
e. Construction 2,03 3,17 5,35 1,12
f. Wholesale and retalil trade, restaurants 14,48 10,17 3,59 7,56
and hotels
g. Transport, storage and communication 4,84 7,67 11,00 6,14
h. Financing, insurance, real estate and 28,30 13,98 12,48 24,93
business services
i. Social and other personal services 1,55 0,00 4,04 0,00
|. Other services 0,00 0,23 0,00 1,07
k. Government ? 32,93 4,15 49,84 10,59
Total 100,00 100,00 100,00 100,00

Source: Ministry of Economic Development and Regional Co-operation-Mauritius, 1998, Reserve Bank of
Zimbabwe, 1998, Central Satistics Office-Republic of Botswana, 1998, South African Reserve Bank,
1998, own calculations.

a Asthese figures are collected from different sources the definition of government capital formation also
differs. In principle, however, it includes government capital formation in all sectors.

Internationd investment flows seem to have bypassed sub-Saharan Africa to a large extent in
the last decades. Only 3% of world-wide FDI are directed towards SSAfrica. The low leve of
investment corresponds with the low leve of GDP per capita in most African countries. The
invesment / GDP ratios have been lower in comparison to other regions (Rodrik, 1999). But
the dtuation has improved in recent years. The inflows of foreign invesment in 1997 were
more than twice as high as in 1990. A number of smdl African countries like Lesotho,
Namibia the Seychelles and Swaziland with low absolute FDI have received a high stock of
FDI as percentage of GDP (UNCTAD, 1998 and Basu and Srinivasan, 2002). The share in
world FDI is higher for a number of SADC countries than their share in world GDP like br
Lesotho (7.4), Angola (7.7), Seychdles (3.1), Mozambique (1.9), Swaziland (2.7), and
Zambia (1.7) (WIR 2001 Annex table A.l.10). Mozambique, South Africa and Tanzania are
aso mentioned by many multinational corporations as more attractive FDI degtinations. These
examples are encouraging, because they show tha countries with a low income level can dso
become increasingly attractive to foreign investors. The SADC countries could aso increase
their share of dl FDI going to Africa from less than a third for the period 1990-94 to more
than a hadf in 199599 dthough the overdl trend is quite volaile (see Table 2). Unlike
emerging markets in other regions South Africa was not hurt by the September 11 attacks.
From 2000 to 2001 net private flows and net equity investment increased driven by large-
scae deds and privatizations (UNECA, 2002, p.23f). However, in South Africa 60 % of FDI
inflows consst of Mergers & Aquistions. In absolute terms Angola and South Africa recieve
the highest FDI inflows of dl SADC countries (see Table 2, Muradzikwa, 2002).




Table 2: FDI inflows into the SADC countries, USD miillion

1987-1992 1993 1994 1995 1996 1997 1998 1999 2000
Angola 178 302 170 472 181 412 1114 2471 1800
Botswana -29  -287 -14 70 71 100 96 37 30
DRC -11 7 -2 1 2 1 1 1 1
Lesotho 11 15 19 275 286 269 262 136 223
Malawi 12 11 9 25 44 22 70 60 51
Mauritius 25 15 20 19 37 55 12 49 277
Mozambique 12 32 35 45 73 64 213 382 139
Namibia 44 55 98 153 129 84 77 111 124
Seychelles 19 4 15 40 30 54 55 60 56
South Africa -24 -17 334 1241 818 3817 561 1502 877
Swaziland 62 72 63 33 -62 -48 165 90 -37
Tanzania 3 20 50 150 149 158 172 183 193
Zambia 102 2 40 97 117 207 198 163 200
Zimbabwe -8 38 41 118 81 135 444 59 30
TOTAL 396 269 878 2739 1956 5330 3320 5304 3964

Source UNCTAD, World Investment Report various issues

South Africa’s rand was Africas worst peforming currency in 2001 with a depreciation
agang the US Dollar by 45 %. It is likdy that this is partly caused by declining investor
confidence due to the gdtuation in Zimbabwe, However, South Africas internationa credit
ranking by Moody's was recently upgraded and strong economic fundamentals together with
a dtable macroeconomic environment should dlow for continued robust expansion over the
coming years (UNECA 2002).

The sectord compogtion of FDI in African countries has changed in recent years, and FDI is
no longer exclusvely directed towards the primary sector. However the nine oil-exporting
countries gill account for about 75% of FDI inflows to Africa But even in oil-exporting
countries, services and manufacturing have become key sectors for FDI. The growing
importance of services in FDI due to liberdisation in the GATS has not only shifted the
indugtria compodtion of FDI but aso the locationd patterns. In manufacturing and especidly
savices the proximity to customers is egpecidly important. On the other hand there is a
postive linkage between the level of technology in an industry and the level of concentration
because of agglomeration effects Therefore in deveoping countries in generd FDI remans
concentrated in labour intensive, low-technology industries (UNCTAD, WIR 2001).

