MOBILISING PRIVATE INVESTMENT FOR DEVELOPMENT

Part 1

Mobilising Private Investment for Development:
Policy Lessons on the Role of ODA

Abstract: Without major and sustained efforts to promote more and better investment (both domestic
and foreign) in developing countries, meeting the Millennium Development Goals will be even more
difficult than presently envisaged. Bilateral and multilateral donors already spend a significant share of
their aid on activities that contribute to mobilising private investment - 26% of all foreign assistance,
according to one analysis of mostly OECD/DAC data. Their activities include initiatives at the
macroeconomic level (e.g. inflation and fiscal sustainability), the enabling environment level (e.g.
relevant legislation, governance and infrastructure) and the enterprise level (e.g. investment and trade
promotion and facilitation). To improve the effectiveness of these efforts, donors' interventions could
be better co-ordinated, more strategic and guided by more systematic learning of lessons on what
works best in terms of mobilising investment, what doesn't work and why.
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Introduction

This report on the role of official development assistance (ODA) in mobilising private investment
for development is a component part of the broader OECD Initiative on Investment for Development,'
which was launched following the OECD Ministerial Council Meeting in 2003. The report is a joint
product of the Development Assistance Committee (DAC) and the Investment Committee.

The first section contains the Policy Lessons on the role of ODA in mobilising private investment
for development that were approved by the two committees at a joint meeting on 6 April 2005. These
were subsequently presented as background documentation for the OECD Ministerial Council
Meeting on 3-4 May 2005, as part of the broader progress report on the OECD Initiative on
Investment for Development.

The second section of this report draws on the evidence assembled in a series of background
papers prepared for this project. Chapter 1 discusses the importance of private investment for
development. Chapter 2 provides an overview of the range of activities undertaken by DAC members
that promote investment in developing countries. Emerging findings on using ODA better to mobilise
investment are presented in Chapter 3.

Annex A provides mainly statistical information on trends in aid and private investment for
development.

In the next phase of this project, to be completed in time for the DAC High-Level Meeting and
the OECD Ministerial Council Meeting in 2006, further consultation and dialogue with relevant
stakeholders is proposed to verify the Policy Lessons and to derive from them more concrete and
pragmatic policy guidance for donors on how to use ODA more effectively to mobilise investment for
development.

l. The OECD Initiative on Investment for Development comprises three inter-related components. The
other two components are: i) development of a Policy Framework for Investment; and ii) building
policy capacity based on OECD peer learning methods.
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MOBILISING PRIVATE INVESTMENT FOR DEVELOPMENT:
POLICY LESSONS?

At the United Nations Millennium Summit, the world’s leaders vowed to ‘spare no
effort to free [their] fellow men, women and children from the abject and
dehumanising conditions of extreme poverty to which more than a billion of them
are currently subjected’. Five years on, and with only ten years to go until 2015, it
is apparent on current trends that the Millennium Development Goals (MDGs) may
not be achieved in many developing countries, especially in Africa. Decisive action
and more sustained and strategic approaches are consequently required, by
developing countries and development agencies, and can legitimately be expected.

As the Monterrey Consensus emphasised, mobilising domestic resources, attracting
international capital flows and promoting international trade are critical for
generating the higher, more sustainable and more inclusive economic growth
patterns needed to meet the MDGs. Sub-Saharan Africa needs to sustain an annual
economic growth rate of more than 7% over the next ten years - more than double
its recent performance - if it is to reach the first MDG of halving the proportion of
people living on less than a dollar a day. A critical role for official development
assistance (ODA) is thus to support such growth patterns by catalysing domestic
resource mobilisation, promoting foreign direct investment (FDI) and increasing
the contribution of trade to development and poverty reduction.

By supporting developing countries’ own efforts to provide an attractive
environment for private investment, ODA can play an important catalytic role and
help leverage additional private financing for development. This is particularly
important at a time when ODA has reached its highest level ever, and further
increases are expected, but when progress towards the MDGs is too slow. A more
concerted effort by development agencies to help partner countries mobilise
domestic and foreign investment will not only allow donors to achieve more
development with their ODA, it is one of the most direct and substantial means of
delivering a sustainable reduction in poverty and achievement of the MDGs. Care
must be taken to ensure that donors do not find themselves subsidising or
redirecting investment that would have happened anyway, or creating an uneven

playing field.

In response to the Monterrey Consensus’ emphasis on the importance of mobilising private
investment for development to enhance growth and reduce poverty, the Development Assistance
Committee (DAC) and the Investment Committee have been carrying out a joint project on
ODA/investment synergies. The work forms part of a broader OECD Initiative on Investment for
Development, launched in Johannesburg in November 2003 and designed as a contribution to
implementing the Monterrey Consensus and achieving the MDGs. This project is timely, as many

2. These Policy Lessons were presented as background documentation for the OECD Ministerial Council
Meeting on 3-4 May 2005.
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developing countries and development agencies are intensifying efforts to reduce poverty by
mobilising more and better investment.

Today, everyone accepts that jobs and self employment constitute an important pathway out of
poverty. As the private sector is the main source of employment, vigorous and sustained economic
growth, fuelled by investment and entrepreneurship, is needed to provide jobs and incomes for the
poor. This will also help generate the revenues that governments need to expand access to the health,
education and infrastructure services that will increase productivity and lead to more rapid economic
growth that involves and benefits the poor. The logic of spending ODA to mobilise investment is that
it can facilitate this process by correcting market failures and tackling structural impediments. The
challenge for ODA is to stimulate genuinely additional investment.

Collectively, development agencies already spend a significant share of their aid on activities that
contribute to mobilising more and better private investment — 26% of all foreign assistance, according
to one analysis of mostly OECD/DAC data. Their activities include initiatives at the macroeconomic
level (e.g. inflation and fiscal sustainability), the enabling environment level (e.g. relevant legislation,
governance and infrastructure) and at the enterprise level (e.g. investment and trade promotion and
facilitation and capacity development for policy making and implementation). It is not clear, however,
that these various activities are sufficiently strategic in their overall effect. To improve the impact and
effectiveness of this ODA, more focus, strategic targeting and co-ordination is needed behind a clearer
objective to achieve the MDGs by increasing the quantity and buttressing the development benefits of
investment.

