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INVESTMENT FOR DEVELOPMENT (IFD) PROJECT

DRAFT ADVOCACY DOCUMENT FOR SOUTH AFRICA

Prepared by the Institute for Global Dialogue (IGD)

Please do not quote. 

This is a working document for discussion at the 3rd NRG Meeting of 14 March 2003 and could be amended. A final complete document will be circulated following the NRG.

A.
BACKGROUND TO FDI IN SOUTH AFRICA:

1. South Africa’s regulatory regime for foreign direct investment (FDI) has undergone significant transformation and liberalisation since the country’s successful transition to democratic governance in April 1994. This has been in line with the global trend towards greater liberalisation of national FDI regimes and capital flows. South Africa’s policy for attracting FDI has included the following elements:

· The adoption, originally in 1996, of a macro-economic strategy which is conceived within and oriented towards the competitive global economy, with strong emphasis on fiscal discipline, investor confidence, and macro-economic stability (although GEAR did not clearly distinguish between ‘direct’ and ‘portfolio’ capital). According to some (COSATU, for example), fiscal discipline and conservative monetary policy are creating macro-stability at the cost of growth and social expenditure.

· Deregulation of certain sectors and the creation of sector-specific regulators (e.g. telecommunications and electricity).

· Trade liberalisation and the phased reform of capital controls (there are no exchange controls on foreign companies operating in SA).

· Privatisation of state-owned enterprises (SOEs), such as the Airports Company SA, SA Airways, Telkom and others. While IPOs, apart from generating income for the public fiscus, also aim to empower poor South Africans, they are based on the faulty assumption that poor people have savings to invest in securities.

· Strengthening the competition regime and corporate governance.

· The introduction of Private-Public Partnerships, Spatial Development Initiatives and Industrial Development Zones (most recently the Coega IDZ, which includes the new deep water port of Ngqura). There has been a general move away from market distorting demand-side measures towards efficiency enhancing supply-side measures.

· The development of a variety of incentives schemes, including a tax holiday (phased out in 1999 and replaced with a reduction in corporate tax rates from 35 to 30% of profits). SA does not impose performance requirements (apart from the legislated requirements in the areas of training and employment on local and foreign firms), local content requirements, or require new investments to comply with specific criteria. Where foreign and local companies voluntarily opt for an advantage from the state, such as an incentive scheme, performance requirements are imposed.

· Negotiating bilateral investment treaties (BITs) and double taxation agreements with strategic partners and markets as well as free trade agreements with the European Union and SADC, and envisaged free trade agreements with Mercosur, China, India and the United States.

· The establishment of a national investment promotion agency, Trade and Investment SA (TISA), now part of the Department of Trade and Industry (DTI), as well as provincial investment promotion agencies.

· The creation of President Mbeki’s International Investment Council (IIC) and the International Marketing Council (IMC) to promote South Africa’s investment credentials, ‘image’ and ‘brand’ the country, and help create a subjective preference for South Africa among investors.

· The diversification of South Africa’s trade relations, coupled with a continuing expansion of value-added manufactured exports from South Africa (exports are at an average annual growth rate of 5% in real terms during the last five years). The government has been particularly keen to attract export-oriented FDI, in so doing hoping to stimulate innovation and exports in local firms through the technology and skills transfers from and competitive pressures associated with FDI, and to integrate domestic production into global supply chains. 

2. Despite all of these initiatives – and the heavy social costs and job-shedding which have attended privatisation and liberalisation – it is generally agreed that South Africa has performed rather poorly in the ‘global beauty contest’ for foreign capital. FDI has been concentrated in four sectors: energy and oil; motor and components; food and beverages; and hotels, leisure and gaming. While certain sectors have greatly benefited from foreign investment in terms of capital, competitiveness, technology and skills transfers (e.g. SA’s export-oriented automobile and components sector), FDI has also ‘cherry-picked’ certain profitable sectors and had a negative crowding-out effect on some local producers and companies. This is particularly so in the dairy, pharmaceuticals, steel, and electric and electronics sectors; in telecoms, foreign investors were guaranteed a five year monopoly in fixed line services. According to BusinessMap, black empowerment has also been a handy exit tactic for foreign firms disinvesting from SA, selling off their operations to empowerment and management groupings. Foreign companies, in their wait-and-see approach, have also delayed the development of infrastructure (e.g. Durban’s Point waterfront). Also of concern is the scope and extent of foreign ownership of the print media in SA. 