Table 3. FDI into SADC by Industry (% of tota)

Industries 1996 1997 1998
Metal products and minerals 0,0 58,2 56,4
Mining 17,8 26,9 27,8
Energy and oil 69,1 0,5 0,4
Food, beverages and tobacco 5,9 8,7 2,4
Agriculture, forestry and fishing 4,3 1,2 2,1
Telecommunication and information

technology 0,0 0,1 2,1
Hotel, leisure and gaming 0,8 0,2 3,6
All other combined 2,2 4,2 5,3

Note: Amounts include intentions and actual investments.
Source: BusinessMap, 1999. cited form Odenthal



In SADC the sectord composition of FDI fluctuates as one mgor project has a big influence
on the datigtics (see Table 3) In generd mining and energy are Hill the most important sectors
but others are gaining in importance. Manufacturing FDI was mainly located in sectors that
produce for locad consumption like breweries, daries, shoes and clothing (Odenthal, 2001).
The growth of FDI in sarvices such as tourism and telecommunication has also contributed to
job growth (see Figure 1 and Muradzikwa, 2002).

Figure 1:Sectord Didtribution of FDI in SADC, 1998-2000
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Source: Paul Kalenga (2000)."Emerging Trends and Patterns of FDI in
Southern Africa, DPRU, Cape Town.

There have dso been changes in the sources of FDI in Africa in the last decade. Before 1990
FDI in Africa came from a few OECD countries, mainly France, the United Kingdom, and the
United States. During the 1990s however other OECD countries increased their share and FDI
from Adan countries (Korea, China, India, Mdaysa) rose dgnificantly. South Africa and
Mauritius are the only African countries that have dgnificant outward FDI in other African
countries, especidly in the SADC region (Mauritius in Mozambique, Seychelles and South
Africa). South Africa is the leading foreign investor in the SADC region, accounting for about
a quarter of FDI activity. South African companies dso invest in the leest developed SADC
countries eg. in Mdawi, Mozambique, Tanzania, and Zambia (UNCTAD 2001b). This FDI
activity by new entrants dso contributed subgtantidly to the sectora diversfication. While
the biggest share of FDI sock from traditiona source countries is ill located in natura-
resource related industries FDI activity from new entrants tends to be increasingly diversfied
(Odenthal, 2001).



How to increase private investment?

The poor investment record of most African countries can be atributed to the existence of a
number of defidencies, as a result of which minimum adequate environment for investments
is lagdy dill lacking. The sze of the maket is only one of the factors influencing
investment, others as the macroeconomic dructure of the economy, economic policies, levels
and magnitudes of domedtic savings, trade competitiveness, the legd system ad degree of
accesshility to domegtic and international credit facilities are of equa or greater importance.
These points are mentioned in various surveys by African companies and include trade
liberdisation. However it is dso noted that the implementation of improved investment
policies by a number of African countries has not generated the expected growth in FDI (ACP
2002).

In generd there is a limited number of reasons why foreign firms invest in deveoping
countries:

The avalability of natura resources is gill a mgor factor and therefore the bulk of
FDI in SADC in absolute terms goes to Angola

Reduction of production codts is dso often mentioned by multinational firms, e g
through low labour costs.

To benefit from low cods of course a minimum of macroeconomic and politica
stability and adequate infrastructure and education has to be there.

Furthermore many SADC countries try to atract invesment through incentive
policies, e. g. Export Processing Zones and Investment Promotion Agencies.

A mgor reason for investing in other countries is dso to seek new markets, but as
most SADC economies are rather smdl this objective can only be exploited through
deeper regiona integration.

These factors cannot be regarded independently as they are mutudly reinforcing. A critica
mass has to be achieved to make FDI attraction work. However their importance varies for
investment in different sectors. For example low production codts are especidly important for
exporting indudtries. (Basu and Srinivasan, 2002 and MIGA, 2002).

In some of these areas the SADC countries have made substantia progress. One of the most
important factors in the renewed interest of investors in the SADC region in the 1990s is the
improved politica dtuation (independence of Namibig, end of civil war in Mozambique, end
of apartheid). Furthermore most SADC countries have adso eased redtrictions on foreign entry
and owneship dthough with some excemptions. Although mixed in generd the economic
performance of the region has also been encouraging as described above.