To guide future interventions and help focus attention on areas with the greatest impact on
mobilising more and sustainable investment in poor countries, more detailed assessment is required of
what works best in terms of using ODA to mobilise investment, what doesn’t work and why. While
DAC members do evaluate specific aspects of their support for private sector and infrastructure
development, very few assessments of the overall effect of these activities on mobilising investment
have been conducted. Joint assessments at a more aggregate and programme level could gauge how
the individual and collective actions of donors are impacting on critical factors for mobilising
investment.

Drawing on the evidence reviewed by the two Committees, some preliminary policy lessons
emerge on the role of ODA in mobilising private investment for development:

a) Build on partner countries’ own development objectives. The starting point for donors’
interventions is to support partner countries’ own plans for providing a healthy investment
environment. These should be incorporated into a Poverty Reduction Strategy (PRS) or a
similar national development plan. Where available, diagnoses of the investment climate
should inform the preparation of development plans. This approach provides a framework for
more co-ordinated and comprehensive support by the donor community.

b) Address impediments to private investment. The private sector needs a policy and institutional
environment that allows it to thrive, thus major obstacles to the growth of and investment by
private businesses need to be identified and addressed. In many developing countries,
perceived risks to doing business are too high, basic services such as infrastructure are
deficient, government regulations are applied unpredictably, the costs and complexities of
starting and doing business are often excessive and corruption can be widespread. There is a
need for greater efforts to consult with other stakeholders, including the private sector —
domestic enterprises as well as foreign entrants — for their assessment of where governments
and donors can best help. Development agencies can support processes instigated by
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developing countries to address binding constraints that impede growth and promote reforms,
including at the sectoral level. Internationally agreed good practice can serve as a point of
reference for such analyses and for benchmarking progress. Depending on the specific
situation in each developing country, donors could take a more strategic and focused
approach to their interventions, prioritising activities in such areas as:

i.  Legal systems. The development of legislation for company incorporation, contracts
and other areas related to economic activities provides the backbone for private sector
activity in the formal economy and needs to be backed up by strong implementation
mechanisms and judicial recourse. For example, ineffective or unpredictable dispute
settlement mechanisms are often cited as hindering investment in developing
countries. Nevertheless, few donors appear active in this area which merits greater
attention in order to help mobilise investment.

ii.  Regulatory reforms. These have a cross-cutting impact and a catalytic effect on
improving the enabling environment but require expertise in a range of specific
subjects including taxation, competition policies and investment policy transparency
and openness. These are areas where many DAC members have not been active, yet
they are critical for facilitating the task of doing business. To enhance their capacities
to promote reforms in these domains, development agencies can facilitate the
“South-South” transfer of knowledge and experience by officials from other
developing countries who have already implemented reforms or mobilise contributions
from experts in other government agencies at home. As such interventions need to be
sensitive to the local institutional and cultural context, “South-South” approaches are
often more effective and sustainable than heavy reliance on experts from donor
countries.

iii.  Institutional change. Reform is possible only where governments see the need for
change and take measures to improve their capacity to mobilise investment and
stimulate economic growth. The ability of reforms to deliver desired outcomes
depends critically on the ability of institutions to “own” and implement reform
processes and their sustainability hinges on broad stakeholder support. Development
agencies can help support these processes by stimulating debate around reform issues;
they can also facilitate dialogue with private sector organisations, civil society and
even the local media in these processes. The sequencing of reforms is also crucial and
needs to take account of both feasibility and urgency of reform.

iv.  Human and institutional capacity. Developing capacity lies at the heart of efforts to
deliver more favourable conditions for private investment. Firms require people with
well developed professional, entrepreneurial and vocational skills. It is similarly
important to build up human capacity in key government institutions, including
agencies responsible for promoting domestic and foreign investment. Development
agencies should address the complexity and difficulty of the capacity development
agenda in their dialogue with partner countries on strengthening human and
institutional capacity.

v.  Infrastructure. In many developing countries, the poor state of economic infrastructure
(notably transport, telecommunications, energy and water) is a critical constraint on
the scope for productive investment. There is significant underinvestment in
infrastructure because providers are often discouraged by weaknesses in the enabling
environment. Actions to address these can consequently have a large impact if they
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d)

help to create a virtuous circle of improvements in the enabling environment leading to
new infrastructure investments. There is renewed interest by partner countries and the
donor community to tackle infrastructure needs, including at regional levels. Donors
are working to avoid problems encountered in the past by working within the context
of sector strategies and medium-term expenditure frameworks, by involving
stakeholders in planning and decision-making, by focusing attention on maintenance
and service delivery to users, by making adequate provision for financing recurrent
costs and by targeting support to those areas where there are major bottlenecks to
growth and investment.

vi.  Financial markets. In many developing countries, creating a more favourable
environment for domestic savings is necessary to mobilise capital for productive
investment (and also to help reduce the vulnerability of poor people to negative
shocks). Difficulties encountered in this area include structural problems, institutional
shortcomings and discretionary policies. ODA can be used to help develop financial
sector regulation and supervision, in both the bank and non-bank sectors, as well as to
help integrate microfinance institutions into the mainstream financial system.

Combine ODA and private investment in a sustainable manner. In general, the use of
concessional funds to mobilise private investment has to be carefully considered, inter alia
with a view to not damaging local capital markets or undermining market-determined private
flows. Among the various approaches, there is an interest in how to develop ODA-backed
public-private partnerships (PPPs) that can encourage investment, not least in the
infrastructure sector. PPPs hold much promise as a means of bringing together public and
private - as well as local and international - resources and expertise, but much is required
from all involved to move from expectation to reality. To avoid some of the pitfalls that have
been encountered to date, more attention is needed at the time contracts are negotiated, to
ensure that PPPs maintain an appropriate balance between political and commercial risks and
do not depend on commitments that the public partner cannot meet. Development agencies
can assist in exploring responses such as promoting sector and public service delivery
reforms, channelling support through partner country systems, output-based aid and
mitigating non-commercial risks. In addition, other challenges to deal with include the
pricing of basic services, affordability issues and financing maintenance and operating costs.
The latter raises issues regarding the design and duration of subsidies.