3. There has been little ‘greenfield’ investment into new plants and factories; approximately 60 per cent of FDI into SA takes the form of merger and acquisition transactions, largely as a result of state-leveraged deals and the privatisation of state assets. On the one hand, this points to the highly developed nature of South Africa’s domestic capital markets, similar to those in the West to which TNCs are accustomed; on the other hand, this mode of entry and type of transaction often leads to rationalisation and job losses, and does not generally expand the productive capacity, in terms of changes in the physical stock of capital, of the economy. A focus on annual capital inflows per se may also significantly under-report the extent of FDI in SA, because these inflows on the financial account of the balance of payments do not reflect the extent to which the earnings of foreign subsidiaries are re-invested in the subsidiary. This can be overcome by considering the annual changes in FDI stock in SA.

4.
The bulk of FDI into SA has been natural resource-seeking and market-seeking FDI, as evidenced by the high value concentration in the telecommunications, oil and energy, and food and beverage sectors. Efficiency-seeking investment, where TNCs locate part of their value-added chain abroad to improve the profitability of their overall economic operations, in SA’s export-oriented manufacturing sector has been very low.

4.
Like in all other developing countries, the issue of FDI generates considerable debate in SA. The following are some of the issues and concerns raised:

· FDI is not necessarily superior to domestic investment,  and should not be courted as an alternative to the domestic investment deficit in the SA economy. Domestic investment, particularly by the private sector, is critical for stimulating economic growth, enhancing capital, generating jobs and promoting social development. The private sector however appears to be awaiting its cue from increased government spending on infrastructure before increasing its level of investment in SA.

· It was recently argued that SA’s low inward investment – $2.7 billion in FDI intentions in 2002, higher than its 1994 to 2001 average of $2.5 billion, but still less than other developing countries – was a sign of strength, rather than weakness, of the SA economy. The accepted wisdom that a lack of FDI flows is holding the SA economy back and that rectifying this will be the panacea for its growth problems do not stand up to close scrutiny. In the first instance, SA does not have a technical shortage of capital as widely reported, but rather lacks viable projects. SA’s national savings exceed its national fixed investment, so that there is no savings or resource gap. Second, SA’s domestic capital markets are so well developed that TNCs can raise all their capital requirements for viable projects in SA, rather than bringing in capital from their home countries.
 This however contradicts the expressed intention to use FDI to bring more foreign exchange into the country. Nevertheless, as capital markets integrate globally, projects are financed with a mix of local and FDI capital.

· Another view holds that the low level of domestic investment in the SA economy is not so much due to the argument of an ‘investment strike’, but due to an ‘investment lock-out’.
 Both local and foreign investors are willing but not able to find profitable or viable projects for greenfield investment. This lock-out thesis is premised on the fact that SA is industrially diversified, with generally good provision of infrastructure; capital controls on domestic investors; the entry/exit ease of portfolio investment; the watchful eye of the Competition Commission on M&As; low public spending on infrastructure; regulatory uncertainty; and limited business expertise to expand beyond core business into other sectors. Some would argue that this ‘lock-out’ is doubtful and does not hold for investment in the manufacturing sector (particularly for export purposes).

5.
Although SA’s macro-economic fundamentals are sound, the country is struggling to attract FDI. The following is a sample of the views expressed during the project’s first and second NRG meetings, along with other investor surveys, to account for the low level of FDI inflows in various sectors of the economy, and problems with FDI policy more broadly:

· The size of SA’s consumer market and its purchasing power – as well as the SADC market of 190 million people – is considered too small and indigent to attract FDI, particularly market-seeking FDI.

· SA’s poor economic growth rate (2.2 per cent in 2001 and an estimated 3.2 per cent in 2002). The link between economic growth and FDI in SA is ambiguous. It is argued that FDI, once attracted, will stimulate economic growth as opposed to the obverse scenario where SA actually needs a significant amount of economic growth to attract FDI in the first place.

· The risk factor generally associated with investment in emerging markets also applies to SA. Politically volatile events in the region (culminating with recent events in Zimbabwe from mid-2000) have spawned concerns over property rights, the rule of law and governance in SA. The high price of oil, slackening commodity prices, and growing concerns of a global recession are forcing fund managers to cut their exposure to emerging markets. 

· The high levels of crime in SA and its associated costs.

· A dire shortage of skilled labour, with a large proportion of the labour market said to be ‘unemployable’. SA’s complex immigration policy for skilled persons aggravates this dearth of skilled human capital, although new legislation has been introduced to facilitate the import of foreign skills into SA. it should be noted that long-awaited regulations governing the employment of foreigners in SA have been published and are due to take effect in March. President Mbeki stated two years ago that this was important to attract skills to SA. In terms of the rules, 2% of a foreigner’s taxable remuneration will have to be paid quarterly by companies to the Home Affairs Department to be used for skills development (in effect, a type of levy). Foreigners who intend establishing businesses in SA must comply with several requirements before a business permit will be issued. The investment must: be of at least R2.5 million, have a good business track record, have a wide geographical spread of economic activity, employ 5 South Africans, and have export potential.