But it is not a al sufficent to condder only FDI when it comes to invesment promotion.
Domedtic invesment is even of greater importance because it can provide sustanable
invesment. One has to bear in mind that in any country locd investment whether public or
private, much exceeds foreign investment. Appropriate domegtic firms are dso needed as
partners for foreign investors (Page, 1999).



The rdaive lack of a busness culture makes it hard for foreign investors to find loca
investment partners or managers. The development of a drong locd private sector is a
prerequisite for FDI. A locd investor community and a wel-edablished class of
entrepreneurs used to operating on a leve playing fidd and not addicted to rent-seeking, can
sarve as a magnet to foreign investment (Bheenick, 1997). However as domestic savings are
low, FDI is needed to reach alevd of investment that can enhance growth.

As the lig of factors that have a negatlive impact on invetment is long it is of crucd
importance what can be done to improve the Stuation and by whom. Empiricd studies find
that host country market size, the economic and politicd ability, the levd of economic
development, the openness of the economy and the institutiona environment are important
factors that influence FDI to developing countries (Basu and Srinivasan, 2002). However,
there are dso mgor discrepancies between different studies and often only very view African
countries are included in the sample.

Furthermore not dl of these factors are under the control of individua governments, for many
measures regional and international cooperation is needed. As the perception of a country by
foreign investors does not only depend on its own peformance but dso on ability and
prosperity in the neighbouring countries regiona integration could help to market a region. A
recent study finds that factors that drive FDI to developing countries have a different impact
on FDI in Sub-Sahaan Africa One man finding is that controlling for various other
determinants FDI is uniformly lower in Sub-Saharan Africa which indicates an adverse
regiond effect. Furthermore infrastructure and openness to trade seem to have a lower effect
on FDI in Africa but this might be driven by the different nature of FDI (Asiedu 2002).

Interestingly in the New Patnership for Africds Development (NEPAD) private sector
development dso has a high priority. The need to diversfy the economies on the bass of
naturd resources is sressed. Support for private enterprises should be directed mainly
towards micro-enterprises and sndl and medium enterprises as these are the man
contributors to value added and employment in most African countries (NEPAD, Article
156). NEPAD acknowledges the prime responghility of African governments for the
development of the continent and therefore increases the ownership of the deveopment
drategies as the creation of "the necessary political, socia and economic conditions in Africa
that would serve as incentives to curb the brain drain and attract much needed investment”
that is foreseen in Articde 125 (NEPAD) is primarily the respongbility of the African Sates
that have to smplify adminigtrative procedures and improve the legd system.

Investment and regional integration

Kindleberger (1966) extended the concept of trade cregtion and diverson to investment
cregtion and diverson. Investment cregtion in this sense is the augmented FDI that is
generated by trade diverson. It occurs because the externd tariff of a free trade agreement
(FTA) remains high. If investing indde the FTA is the only way to serve the market, exports
are replaced by invesment. Badcaly through regiond integration the sze of the domestic
market tha is an important determinant of FDI is increased. This can aso lead to a better
exploitation of economies of scde and therefore to increasng competitiveness. Through
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enhanced competition dso rationdisation invesment will take place (Kindleberger, 1966 and
Robson, 1998). The latter types of investment will enhance trade and are dso likdy to
increese trander of technology and learning effects. However, so far there is only little
empirical evidence for a podtive effect of regiond integration on invesment dthough this is
regarded as increasingly important by policy makers in Africa The lack of empiricd evidence
could dso be due to data limitations (Basu and Srinivasan, 2002).

Regiond integration in SADC is not only a mater of trade liberdisation. The new
regiondism gives specid emphads to potentid gans from reduced adminidrative and
transaction costs due to improved inditutions. As incressed internd  competition leads to
higher competitiveness and a reduction of production costs and monopoly rents it will dso
simulate exports to the rest of the world. Therefore countries could benefit from regiond
integration even if there is no subdantid increese in internd intraindustry trade (Robson,
1998). Experience from the EU and other integration schemes teaches us, that only economic
reasons are not sufficient for regiona integration, but that a strong political will is needed that
isonly perastent if benefits are equaly digtributed.

With respect to regiond integration in SADC there are dso a number of problems. Not only
are the member dates at very different stages of development ranging from South Africa to
one of the poorest countries in the world. This diversty is by far larger than within the EU.
Also the overlapping membership of dmost dl SADC members in other regiond integration
schemes leads to some questions of the dncerity of the commitments. For example Tanzania
isnot only amember of SADC and COMESA but aso of the newly revitalized EAC.

Although the SADC-wide FTA is not yet fully implemented the number of bilatera trade
agreements between SADC members have dready lead to higher intraregiond trade. The
absolute amount of intra-regiona trade is the highest of al African regiond trade blocs and
the share of intra-regiond exports in totd exports has grown from 3.1 % in 1990 to 11.4 %in
1997, which is only partly due to increased membership. Since 1995 the intra-regiond trade
without South Africas share grew fagter than totd intra-regiond trade.