Promote supply-side responsiveness. Improving the enabling environment is essential but, in
itself, not sufficient. To maximise the quantity as well as the development impact of private
investment, complementary supply-side measures are also required to strengthen the capacity
of local firms to take up the opportunities that arise from an improved investment climate and
greater international linkages. ODA can support strategies to encourage entrepreneurship,
support business development services and services that expand access to knowledge and
technological innovation. ODA can also be used to promote greater access to financial
services and increase the capacity of local firms to partner directly with foreign corporate
presence. The latter is particularly important for increasing the development impact of FDI
but again, much has still to be done to scale up the many good examples that do exist to
maximise the synergy between local and foreign enterprises.

Reduce disincentives to formality. Much private sector activity in developing countries takes
place in the informal economy. There is a need to understand better the disincentives to
formality, and to understand how risk and vulnerability can result in suboptimal strategies for
informal enterprises, so as not to impede movement over time to the formal economy. This is
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an important issue for donors to address in their dialogue with partner countries on promoting
growth and increasing employment, especially in the formal sector. There are also
supply-side implications, as it is easier for local firms in the formal economy to forge
linkages with and reap the benefits from international integration.

To mobilise private investment for development, most of what needs to be done is the
responsibility of developing country governments and investors themselves. ODA can help by
facilitating these processes. But, as a scarce resource, aid should be used where it is most likely to
make a difference. ODA clearly has a contribution to make to improving the enabling environment for
more and better investment. This includes helping partner countries implement commonly accepted
good standards for investment policies and conditions, and facilitating adequate supply-side responses.
To mobilise private investment, the evidence suggests that ODA programmes should take account of
the following considerations:

o To be effective, interventions must build on strong local ownership and commitment. ODA
support works better when conditioned on broad-based domestic support, including a
willingness to undertake and implement necessary reforms. ODA can be instrumental in
building a community for such undertakings.

e To maximise the contribution of investment, interventions need to address binding
constraints, including in the provision of infrastructure. A thorough assessment is needed to
identify key obstacles and to prioritise resources to overcome them.

e Aid efficiency is a prime concern. It is important to use partner countries’ own planning,
procurement and financial systems for the delivery of ODA, conditioned on their efficiency
and integrity. A more strategic and co-ordinated approach by development agencies will also
improve the collective impact of ODA programmes.

In the next phase of this project, further consultation and dialogue with relevant stakeholders is
proposed to verify these policy lessons and to derive from them more concrete and pragmatic policy
guidance for donors on how to use ODA more effectively to mobilise investment for development.
That work should seek to identify lessons of experience based on donors’ project and programme
evaluations as well as draw on the policy guidance for donors on growth and poverty reduction
currently being developed by the DAC’s Network on Poverty Reduction (Povnet). It is intended,
subject to meeting resource needs, to present this guidance to the DAC High-Level Meeting and the
OECD Ministerial Council Meeting in 2006.
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MOBILISING PRIVATE INVESTMENT FOR DEVELOPMENT: THE ROLE OF ODA

Chapter 1

The Importance of Mobilising Private Investment for Development

Progress in reducing poverty has been too slow in many developing countries. With just a decade
left to 2015, it will be a challenge to reach the goals contained in the United Nations Millennium
Declaration, especially in sub-Saharan Africa. More rapid economic growth will be required to
achieve the first goal of halving the proportion of people living on less than one United States
dollar (USD) a day; sub-Saharan Africa, for example, needs to sustain an annual economic growth rate
of more than 7% over the next ten years, more than double its recent performance. A better economic
performance will also make achievement of the six social and environmental MDGs more sustainable.
In most developing countries, accelerating growth will require greater involvement of poor men and
women in the process — as consumers, workers and entrepreneurs — and an increase in their productive
capacity through expanded access to education, health and infrastructure services.

The private sector is the main engine of growth in market economies. It thrives and delivers
sustained growth when a number of factors combine to produce a conducive environment for the
private sector to develop. Private investment is a crucial pre-requisite for economic growth because it
allows entrepreneurs to set economic activity in motion by bringing resources together to produce
goods and services. Rapid and sustained growth is facilitated by a virtuous circle whereby
entrepreneurship and investment lead to higher productivity, making it possible to invest larger sums
in the future. In the course of this process, jobs are created and new technologies are introduced,
especially through international trade and investment linkages. Competitive and well-functioning
markets are crucial because they promote and reward innovation and diversification, foster firm entry
and exit and help to ensure a level playing field for all private sector actors. They also have an
important role in making the growth process more socially and geographically inclusive, which
expands the opportunities for poor people to participate in and benefit from growth. Successful
mobilisation of private investment is thus increasingly important for creating employment, raising
growth rates and reducing poverty. Not only the expansion of private production capacity matters for
economic growth; the productivity gains that result from capital deepening and modernisation are
important as well.

Paving the way for more private investment

Investors, from micro-entrepreneurs to multinational companies, make their investment decisions
based on the risk-adjusted returns they foresee. This is important in the development context because,
as indicated by a number of empirical studies, the returns per se from investing in developing
countries (including, notably, least-developed countries) tend to be higher than elsewhere. In the
course of an economic growth process, the rates of return will eventually come down, but presently
one of the greatest challenges in developing countries is reducing the risks, real and especially
perceived, facing private investors. In a high-risk environment, economic activities are normally
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confined to a few sectors (not least the resource-intensive ones) and regions. The pattern of economic
growth can consequently result in large segments of the population being bypassed, including the
poor.

Sources and perceptions of risk differ between local and foreign companies, between large and
small firms, between private and state-owned enterprises and between those operating in the formal
and the informal economies. As a result, actions to diminish risks have a variable impact on
investment decisions, depending on the specific circumstances of the business concerned. At the same
time, a number of risk factors and related weaknesses in the enabling environment discourage business
activity generally, including discrimination, corruption, weak rule of law, high transactions costs, a
heavy regulatory burden, lack of transparency and administrative inefficiency.

Domestic resources are the main source of funds for private investment in developing countries,
and will remain so. However, in developing countries much domestic business takes place in the
informal economy,’ which tends to exacerbate many of the risk factors mentioned above, and the
companies found there may not always be the best suited to compete in an increasingly globalised
economy. Moreover, many developing countries face constraints on their access to external finance or
domestic financing limitations due to weak credit intermediation. In this situation, foreign assistance,
FDI and remittances can serve as important complementary or supplementary sources of capital. With
the emergence of different investor groups, care must be taken to maintain a level playing field to
ensure that no group is unduly disadvantaged.