· The high user cost of capital, although the long-term trend in interest rates is downward (depending on whether the Reserve Bank’s inflation target of 3-6 per cent can be met).

· The depreciation and volatility of the SA Rand (particularly in late 2001, although it has regained and even improved in value by the end of 2002 and start of 2003). This is said to be a disincentive to greenfield FDI, as it leads to asset devaluations in home currency terms. Investors thus favour M&As and investment in services, rather than in fixed capital.

· Biased perceptions that SA’s labour market is inflexible and over-regulated. The difficulty of laying off workers and uncertainty over employment equity legislation is  said to be a disincentive to investment. There is a whole lack of understanding of the new labour regime due to inadequate training; employers simply want a return to more convenient ‘hire-and-fire’ policies.

· There are a number of hidden costs that are disincentives to foreign investors. These include: transport costs and uncertainty of arrival of goods; congestion and backlogs at ports (particularly Durban; some companies are looking to Walvis Bay or Maputo, although the concessioning of the Durban container terminal might remedy this situation); bureaucratic costs; and labour costs.

· Predictability and uncertainty about the government’s BEE policies and equity targets, as witnessed with last year’s leak of the draft Mining Charter attached to the Minerals Act (which investors read as ‘expropriation’). This led to capital flight and the sell-off of SA resource shares. There is also uncertainty about the requirement that foreign companies should have a BEE partner for government contracts and procurement. Added to this is regulatory uncertainty, particularly in the telecommunications, the electricity and the transport sectors for private participation.
· Foreign investors are reluctant to invest in countries or regions where domestic investors do not. It has been argued that foreigners are delaying investing in SA because local firms are sitting on enormous cash reserves, up to R300 billion. Added to this, it is argued that SA lacks bankable projects.
 The question asked by foreign investors, however, is: if South Africans do not invest in the SA economy, why should we as non-nationals?
· A low return on investment in certain sectors (the motor components industry is certainly a race to the bottom and a highly competitive global industry).

· Published information on DTI incentive schemes is readily available. It is however highly problematic to get hold of the appropriate person who can explain the technicalities of the incentive scheme.

6. Finally, it should be noted that SA is a capital exporting country. Outward FDI is both larger and growing at a faster rate than inward FDI as SA companies internationalise following the confines of apartheid isolation. Inflows of foreign capital are partly offset by outward investments by SA companies expanding their activities in foreign markets, particularly in southern Africa. Most SA investment in the region is of a resource-seeking and market-seeking kind. The share of SA investment in total investment into the 14-member Southern African Development Community (SADC) is significant, amounting to about 47 per cent of all deals made in the region.

B.
THE BENEFITS OF FDI

7. The challenge in SA is to develop a working social accord between government, business and labour that establishes a socially-acceptable and investor-friendly framework for FDI inflows, which augments increased domestic investment by the private and public sectors. In particular, FDI in SA should serve the following purposes:

· A people-centred development agenda that will not place the interests of foreign investors above the interests of South Africans.

· The transfer of knowledge, technology and management skills.

· The integration of SA firms into global production and supply-chains.

· Employment, skills training and development, enabled by employment equity and legislated performance requirements on these matters.

· Black Economic Empowerment (BEE), in terms of ownership – rather than mere control and employment mobility – of the economy. This takes effect through the state procurement process; in the awarding of licenses in deregulated industries; and in obtaining an advantage through the Strategic Industrial Project’s incentive programme (SIP).

· The promotion of small, medium and micro enterprise (SMME) development, whether through joint ventures or the sub-contracting and outsourcing of non-core activities.

· Competition in terms of product choice and pricing to benefit consumers.

· HIV/AIDS awareness and treatment of employees.

· Business against crime.

· Corporate social responsibility programmes and sponsorships in underprivileged rural areas.

· An ongoing commitment to ethical investment (sound labour and environmental practices).
C.
ADVOCACY PROGRAMME AND POLICY RECOMMENDATIONS

Global level

8. In the review of the TRIMs Agreement, developing countries should press for the following:

· Introduce flexibility for developing countries to use local content requirements. Local content requirements can contribute to the development of domestic industry and have been used successfully by the OECD and the newly industrialised economies in the past. The current TRIMs Agreement requires developing countries to phase these out within the time limits for implementation (2000 for Developing and 2002 for Least Developing Countries). These time limits are arbitrary and should be replaced with an indicator of development benchmark. Until countries reach this level, they should be able to introduce or retain local content requirements.