In a least some of the SADC countries services will be of grester importance in the future.
This holds not only true for tourism which is important for most SADC countries and where
investors Hill see opportunities according to a business survey (Hough, 1998). There are dso
finandd services, information technology, transport etc. which are increasingly important.
South African firms have for example invested in financd sarvices in dmog dl the SADC
countries. This rigng trend in FDI is not only due to the introduction of market-based reforms
in most SADC countries but aso to regiond atempts towards grester harmonisation, co-
ordination and integration of financid activities (FISCU, 1999). However, dl these sectors
ae generdly highly dependent on trained workforce. Therefore only few of the SADC
countries might be able to attract investment there.

Infrastructure provision: regional cooperation, privatisation and competition

Cooperdtion in infragtructure provison is dso an important dement of most regiond
integration schemes such as SADC. Especidly in the trangport sector considerable cost
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reductions can be achieved. As 6 of the 14 SADC countries are landlocked transport is
especidly important for them (Robinson, 1996). The coverage of African countries with
infragtructure as well as its maintenance is much lower than in other regions. For example
teledendgty in SADC countries is lower than the average for developing countries.
Accordingly prices of infrastructure are much higher. Freight rates for ral transport are on
average around double those in Asa and ar trangport is even four times more cogly than in
Eas Ada This resllts in a share of freight and insurance payments of 15% of exports
eanings in Africa compaed to 6% for the average for dl deveoping countries
(Cdlier/Gunning, 1999). However, in recent years, especidly with the privatisstion of parts
of infrastructure, progress has been made. In the SADC region there is a growing number of
trangport corridors that are aso regarded as regions with investment potentid. It is not only in
the wel-known Maputu Development Corridor but aso the Tazara Development Corridor
between Tanzania and Zambia, the Walvis Bay Development Corridor between Botswana and
Namibia and others where new investment into rall and road routes and therefore better
linkages within the region are expected. In most SADC countries nationa arlines have been
privatised or are on the way and new competitors have been established, so that prices are
likely to go down (FISCU, 1999).

Through privatisation of government enterprises the share of private investment could be
increased. Moreover privately run companies are assumed to be more efficient and therefore
sl goods and services at lower cost with higher qudity. To achieve these gains it is lowever
necessary to dlow aso for competition and introduce an independent regulator, rather than
turning a public monopoly into a privete one where rents are diverted. (Mattoo et a. 2001)
This is expecidly important for the privatlisaion of infrastructure such as dectricity,
telecommunication, water supply, transport etc. as these sarvices are inputs into every
economic activity and therefore have a great effect on the investment climate,

In a number of African countries there has been a shift from public to private provison of
information infrastructures through privatisation of exising Sate providers and dlowing new
entries of private providers. In most SADC countries the mobile phone sector has been
deregulated which lead to consderable investment and increased access. In a number of
countries the number of mohile phone subscribers is dready higher than fixed line subscribers
(Muradzikwa, 2002). Access to ICT is especidly important for investsment decisons not only
because its network character is complementary to the network structure of transnationd
corporations but because access to information is crucid for the reduction of transaction costs
and the reduction of uncertainty. As risk and uncertainty are among the biggest obstacles for
invesment in SSAfrica the avalability of better information can be expected to incresse
invesment.

However, redrictions on entry of foreign firms or the paticipation of foreign cepitd are ill
common (Mattoo et d., 2000). But new entry is cruciad to decrease the costs of access and
improve the qudity of the services. Recent research shows clearly that larger welfare gains
aise from an increase in compstition than from smply a change in ownership from public to
private hands. This increase in compstition is possble because of the eroson of the natura
monopoly in telecommunication markets due to technological development, especidly with
respect to cdlular phones. On the other hand monopolistic or oligopolistic rents can be seen
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as a means to adlow firms to fulfil universal sarvice obligaions But as a Sgnificant negative
relationship between performance (measured by price and qudity indicators) in the telecom
sector and the number of firms and the exisence of an independent regulator can be found,
other means to ensure access for al groups of the population should be looked for.

Access to ICT is especidly important for investment decisons not only because its network
character is complementary to the network Structure of transnational corporations but because
access to information is cruciad for the reduction of transaction costs and the reduction of
uncertainty. As risk and uncertainty are among the biggest obgtacles for investment in
SSAfricathe availability of better information can be expected to increase investmen.