To encourage more private investment, developing countries need to pursue strategies that
alleviate binding constraints on growth, in the right sequence and in the right manner. Institutional
reforms have a key role in sustainably mobilising additional private investment for development, as
highlighted in Box 1. Through their ODA programmes, development agencies can help to leverage
this additional financing for development by supporting developing countries in their efforts to
implement such reforms. While the Monterrey Consensus stressed that “a substantial increase in ODA
and other resources will be required if developing countries are to achieve the internationally agreed
development goals and objectives” including the MDGs, it also recognised that “ODA can be critical
for improving the environment for private sector activity and can thus pave the way for robust growth”
(United Nations, 2002).

The development benefits of FDI

The Monterrey Consensus identified private international capital flows, including foreign direct
investment, as “vital complements to national and international development efforts” and emphasised
the need “to create the necessary domestic and international conditions to facilitate direct investment
flows”. FDI has proved to be a resilient source of private international capital flows. However, many
developing countries, especially the least-developed countries, have yet to benefit from sizeable FDI
inflows. Nevertheless, FDI can constitute a significant proportion of overall capital formation and
developing countries offer considerable opportunities for additional investment. (See Annex A for
further information on trends in aid and private investment for development.)

3. In Africa, as much as 78% of non-agricultural employment is estimated to be informal and the rates in
many south Asian and Latin American countries are not much lower.
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Box 1. The role of institutions in mobilising investment

All societies rely on institutions to implement and enforce the “rules of the game” which ideally ensure that
markets function efficiently and allow stable, secure and fair transactions for all private sector actors. The whole
set of rules and organisational structures associated with the creation of opportunities for private sector
development is consequently extremely important. However, in many developing countries, market imperfections
exist that tend to be detrimental to poor people's economic and social opportunities. Country-specific institutional
and policy reforms are at the core of donors’ and developing countries’ efforts to mobilise investment and to
maximise its development impact:

e Institutions influence market outcomes — job opportunities and wage levels, returns on goods sold and
accessibility and affordability of goods and services - because they determine the formal and informal
rules governing market exchanges as well as the governance exercised over those rules. Institutional
changes and policies can lower certain risks and costs of doing business, removing obstacles to
investment and potentially leading to more rapid and more pro-poor patterns of economic growth.

. By reducing the time and costs associated with doing business in the formal economy, institutional
changes and policies affecting entrepreneurship and investment can help reduce informality. As well as
evading taxes, firms and entrepreneurs operating informally face a more risky business environment
and lack access to short-term finance and most kinds of risk capital.

e  Appropriate institutions and infrastructure can help developing countries integrate into regional and
global markets. Better international linkages, through trade and FDI, can lead to rapid economic
growth. Providing there are sufficient incentives for business, greater integration allows the economy to
focus resources on sectors of competitive advantage and stimulates productivity by enabling private
sector actors to access larger and rapidly growing markets.

e  Appropriate institutions can foster sustainable development by helping to ensure that private sector
actors take account of social and environmental impacts while maximising wealth creation.

A recent World Bank Group evaluation found that its strategies for improving the investment climate have
suffered from a lack of knowledge about what types of institutional arrangements will work in different
environments, and about the dynamic process of change that is needed to carry out reforms. As the feasibility of
reforms depends on the political economy of the reform process, and their sustainability hinges on broad
stakeholder support, it is important to assess the capacity and incentives facing public sector organisations
implementing reforms and to be aware of the likely winners and losers. (World Bank Group, 2004) Current work in
the DAC Network on Governance (Govnet) to prepare a Good Practice Paper on Capacity Development will help
to address this need for clearer guidance on how to approach institutional reforms. The Govnet is also developing
tools (through Drivers of Change and Power analysis) which will help donors set realistic expectations for the
sequencing of institutional change and how to assess different entry points to support change.

The case for encouraging FDI rests on the conviction that it offers developmental benefits that
other sources of finance can not (see Box 2). In addition, FDI can create linkages that increase local
value creation and result in substantial indirect employment creation in local companies that supply
inputs to multinational enterprises (MNEs), either directly or through sub-contracting for other local
companies. In many cases, the local supply companies are farmers, particularly outgrowers, or small
and medium-sized enterprises.

Among the main determinants of a country’s ability to attract FDI, a number of factors have been
identified, many of which can be improved through appropriate ODA-backed interventions. The
determinants include: i) market size and growth prospects; ii) regulatory and policy frameworks;
iii) natural and human resource endowments; iv) physical, financial and technological infrastructure;
and v) openness to international trade and access to international markets.*

4. For empirical evidence of the importance of these factors in a large selection of developing and
transition countries, see OECD (2004a), a paper prepared specifically for this project.
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Box 2. Development advantages of FDI

An OECD survey of the experiences with direct investment for development has documented the following
advantages of FDI:

®  [nternational integration. Inward direct investment contributes to a country’s further integration into the
global economy by boosting foreign trade flows. By gaining access to MNEs’ international networks of
related enterprises, developing countries become better equipped to benefit from their comparative
advantages.

e Direct impact on economic efficiency. The entry of large, well-financed and/or managerially
sophisticated enterprises into a developing country can have important effects on economic efficiency
— especially if large segments of the commercial sector were previously shielded. Two of the main
channels are:

— Enterprise restructuring. When an existing enterprise is acquired —for instance through
privatisation — a direct impact usually occurs as a result of the acquiring MNEs’ efforts to raise
productivity, reduce costs, introduce new management methods and develop new activities. In
addition, efficiency gains may occur in unrelated enterprises, inter alia through demonstration
effects and competition.

— Competition. The entry of foreign enterprises often acts as a spur to domestic competition, thereby
leading to higher productivity, lower prices and a more efficient resource allocation. However, this
needs to be balanced against the risk that the entry of MNEs could raise the levels of
concentration in an economy to the point of imperilling competition.

o  Spillovers and externalities. The presence of foreign-owned enterprises can have important effects on
previously unrelated parts of the economy. Two of the main channels are:

— Technology transfers. The spread of new technologies as one of the most important channels
through which foreign corporate presence can produce positive externalities. The evidence of
spillovers is strongest and most consistent in the case of “vertical backward linkages” — i.e. MNESs’
interactions with domestic suppliers and subcontractors. Foreign-owned enterprises often put great
effort into providing technical assistance, training and other information to raise the quality of
suppliers’ products.