· Flexibility to impose restrictions on balance of payments grounds should be retained.

· The current agreement imposes onerous obligations on governments of the poorer capital-importing countries. These need to be balanced against obligations for developed countries and businesses.

· Regulate the use of investment incentives, or ‘positive TRIMs’. Incentives have the same distorting effects on investment flows as the limits and conditions imposed by negative TRIMs. Limits should be set on the levels of all incentives and a schedule imposed to reduce these further over time. Incentives that are not justified on developmental grounds should be banned under the revised agreement.

· Build a binding code of conduct into the agreement. Existing international agreements should be integrated and expanded into a comprehensive set of treaty provisions. The agreement could include provisions on corruption, accounting and reporting, transfer pricing, technology transfer, information disclosure, environmental and labour standards, dispute settlement, etc.

· Any further liberalisation of investment should only take place after national and international competition regimes are strengthened. TNCs enjoy advantages over domestic firms in developing countries through economies of scale and monopolistic ownership of intellectual property such as brands and proprietary technology. Without competition law, foreign companies may abuse market dominance to the detriment of local firms and consumers, with long-term implications for the development of domestic production capabilities.

· Impose obligations on capital-exporting countries, such as SA, to regulate the behaviour of their TNCs according to their national standards. Some developed countries apply their anti-corruption laws to the activities of firms outside the domestic economy. The same extra-territorial jurisdiction should be applied to corporate standards in other areas.

Regional level: SADC

9. While developing its own investment identity, SA should also support regional efforts to attract FDI and market the SADC. This is important as most FDI into SA is market-seeking, and targets both SA and the southern African region. The SA government should also second appropriate economists, social scientists, and development experts to SADC headquarters in Gaborone to support the work of the new Trade, Industry, Finance and Investment directorate. This should include the negotiation of a regional code on finance and investment that supports development objectives, and sets minimum social and environmental standards for investors. A regional investment framework could lead to greater FDI inflows to SA and its neighbours. Such a code should provide region-wide incentives for large companies to invest in labour training, health and education, given that it is in their interest to have a ‘stable’ workforce, and create employment. Some responsibility also lies with the SA government to create an incentive framework that would reconcile the investment ventures of SA firms with regional development priorities. It could include incentives that would encourage SA firms to source from local suppliers, favour labour-intensive productive enterprises, and encourage infrastructure investment linked to the comparative strengths of a country and regional development needs.

10. The region should seek to obtain technology that is not tied to FDI, such as through South-South exchanges of technology, based on an assessment of development needs. In Africa and SADC, this should be informed by NEPAD.

11. When dealing with FDI, the upward harmonisation to the best practice level in the region should be a systematic approach and support existing labour initiatives such as the Social Charter of Fundamental Workers Rights in Southern Africa which is propagated by the Southern African Trade Union Co-ordinating Council (SATUCC).

12. The governments of the region should identify strategic sectors as ‘no-go’ areas for FDI and target other sectors where FDI might be helpful. Building local industries should be the starting point before looking at SADC and beyond. Most FDI in the region is natural resource-seeking; this fixed locational advantage allows governments much more policy space to negotiate with investors on its terms.

13. The current ‘enclave FDI’ mentality and practice among many governments has to be reversed. There must not be social trade-offs to attract investments and civil society must hold their governments accountable. This would prevent the exploitation of the region’s resources and a ‘race to the bottom’ phenomenon (lowering domestic regulatory standards and ‘incentive inflation’ to try to attract FDI). A case in point was the Ramatex investment in Namibia, which also involved SA and Madagascar as possible FDI hosts.

National level:

14. Domestic investment should be prioritised, particularly as SA’s capital markets can finance the current level of bankable projects. The role of the state in economic development should also be revisited. Investment should be encouraged in labour-intensive production. At the same time, measures should be introduced to encourage Pension and Provident Funds to invest locally in productive activities. The government’s policy of a phased relaxation of exchange controls should be maintained to protect the SA economy from capital flight and speculative capital flows. It could be required that capital invested may only be transferred one year after it has entered SA, unless legislation provides for more favourable treatment. Specific taxes to reduce the attraction of speculative investment relative to productive investment could also be considered through a system of incentives and disincentives.