Resear ch M ethodology

Although there is a dgnificant empiricd literature on the determinants of FDI to developing
countries in mogt of the dudies only a few African countries are included and therefore they
have a bias towards countries a a higher level of development. To determine the effects of
regiond integration and diginguish the factors that drive investment in the SADC from other
regions, a sufficient number of SADC members in the sample is needed. Policies that have
been successful in driving FDI may not be equaly successful in SADC or Sub-Saharan Africa
ingenerd.

To identify the factors that influence domestic and foreign invesment (1) cross-country pane
data regressons are carried out. The focus of the andyss lies on the effects of regiond
integration (RI) and infrasiructure improvement (INF). The econometric andyss is based on
a reduced-form invesment mode that relates domegtic or foreign invesment to indicators of
regiond integration, especidly in the SADC and indicators for infrastructure.

Therefore the modd is the following:
lit =blit1 +dRlit-1 + gINFi 1 + 1" Xjr1 + U
Whereut=s + 1t + Vi

And X is a vector of control variables. For the esimations GLS regressons with random
efects are used.

The regiond dummies for membership in an FTA are used to congdruct a variable of regiona
market sze, which is measured as the combined GDP of adl members of the group and is
induded in logarithmic form. Furthermore the SADC dummy is interacted with other
variables to digtinguish the different effects some factors have in SADC as compared to other
regions. For infragtructure different indicators such as road and tedecommunication dendty,
ar depatures and power consumption are available. Recently especidly teephone densty
has been used in cross-country sudies as this variable became available for many countries.
In addition the degree of competition, regulation and liberdisation in tdecommunication
provison from a dataset that was congtructed by the ITU and the World Bank are used (see
Mattoo et d. 2000). In a number of econometric studies the quadity of infrastructure turned
out to be postive and sgnificant. However Asedu (2002) finds that dthough infrastructure
promotes FDI elsewhere it has no sgnificant impact on FDI flowsto SSAfrica
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Furthermore variables commonly used in invesment regressons such as the levd of human
capitd, the initid level of GDP, the growth of GDP per capita, inflation, trade openness,
education, and political ingability are used as control variables. It is dso common to control
for invesment in the previous period. Therefore for the regresson with FDI inflows as
dependent variable, FDI in the previous period is used and for andysing the factors that
determine domedtic investment, domestic invesment in the previous period is included. In
addition period dummies are used (see Mody and Murshed, 2002). The investment data are
normaized by country GDP.

FDI is incduded in the domedtic investment regresson because it is a direct component of
gross domestic invesment and should therefore have a postive coefficient. But as FDI is dso
assumed to crowd out domegtic investment to some extent dso FDI squared is used which
might have a negdive coefficient. As common in growth and investment regressons the
initid levedl of GDP per capita is included in logarithmic form. The sgn of tha varigble is
ambiguous as on the one hand the convergence hypothess would imply that poor countries
grow faster and dso need higher leves of invetment. On the other hand savings levels in
poor countries are on average low which leads to lower levels of domegtic investment. Hence
in different econometric sudies GDP per capita is postive, negative or inggnificant (Asedu,
2002). Growth of GDP per capita is assumed to have a clearly postive reationship with
invesment as a more dynamic country will atract more domestic and foreign investment.
Human capita is measured as primary school enrolment because primary education of the
workforce is a basc precondition for profitable invesment and data are widdly avalable. In
addition as an indicator for indudridisaion the share of vaue-added indudry in total GDP is
included in the regressons as this will capture possble agglomeration effects. New
invetment is more likely to dlocate where dready a substantial economic activity especidly
inindudry is exigent.

Of the policy variables openness measured as exports plus imports raive to GDP is most
popular in invetment regressons. Most dudies find a Sgnificat postive effect on FDI.
However the margina benefit from openness to FDI seems to be smdler in SSAfrica than in
other regions (Asedu, 2002). There is an ongoing debate whether openness is redly a good
policy measure or whether it measures other things such as dependency of commodity exports
(Birdsal and Hamoudi, 2002). Therefore trade policy is aso captured more directly with the
share of import tariff revenues in total imports. The proxy for financid depth, the ratio of M2
to GDP has been widdy used for this purpose since it provides a measure of the sze of the
financial sector reldive to the sze of the economy (Mody and Murshed, 2002). Politica
indicators are obvioudy dso important determinants of invetment. However, as they ae
difficult to measure the results of empiricd dudies are somewhat mixed. Some find a
sgnificant negative impact but others don't find a sgnificant impact a al (Asedu, 2002).
Here different indicators of policy are used that are taken from the Kaufmann, Kraay, Zoido-
Lobaton (2002) dataset. All independent variables are lagged one period.