— Human capital. MNEs in developing countries are consistently found to provide more training to
their staff than comparable domestic enterprises. However, as they also enjoy a comparably high
degree of staff loyalty, the spillovers through migration of labour are limited. One of the main
sources of human capital spillovers is probably the entrepreneurship of individuals previously
employed as specialist staff by MNEs.

An important indirect benefit of FDI in developing countries is its effect on public governance. International
investment is guided by formal and informal rules, ranging from customary law, to the obligations laid down in
investment agreements, to commonly agreed best practices. The values that are thus promoted — including non
discrimination, transparency and due process — cannot be taken for granted in all countries. By promoting them on
a trans national basis, sound FDI policy contributes to creating a better business environment for domestic
enterprises as well.

Source: OECD (2002), Foreign Direct Investment for Development: Maximising Benefits, Minimising Costs, OECD, Paris.
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Chapter 2

How ODA Can Mobilise Private Investment

In 2003, net ODA from DAC member countries reached USD 69 billion, its highest level ever (in
nominal and real terms). This corresponded to 0.25% of DAC member countries’ combined gross
national income (GNI).” If commitments by donors are delivered, including those made in 2002 at the
Monterrey conference, by 2006 net ODA should reach USD 88 billion (at 2003 prices and exchange
rates), or 0.30% of GNI° (see Annex A for further information on trends in ODA). This expected
additional ODA is welcome but will still not be enough to help achieve the MDGs; a report released
recently by the UN Millennium Project suggested that ODA levels need to rise to 0.44% of GNI in
2006 and 0.54% of GNI by 2015, if the goals are to be achieved (UN Millennium Project, 2005).
There is consequently an urgent need, as identified in the Monterrey Consensus, to mobilise other
resources, including by intensifying “... efforts to ... [p]Jromote the use of ODA to leverage additional
financing for development, such as foreign investment, trade and domestic resources.”

Donors already spend a significant share of their aid on activities that contribute to mobilising
private investment for development. According to an analysis of mostly OECD/DAC data prepared for
the World Bank, bilateral and multilateral donors spent an average of USD 21 billion a year between
1998 and 2002 improving the investment climate in developing and transition countries, about 26% of
all foreign assistance.” The bulk of this went to infrastructure development and was mostly provided as
loans. Not all of it was formally motivated by a need to bolster private investment, but all of it
contributed to enhancing the enabling environment for investment. In addition, donors spent an
average of USD 3 billion a year on firm-level assistance, principally support for microfinance and
business development services (Migliorisi and Galmarini, 2004).

Development agencies’ actions impact on key determinants for mobilising private investment
through a considerable array of activities at the “macro”, “meso” and “micro” levels. In each of these
domains, a wide range of aid instruments is used, including grants, concessional and non-concessional
loans, equity stakes, guarantees, debt relief and technical co-operation. Developing human and

institutional capacity in partner countries is always a central concern.®

5. In addition to ODA, DAC member countries provided USD 7.1 billion in net “official aid” (OA) to
transition countries in 2003. Net “other official flows” (OOF) were negative in 2003 (USD -
1.1 billion) due to substantial offsetting entries for the cancellation of mainly export credit debt. OOF
consists mainly of development lending that is not concessional enough to qualify for recording as
ODA or OA (because the grant element is less than 25%) and trade-related transactions (e.g. export

credits).

6. Preliminary estimates show that net ODA from DAC member countries increased further in 2004 to
reach USD 79 billion (USD 72 billion at 2003 prices and exchange rates). This corresponded to 0.25%
of GNL

7. World Bank’s analysis included ODA, “official aid” to transition countries and “other official flows”.

8. For further information on how ODA can mobilise private investment, see: OECD (2004b), a paper

prepared specifically for this project.
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At the “macro” level, macroeconomic stability and debt sustainability are fundamental for
promoting economic growth and, in that sense, act as a pre-condition. International financial
institutions in particular are working with developing countries in these domains. Similarly, efforts in
a variety of areas where DAC members are more substantially engaged (e.g. peace and security,
market access and health and education) are of broad relevance for development and their impact goes
well beyond that of mobilising investment. While acknowledging the critical contribution of ODA in
these areas for underpinning investment, these broader aspects of development co-operation are not
addressed in further detail in this project.

The importance of the "meso" level enabling environment for mobilising investment has long
been understood and donors, both bilateral and multilateral, are involved in making the enabling
environment more supportive of efforts by the private sector to set economic activities in motion.
Working with the relevant policy communities, development agencies are active in a wide range of
areas at this level including the regulatory framework (e.g. investment legislation, competition
policies, tax policies, trade policies and financial markets), governance and infrastructure. Activities in
these areas are discussed further below.

Improvements to the enabling environment help to mobilise investment but, in themselves, are
not enough to maximise the investment potential in developing countries. One challenge that has
received a lot of recent attention is encouraging direct and indirect linkages between large
international investors and small domestic enterprises. For this reason, development agencies also
work at the "micro" level, to strengthen the ability of enterprises in developing countries to respond to
the lowered trade barriers and new opportunities arising from a better enabling environment and
greater international integration. Several activities at this level are discussed further below, including
investment promotion and facilitation, promotion of business partnerships between firms in
industrialised and developing countries and support for the development of local businesses.

Although public financing will remain important for new physical infrastructure investments in
many developing countries, especially for roads and water and sanitation, the scope for private
participation remains substantial. But, this can be problematic because investing in infrastructure
projects in many parts of the world is not financially viable from a private sector perspective. Even
where profitability could in principle be obtained, private operators often hesitate in view of the
significant commercial and political risks involved. In this setting, and as discussed further below,
there is growing attention to expanding the use of PPPs in utilities, using ODA to enhance the quality
of projects, reduce some risks and raise profitability.