15. There is a need to define what kind of FDI SA needs for its development, and FDI should be channelled accordingly. This will involve ‘unbundling’ FDI to obtain valued skills, technology transfer, and industry competitiveness by slotting SA companies into global production chains. Certain sectors, such as the SA corporate tourist market, are saturated, which partly explains this industry’s move into the region. The identification of niche opportunities in SA, particularly clusters of industries, is likely to result in greater attraction of FDI than broad-based approaches. At the same time, SA should maintain the right to determine economic fields and areas of activity where activities of foreign investors shall be excluded or restricted. FDI should thus feed into a national industrial strategy.

What kinds of FDI does SA need? How should this be encouraged, particularly as there is a strong FDI-privatisation link in SA?   

16. With this goes a premium on enhanced marketing of SA and developing a subjective preference among investors for SA, particularly for the sectors in which SA needs FDI. In doing so, the government should develop lucid policy guidelines and regulations, particularly clarity on the meaning of BEE. The government’s envisaged Global Transformation Charter should set and communicate clear and achievable equity targets for empowerment.

17. Because FDI follows trade (e.g. German FDI in SA’s automobile industry), there is a need to expand and diversify SA’s trading networks. Free trade agreements are envisaged between SACU and the US, and between SA and India, China, and Mercosur. How will FTA’s affect the level of FDI inflows into SA?
18. Local content requirements should be applied in terms of labour, sourcing and suppliers to develop linkages in the economy and a domestic industrial sector, particularly with SMMEs. 

19. An incentive system should be set in place which rewards foreign investors who:

· transfer new technology;

· set up new factories and create new jobs (greenfield investment);

· invest in local training or R&D (in the context of a wider strategy, such as the NQF, to upgrade national capabilities);

· employ South Africans in management positions;

· export from the economy;

· form joint ventures with local companies, particularly BEE companies.

What form should these incentives take?

20.
A policy should be developed which regulates transfer pricing in intra-firm trade and creates accountability and transparency. Significantly, none of SA’s BITs include any special clauses on transfer pricing, either requiring MNCs to disclose their transfer pricing practices, or committing developed country contracting parties to giving SA technical assistance in dealing with transfer pricing by foreign investors.

21.
SA should not compromise on environmental or labour standards to satisfy pressures for an enhanced and facilitatory environment, particularly in IDZs. Rather, government should focus on the microeconomics of investment instead and supply-side factors.


Should SA screen potential investments and projects before entry, and introduce a compulsory code of conduct for MNCs wishing to invest in SA?

22.
There is a need to strengthen advocacy work and monitoring by civil society and consumer movements of the practices and activities of MNCs in SA. Much work needs to be done in improving and developing the capacities of independent consumer-oriented organisations. 

23.
The reference group meetings recommended a focused research agenda based on the gaps identified in research and studies around investment in South and southern Africa.  This would include a study on the impact of large investment projects such as the Mozal aluminium smelter and its industrial free zone on the local and regional economy and societies.  In similar vein, the impact of SA capital on economies and societies in the region needs to be investigated. It would be useful to It would be very useful to get an analysis of a region with similar problems to southern Africa, but which has been very successful in attracting FDI (e.g. Eastern Europe). This comparative paper should determine what this region has been able to do better compared to SA to attract FDI. Eastern European countries are performing extremely well despite the fact that they were command economies and had little international contact. It would be useful to compare the structure of FDI in developed, emerging and developing countries. The link between technology transfer and development in South Africa, and the effects of the TRIPs Agreement on technology transfer in South and southern Africa also need to be examined. The use of incentives to direct investment is prevalent in all southern African countries, but the EU and other countries are increasingly questioning and opposing this approach, and some evidence points to the fact that these incentives do not in fact attract more investments.  The relationship between incentives and the quality and type of investment flows into southern Africa therefore needs to be examined, especially if southern African governments are arguing to maintain the use of such incentives. Concerning an investment agreement in southern Africa, a comparative study of investment frameworks in similar developing country groupings such as Asean or Mercosur would be useful.  Finally, many focus group participants expressed the need for studies that look at alternative means to FDI of generating capital formation, developing innovative technological capacity and creating employment.  

A useful way in which to identify who should undertake the research is by doing a quick ‘research audit’ of institutions in South and even southern Africa to avoid duplication and make use of existing strengths of individuals and organisations.

24. There is also a need for organisations and institutions in all southern African countries that have an interest in or are presently working on investment issues to start sharing their research information and activities, not only to influence regional and national policy agendas, but also to build an alternative body of knowledge around investment issues. This can be done through the Internet (e-mail groups, dedicated website space donated by an organisation) and focused regional workshops.

Is it too premature to lobby regional policy makers on the content of a regional finance and investment protocol?
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