The data used in this study conssts of a panel of 112 countries observed a annud frequency
over a period from 1975 to 1999. As we wanted to include as many SADC countries as
possble in the andyss not dl independent variables that are used in other dudies of
investment determinants could be used here. The data used that were not described above are
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from the World Bank World Development Indicators database. Four year averages of the
vaiadbles are used in order to abdract from the cyclicd factors that influence investment
behaviour as we are interested in Structura determinants of investment rates across countries.
This dill dlows for dynamics whilst aso reducing the problem of endogeneity (Mody and
Murshed, 2002). This leaves us with 442 to 523 observations to be used in the regressons.

Results

Firg the determinants of FDI are andysed for al countries (see Table 4). A number of
determinants that are expected to influence FDI turn out to be sgnificant. Especidly the
coefficients for past FDI, trade openness (exports + importYGDP), and the regulatory quality
of the economy are postive and sgnificant. The ratio of savings to GDP has a negative and
sgnificant coefficient and the coefficent for teecommunication regulation was cosest to
conventiond levels of dgnificance from dl three teecommunication policy indicators.
Interestingly the coefficient for the SADC dummy is podtive and sgnificant at the 10 % leve
which means that FDI is higher in the SADC countries contralling for other factors. This is in
contragt to the usudly negative coefficient for a SSA dummy. However, ndther the size of the
domestic nor the regiond market was found to be close to dgnificance in any specification
and was therefore excluded from the regressons. This result could be influenced by the
inclusion of previous FDI that dready captures the market 9ze to some extent. With respect
to openness it has to be noted that other measures of liberdisation like the share of import
tariffs in totd imports were not ggnificant in these regressons and were therefore aso
dropped.

In a second regresson the variables that were found to influence FDI in generd were
interacted with the SADC dummy. The coefficients and sgnificance leves remained in the
same range except for the savings rate that turned postive but indgnificant. The coefficient
for openness interacted with SADC is podtive and dgnificant which suggests that openness
increases FDI even more in the SADC countries. However for regulation and savings the
interaction terms are negative and dgnificant. And dso the SADC dummy itsdf becomes
inggnificant.

Table 4: Regresson Results, dependent variable fdi_gdp

coef. P>|z| coef. P>|z|

fdi_gdp 0.470 0.000 0.456 0.000
openness 0.013 0.000 0.011 0.000
telecom_regulation 0.306 0.110 0.413 0.030
regulation 0.245 0.089 0.235 0.123
savings_gdp -0.011 0.089 0.007 0.423
sadc_openness 0.019 0.020
sadc_regulation -0.744 0.077
sadc_savings -0.041 0.004
sadc 0.521 0.092 -0.514 0.507
period 0.088 0.000 0.089 0.000
constant -175.536 0.000 -177.974 0.000
No of obs. 523 523
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| R-sq overall 0.3797 0.4021 |

In a second set of regressons the same determinants were used with domestic investment as
the dependent variable (see Table 5). Therefore dso the share of FDI was included as an
independent varigble. Except the share of FDI, previous domestic investment and the savings
ratio the varidbles that determine FDI don't seem to play a dgnificant role for domestic
investment and aso the coefficient for the SADC dummy is not Sgnificant. If the same
variables are interacted with SADC membership only openness becomes significant agan.

Table 5: Regresson Results, dependent variable domestic investment

coef. P>|z| coef. P>|z|

fixed_capital_formation 0.728 0.000 0.672 0.000
fdi_gdp 0.352 0.000 0.294 0.001
openness 0.007 0.127 0.006 0.177
telecom_regulation -0.383 0.356 -0.132 0.749
regulation 0.140 0.653 0.009 0.979
savings_gdp -0.048 0.001 0.009 0.656
sadc_openness 0.041 0.019
sadc_regulation -0.752 0.399
sadc_savings -0.115 0.000
sadc -0.213 0.746 -2.024 0.213
period 0.012 0.730 0.017 0.623
constant -18.127 0.792 -27.448 0.684
No of obs. 504 504

R-sq overall 0.6525 0.6662

Therefore we ran a third set of regressons to find the determinants of domegtic investment
(see Table 6). Again variables that were not sgnificant were excluded.