Improving the enabling environment

Reforming institutions and changing policies are complex processes and need to be approached
sensitively. The experience of the last 15 years has shown that the impact of reforms is heavily
dependent on circumstances and specific country contexts. Reforms consequently need to be
tailor-made, based on rigorous economic and social analysis that recognises a country's institutional
characteristics. For changes to succeed, analyses of who stands to win and lose and what their specific
interests are can help reveal how vested interests may be overcome. Resistance can be contained
through evidence-based dialogue, piloting reforms and compensating losers. OECD Members and
non-member partners have agreed to work on the development of a Policy Framework for Investment
as a checklist of issues in support of government efforts to create an attractive investment
environment. The Framework could “... serve as a reference point for other international
organisations, investment promotion agencies, donors as they assist developing country partners in
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improving the investment climate, and businesses, trade unions and non-governmental organisations in
their dialogue with governments”.’

Legal and regulatory framework

The development of legal systems for company incorporation, contracts and other areas related to
economic activities provides the backbone for private sector activity in the formal economy. In
addition, systems in which individual laws are consistent and non-discriminatory, and where rights can
be defended and disputes settled, is important for a country's internal stability and external credibility.
Ineffective or unpredictable dispute settlement mechanisms are often cited as hindering investment in
developing countries. Nevertheless, few donors appear active in this area which merits greater
attention in order to help mobilise investment. In certain regions, a range of developing countries have
entered into investment protection agreements with OECD and other capital exporting countries.

DAC members actively support efforts by developing countries to reform their regulatory
framework by funding assistance with policy, legal and regulatory changes as well as services that
improve the enabling environment. The specific experiences of Viet Nam, a country that has made
extensive use of ODA in its legislative process, is provided in Box 3.'°

Governments face a challenge in determining tax policies and setting tax rates in ways and at
levels that do not hold back economic growth. At the same time, tax revenues are needed to finance
the delivery of health, education and infrastructure services. Developing countries’ statutory tax rates
do not differ considerably from those of industrialised countries but their tax revenues are reduced by
high levels of informality coupled with poor administration and corruption. This puts a
disproportionate burden on those who do comply and on activities where taxes are more easily
collected (e.g. trade-related activities). It also results in a distortion of competition and the sending of
wrong signals to entrepreneurs. Supporting the simplification of tax structures and strengthening tax
administrations are avenues donors pursue with developing countries to help increase the tax revenues
needed to underpin sustainable growth patterns through investments in health, education and
infrastructure services.

The legal and regulatory reform challenge also includes promoting a process of economic growth
that is consistent with a wider range of social and environmental objectives and avoids an international
contest for investment resulting in a “race to the bottom”. Sound environmental policies and
regulations generally do not discourage investment because they tend to reduce the financial, legal and
reputational risks that investors face. Well designed, ODA-backed efforts that raise environmental
standards in developing countries are consequently likely to have a positive impact on mobilising
private investment.

Public and corporate governance

Good governance is a prerequisite for well functioning markets, attractive investment conditions
and a sustainable allocation of investment capital. The principle elements of good governance, as
identified by the OECD’s Public Management Committee, are accountability, transparency, efficiency
and effectiveness, responsiveness, forward vision and the rule of law. Many DAC members promote
better governance in developing countries by encouraging and supporting change processes and

9. OECD Initiative on Investment for Development: Progress Report by the OECD Investment
Committee, 28 April 2005.

10. See also: OECD (2004c), a paper prepared specifically for this project.
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political reforms. Actions are spread across the main public governance areas and all levels of
government. The importance of well functioning public institutions for economic development is also
widely recognised and promoted.

Transparency should be promoted both with regards to the acts of public authorities and within
the business community — including by tackling corruption. Emerging lessons with regards to fighting
corruption stress the importance of focusing on the needs of partner practitioners and a stronger
awareness of corruption as a development issue. Development agencies could usefully synthesise
experiences in this area and make more transparent evaluations of them. To ensure credibility, donors
should not only treat corruption and other un-transparent practices as investment-climate issues but
also make an effort to address them via supply-side measures.

To mobilise more investment, many developing countries must overcome major barriers to
improve their corporate governance. Developing economies tend to be dominated, on the one hand, by
large, family-owned, state-owned or foreign-owned corporations that do not have widely traded shares
on local stock markets and, on the other hand, by a large, non-listed sector. Countries seeking to
improve the overall investment climate and promote economic growth have taken steps to move
beyond this reality by enacting legal and institutional reforms as well as voluntary initiatives to
improve corporate governance.

The OECD works with the World Bank Group to build capacity in the area of corporate
governance. Over the last five years the Regional Roundtables on Corporate Governance have brought
together decision-makers and stakeholders of some 40 non-OECD countries to develop reform plans
that draw upon the OECD Principles of Corporate Governance. The Global Corporate Governance
Forum, co-funded mainly by development agencies, has helped to broaden the regional coverage of
the initiative.

An additional issue for foreign investment is that international businesses operate to high ethical
standards, consistent with applicable law. In this respect, the OECD Guidelines for Multinational
Enterprises provide a set of principles of good corporate conduct, and a reference point for
stakeholders. Another recent example is multilateral development agencies’ adoption of voluntary
guidelines for the financial sector.
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Box 3. The role of ODA in mobilising private investment in Viet Nam

Far-reaching reforms over the last 20 years have turned Viet Nam into one of the region’s success stories —
in terms of economic growth, private sector development and mobilising foreign direct investment — and the
number of people living in poverty has halved, driven mostly by large declines in urban poverty. However, despite
significant labour mobility, there has been limited movement out of agriculture, limited movement into formal
employment and poverty rates among ethnic minorities remain high. It has been argued that an achievement of
the Vietnamese government’s ambitious poverty reduction goals for 2010 will only be realised if growth rates can
be maintained at the high levels of the past and the rise of inequality can be limited (Klump and Bonschaub,
2004).

Viet Nam registered an average annual growth rate of 7.5% over the last decade, notwithstanding the Asian
financial crisis in 1997. Progress dates back to the introduction of the government's Doi Moi economic reform
process in the late 1980s, which was instrumental in jumpstarting private investment and bringing previously
unregistered businesses into the formal economy. ODA played a key role in the process. Over the last decade,
Viet Nam has been a major recipient of ODA and much of that assistance has focused on areas supportive of
private investment. Most of this assistance financed physical infrastructure, but another important activity was
developing expertise in relevant policy areas.