Table 6: Regression Results, dependent variable domestic investment

coef, P>|z| coef, P>|z|

fixed_capital_formation 0.543 0.000 0.531 0.000
fdi_gdp 0.337 0.000 0.339 0.000
openness 0.008 0.251 0.004 0.533
industry_gdp 0.073 0.022 0.078 0.016
savings_gdp -0.070 0.003 -0.055 0.024
school_enroliment 0.017 0.117 0.015 0.149
m2_gdp 0.026 0.039 0.029 0.024
gdp_pc_growth 0.282 0.000 0.254 0.000
sadc_openness 0.042 0.082
sadc_industry -0.132 0.087
sadc_growth 0.164 0.357
sadc -0.591 0.521 0.272 0.925
period 0.029 0.435 0.032 0.383
constant -52.975 0.473 -59.487 0.421
No of obs. 442 442

R-sq overall 0.6924 0.6978
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The mogt important determinants of domestic investment that were found include the leve of
indugtridisation, the financid development and the growth of GDP per capita The coefficient
for school enrolment is dso dose to sgnificance but the SADC dummy and the domestic and
regiond GDP reman agan indgnificant. When these variables were interacted with the
SADC dummy it turned out tha the growth rate and the openness indicator are more
important for invesment in SADC than dsawhere. However, the levd of indudridisation
seemsto play no specid role for domegtic investment in the SADC region.

Ovedl it ssems that different factors influence domestic and foreign invesment both in
generd and in the SADC region. For foreign investors openness plays a bigger role in generd
but within the SADC region it is important for both investors. However as openness measured
as the ratio of exports plus imports to GDP a reduction in openness is associated rather with
high commodity dependence and declining terms of trade than with more redtrictive trade
policies (Birdsal and Hamoudi, 2002). Therefore the result that openness attracts investiment
can be renterpreted. Countries with more diversfied economies that are less commodity-
dependent tend to attract more investment.

The regulatory qudity in the economy in generd as wdl as independent regulation of the
telecom sector can help to attract FDI. However, for domedtic invetment the level of
indudtridisation the financid development and GDP p.c. growth seem to play a bigger role
Membership in SADC only plays a role for FDI, but no effect of the market sze of regiond
groupings could be found. To some extent these differences might be due to different
perspectives of the two types of investors which might be especidly true for the regulatory
quaity that is more important for foreign investors as they ae less used to ded with
adminidrations that don't work properly. But it is dso likely that this finding is due to the
differences in sector dlocation of foreign and domegtic investment. Especidly mining plays a
grester role in foreign invesment, wherees manufacturing is more important in domestic
investment. For manufacturing also agglomeration effects, the education of the workforce and
a functioning credit market together with a growing demand ae more crucid factors.
However, as foreign owned enterprises are in genera more export oriented than domestic
ones they dso rdy more on an efficient infragtructure, that is more likey to be in place when
an independent regulator is implemented.

Policy conclusions

The SADC protocol as many regiond integration agreements ill is not fully implemented
and therefore the limited effects especidly of regiond market sze in the econometric andyss
could be due to this fact as wdl. Furthermore not al members of a regiond integration
scheme benefit in terms of investment in the same way. It is likdy that the more advanced
countrieswill attract more investment due to agglomeration effects (Muradzikwa, 2002).

The analysis confirms that in order to attract more FDI and to increase domestic investment,
governments have to embark on, or continue with, reforms in a wide range of policy aress.
Many of these reforms are not only conducive to investment, but are by themsdves crucid
and necessary for the development processin generdl.
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Regarding the macroeconomic environment, the most obvious lesson to learn from successful
countries, such as Mauritius, is that dability is crucid. However, it has become increasingly
evident that smply pursuing macroeconomic gability and enacting liberd FDI regulaory and
legd regimes is not enough, dthough they remain basic pre-conditions. Therefore, the focus
now incressngly shifts onto the meso-levd of gpecific sectord policies, from privatisation,
competition, and infrastructure provison. Privatisation has emerged as a cadys in atracting
investors. Pardld liberdisation and deregulation of the service indudries, especidly in
telecommunicetions have offered new FDI opportunities. The induced improvement in
infragtructure provison is especialy important for exporting enterprises.

Together with socid (education and hedth) infrastructure fecilities, these are crucid factors
shaping the investment apped of a country. In indudtries that are globdly integrated, the ate
of the trangport and telecommunication infrastructure is a key dement. The cog, quality and
religbility of logisics are important factors in the overdl cost cdculaions that companies
underteke when evaduating competing locations. Given the substantive investment needed,
many African governments have rightly started to look increesngly a private provison of
these services. Mogt of the measures that play a role when dtracting FDI are relevant for al
companies, be they domegtic-or foreign-owned (Odentha 2001). In this context it is
increesingly important to foster regiond integration not only by implementing a FTA but by
connecting the markets through cross-border infrastructure projects and by harmonizing rules
and regulations as well as economic policies.