Some of the main findings from an examination of Viet Nam’s experience of using ODA to mobilise
investment are:

e  The experiences with using ODA to support reforms of the legal system, institutions and governance
have been mixed, but they include a few spectacular success stories. Foremost among these is the
enactment of the new Enterprise Law in 2000. The Law, which includes greatly simplified registration
procedures, is seen as a major factor behind the establishment of 73 000 new enterprises in the last
three years, and the creation of close to 1.7 million jobs. These achievements have been made in a
context of a strong political commitment to reform. ODA support for regulatory reform in other areas of
potentially great importance to investment has produced little or no results owing to conflicting
objectives among different parts of the public sector.

e  ODA for physical infrastructure has focused on the twin objectives of modernising Viet Nam’s road
infrastructure and up-grading its insufficient power generation capacity. A couple of ODA-backed road
construction projects around Hanoi and Ho-Chi-Minh City stand out with respect to mobilising
investment. Formally motivated by a need to connect the country’s two largest cities with the coast and
the hinterland, they also led to a considerable creation of enterprises that had previously been held
back by the scarcity and cost of industrial land in the metropolitan areas.

e  Development agencies have also helped up-grade human capital in several ways relevant to investors.
One example of targeted approaches is bilateral donors’ support for technical and vocational education
that, after initial inertia within the education system, has been effective in alleviating skills shortages. At
the most general level, “tacit learning” seems to have been a major factor. The interaction with foreign
actors — investors as well as development agencies — has greatly enhanced the understanding of
decision makers at all levels of government of the demands of a market economy and the elements of
a sound business environment.

Overall, a few observations offer themselves. First, ODA can be highly effective in mobilising private
investment — though in the case of Viet Nam the effect may have been compounded by a considerable “latent
entrepreneurship” already present in the communist economy. Second, ODA in support of institutional reforms
can, at a low cost, greatly encourage private investment. However, the effectiveness is contingent upon local
buy-in and broad-based commitment to reform. Third, more costly approaches such as ODA for physical
infrastructure can have great effects as well, but their geographic scope needs to be carefully considered.
Infrastructure projects “spread thinly” seem to produce much less of an impact on mobilising investment than
efforts to enhance the infrastructure of regions in which investors are already showing an interest. Fourth, the
impact of ODA on mobilising investment goes beyond the sum of individual projects. The use of ODA to enhance
the business climate triggers a learning process through which a large segment of society becomes better
equipped to act in a market-based economy.
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Physical infrastructure

Insufficient, inappropriate and poorly maintained physical infrastructure is a major bottleneck to
economic growth and investment in developing countries, particularly the poorest ones. The
availability of relevant infrastructure therefore has a major impact on the enabling environment for
private sector activities and expanding physical infrastructure, including at a regional level, can
generate high returns. For most firms and entrepreneurs, energy, water supplies and
telecommunications are vital while transport infrastructure allows companies to move beyond local
markets to buy from and sell to other countries in the region or around the world. Under-investment in
public utilities, inefficient management and under-pricing have in many developing countries caused
energy shortages which have held back economic growth.

As with other investors, incentives for providers of infrastructure to invest in developing
countries are affected by the enabling environment. Actions that encourage infrastructure investments
can consequently have a potentially large impact if they help to create a virtuous circle of
improvements in the enabling environment leading to new infrastructure investments that in turn
encourage further investment. However, as part of this process, adequate provisions need to be made
for financing the maintenance and operating costs of new infrastructure.

A significant share of DAC member countries’ bilateral ODA finances activities related to
infrastructure. In 2003, the share was 9% (down from 12% in 2002). To strengthen the growth and
poverty reduction impact of infrastructure, guiding principles for donors are being developed by the
DAC Povnet’s Infrastructure Task Team. Among the specific issues being addressed are providing
co-ordinated support to partner country-led strategies and plans, improving the impact of infrastructure
on pro-poor growth, ensuring sustainability and increasing financial resources.

Some aid for infrastructure activities is provided as grants but concessional and non-concessional
loans are also common in this sector. In addition, many DAC members have set up funds to provide
risk capital for the implementation of infrastructure and other projects and have mechanisms for
providing insurance to mitigate certain political and other non-commercial risks (this is discussed
further below).

International integration

Better access to international trade is an important source of economic development in its own
right, but it is also pertinent in the context of mobilising private investment for development. A large,
and by some measures increasing, share of international trade either takes place between related
enterprises or in the context of links between end-of-line producers and their global network of
suppliers and sub-contractors. In other words, to a potential investor, the quality of the business
environment depends strongly on his/her subsequent ability to import and export.

Additionally, unleashing exports expands access for foreign exchange, allows firms to exploit
economies of scale, lowers costs and allows the diffusion of technology. Official and unofficial
constraints to the movement of goods, particularly across borders, remain a frequent problem.
Developing countries still tend to have higher barriers to free trade than industrial countries (average
tariffs of 13% for developing countries compared to only 4% for industrialised countries).
Impediments to trade tend to be larger among developing countries themselves than between
developing countries and the rest of the world. This is particularly problematic for countries with small
home markets whose best chance of attracting market-seeking investment is to broaden the “relevant
market” to include neighbouring countries. It should, however, be recognised that lower tariffs and
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non-tariff barriers in industrialised countries would generate significant global welfare gains, including
for developing countries.

In many countries, a virtuous circle of trade liberalisation, investment and welfare enhancement
has been observed. Trade liberalisation is not a panacea, however. In some cases, trade reforms have
brought few gains, and to be fully effective in attracting investment, trade policy needs to be
accompanied by other policies which enable capital and labour to move to higher productivity
activities and facilitate the entry and exit of firms.

Through their ODA programmes, DAC members are helping developing countries to derive
benefits from economic liberalisation by strengthening their trade-related institutions. In addition,
donors are strengthening the capacity of developing countries to fulfil obligations and exercise
privileges as part of the multilateral trading system. Frequently, donors’ support enables developing
countries to improve their positions in bilateral and multilateral trade negotiations, translate
commitments made into national legislation and design and implement trade promotion strategies.

Financial markets

In many developing countries, creating a more favourable environment for domestic savings is
necessary to mobilise capital for productive domestic investments but also to help poor people reduce
their vulnerability to negative shocks. Developing countries can face a number of difficulties in this
area including structural problems (e.g. state intervention and monopolies), institutional shortcomings
(e.g. with insolvency, with collateral, title and property rights and dealing with informality and micro
loans) and discretionary policies (e.g. directed lending and subsidised credits). Promoting and
liberalising foreign ownership of domestic banks can increase competition, thereby enhancing
efficiency in local financial markets, and may also contribute to lowering the probability of systemic
banking crises. DAC members may assist with financial market deepening, through support for
financial sector regulation, supervision and development in both the bank and non-bank sectors, as
well as helping to integrate microfinance institutions into the mainstream financial system.
Development of local financial markets can also facilitate and reduce the costs associated with
transferring remittances.