A number of South African firms are becoming transnational and incressngly invest in other
SADC or African countries, either in search for resources and new markets in Africa or
seeking for lower cogts. Neighbouring economies are likely to gain from the capitd, skills and
technology spillovers that come with cross-border FDI flows. Evidence of the postive effects
of such flows on the development of more peripherd economies in a regiond integration area
can be found in other regions such as Mercosur. What is more, as regiond investors are less
likely to be deterred by wrong information about the investment conditions in the region, they
can have an important “pioneering” function: non-African investors might be more eedly
atracted to a country when they find that other foreign companies have dready invested there
(Odenthal, 2001).

However, one mgor problem in Africa in generd and dso in SADC is the negative image and
the lack of vighility and credibility of macroeconomic reforms. In this repect the envisoned
peer review mechanism of NEPAD could help agreat deal to regain investor confidence.

15



References

ACP Heads of State: NADI Declaration, ACP/28/029/02 [Final], July 2002.

Asedu, Elizabeth: On the Deerminants of Foreign Direct Investment to Deveoping
Countries. Is Africa Different?, in: World Development, 30, 2002, pp. 107-119.

Basu, Anupam and Krishna Srinivasan: Foreign Direct Investment in Africa — Some Case
Studies, IMF Working Paper WP/02/61, Washington DC, 2002.

Birdsdl, Nancy and Amar Hamoudi: Commodity Dependence, Trade, and Growth: When
“openness’ is not enough, Center for Global Development, Working Paper No. 7, May
2002.

Callier, Paul and Jen Willem Gunning: Explaning African Economic Performance, in:
Journal of Economic Literature, Vol. XXXVII, March 1999, pp. 64-111.

Collier, Paul and Pattillo, Catherine Invesment and Risk in Africa, in: Cdllier, Paul and

Pattillo, Catherine (eds): Investment and Risk in Africa, St. Martins Press 2000 pp. 3
30.

FISCU: 1999 Southern Africa Economic Summit - Background Documents, Sectoral Profiles,
1999, http://mww.finance.gov.zalf/02/02/summits/durban/default.htm.

Goldgein, Andrea The New Regiondism in Sub-Saharan Africa More than meets the eye?,
OECD Deveopment Centre, Policy Brief No. 20, Paris, 2002.

Hdlener, GK.. Transnationd Corporations and Direct Foreign Invesment, in: Chenery, H.
and Srinivasan, T.N.: Handbook of Development Economics, Val. 11, 1989

Hernandez-Cata, Ernesto: Raisng Growth and Investment in Sub-Saharan Africa What can
be done? IMF Policy Discussion Paper PDP/00/4, Washington, 2000.

Hough, Johan: Strategic Trends and Foreign Direct Invesment in Southern Africa, WEF,
1998.

Kaenga, Paul (2000): Emerging Trends and Patterns of FDI in Southern Africa, DPRU paper
UCT Cape Town.

Kaufmann, Danid, Aat Kraay and Pablo Zoido-Lobaton (2002). "Governance Maitters II:
Updated Indicators for 2000-01". World Bank Policy Research Department Working
Paper.

Kindleberger, C. P.. European integration and the international cooperation, in: Columbia
Journa of World Business, Val. 1, 1966, pp. 65-73.

Mattoo, Aaditya, Rathindran, Randeep and Subramanian, Arvind: Measuring Services Trade
Liberdization and its Impact on Economic Growth: An lllustration, World Bank Policy
Research Working Paper No. 2655, 2001.

MIGA: Foreign Direct Investment Survey, Washington DC, 2002.

Mody, Ashoka and Antu Panini Murshid: Growing Up with Cepital Flows, IMF Working
Paper WP/02/75, Washington DC, 2002.

Muradzikwa, Samson: Foreign Invesment in SADC, DPRU Working Papers No. 02/67,
Development Policy Research Unit, University of Cape Town, 2002.

Odentha, Ludger: FDI in Sub-Saharan Africa, OECD Development Center Technical Paper
No. 173, Paris, 2001.

Robinson, Peter B.. Potentid Gains from Infrastructurd and Natural Resource Investment
Coordination in Africa, in: Teunissen, Jan Joost (ed): Regiondisn and the Globa
Economy — The Case of Africa, The Hague, 1996.

Robson, Peter: The Economics of Internationd Integration, 4. edition, London/New York,
1998.

Rodrik, Dani: The New Globd Economy and Deveoping Countriess Making Openness
Work, Washington, 1999.

16



UNCTAD: World Investment Report 1998: Trends and Determinants, New York and Geneva,
1998.

UNCTAD: World Invesment Report 2001: Promoting Linkages, New York and Geneva,
2001a.

UNCTAD: FDI in Least Developed Countries, New Y ork and Geneva, 2001b.

Worldbank: World Development Indicators, Washington D.C., 1999.

World Economic Forum: Africa Competitiveness Report, Geneva, 1998.

17