Developing supply-side responses
Investment promotion and facilitation

A major component of a country’s efforts to promote and facilitate investment is a
comprehensive investment promotion policy which is consistent with domestic industrial policies and
export promotion policies. Experience in OECD countries in these areas indicates that investment and
export promotion policies need to be market oriented and designed to overcome specific market
failures. Targeted approaches are rarely sustainable. Strengthening relevant institutions in developing
countries may equally be important and it may be necessary to reform policies or institutions that
restrict competition or investment. Assisting with the building up of human capacity in key
government institutions, such as agencies responsible for promoting domestic and foreign investment,
is another avenue pursued by development agencies.

Many DAC members have also established mechanisms to provide risk capital for private
investment in developing and transition countries through development finance institutions. These
schemes, which provide funds on a broadly market basis, are important for financing projects that
otherwise may be hampered by perceptions of excessive risk. There is often a requirement that
development finance institutions invest a certain proportion of their funds in the poorest countries.
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This objective is rarely attained, however. A review of the obstacles that development finance
institutions from donor countries encounter when considering investments in least-developed countries
and sub-Saharan Africa could be useful to reveal systemic issues that constitute major impediments,
including for investors less predisposed to enter these markets. (For an overview of the challenges
facing investors in Africa, see Box 4.) Most DAC members also facilitate investments by offering
insurance against political risks such as losses due to war or civil war, expropriation and
nationalisation and inconvertibility of profits and dividends.

Public funds, in the form of ODA, can also be combined with private funds to reduce lending
risks to levels where competitive, long-term debt finance can be offered to finance commercially
viable and developmentally sound private sector infrastructure projects in developing countries.

Supporting local business development

Firms require people with well developed entrepreneurial and vocational skills as well as access
to knowledge and services that aim to promote technological innovation, if they are to operate
efficiently and successfully and to grow and expand. Through their ODA programmes, several
development agencies support entreprencurial education and vocational training, as a means of
promoting private sector development. However, in the field of education and training more generally,
many donors have been focussing increasingly on basic education in recent years. Although most
kinds of education can be potentially relevant for facilitating business and investment in a
medium-term perspective, this trend may have resulted in entrepreneurial education and vocational
training receiving less support than they merit.

Businesses also require access to a wide range of services to support their operations including
accounting, audit, quality assurance, telecommunications, internet, business planning, legal advice,
training, production engineering, market research, labelling and packaging and design services. These
services help to increase productivity, improve competitiveness, expand market access and accelerate
enterprise growth. In many developing countries, such services are not available to the same extent
that they are in industrialised countries, or may hardly be available at all.

Many DAC members have promoted the expansion of business services, especially for micro,
small and medium-sized enterprises, but concerns about sustainability have led several DAC members
to move away from direct service delivery in favour of brokering services through local consulting
firms and business associations. Business services, which may involve both large and small
enterprises, are thus viewed as a tool to promoting private sector development and not an end in
themselves. To ensure sustainability, donors should abstain from getting directly involved and
becoming part of the system, allowing interventions to be driven by market forces.

There has been a tendency for DAC members to move away from supporting government
institutions for research and extension while local public funding available has also been diminishing,
as a result of structural adjustment programmes. The private sector and non-governmental
organisations were expected to fill the gap but this has not happened in many regions and sectors,
including agriculture. There could be a need to redress this situation by developing and supporting,
including with some public funds, new mechanisms for local technology development.
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Box 4. ODA and investment synergies in Africa

A synthesis of experiences with using ODA in support of the investment climate in Africa’’ concludes that
development agencies have generally been active in most of the areas suggested in this chapter. The study also
suggests that certain changes in priorities and implementation may have taken place in recent years.

For example, assistance to upgrade legal and regulatory frameworks for investment, as well as the public
and corporate governance improvements needed to put them into practice, has moved to the centre. Trade
capacity building and technical assistance in the context of international trade negotiations have also gained in
importance, spurred inter alia by the Doha development agenda. In the area of physical infrastructure,
development agencies have placed increasing emphasis on involving the private sector in the financing and
implementation of projects. In enterprise financing, a long-standing priority of donors in Africa, the emphasis is
shifting from the provision of loans and guarantees towards more comprehensive approaches to financial sector
reform. In other relevant areas (the study specifically mentions human capital development) activities have been
long underway but have generally not been directed at assisting investment and private sector development.

Based on recent African experiences, a number of lessons for developing countries and their development
partners can be proposed, among which:

®  Building a “demand for reform”. Reform is possible only where governments see the need for change
and take measures to improve their capacity to mobilise investment and stimulate economic growth.
However, development agencies can help to stimulate debate around reform issues; they can also
facilitate the involvement of private sector organisations, civil society and even the local media in these
processes.

® A need for political commitment. ODA-based efforts to mobilise investment in Africa have only worked
well when they were driven, owned and managed by domestic agents. Developing country
governments need to exhibit a commitment to reform from the highest level down.

®  Building domestic institutions. Development agencies need to consider, and have been paying more
attention to, how they can build stronger domestic institutions, although the difficulty with doing this is
also widely acknowledged.

® A sequenced approach. Moving from analysis to reform, finding appropriate starting points for reform,
and establishing a mutually agreed upon sequence of reform interventions have been major challenges
for investment-oriented ODA in Africa.

®  Collaborative monitoring, adjustments and co-ordination. Development agencies recognise the value of
using well-established and strategically focussed institutional frameworks for managing aid. Also,
investment-oriented ODA has its own needs for good co-ordination. Sound co-ordination increases
credibility with the partner country and improves efficiency and effectiveness of donor efforts.

e  Sub-national levels of reform. Increasing attention is paid to the role of sub-national levels of
government. While on the one hand this involves support for reforms that enhance the decentralisation
of government services, it can also address the roles of local and provincial governments in improving
sub-national investment climates.

° The role of the local private sector. Recent experiences have shown that the competitiveness of the
domestic private sector is important — not only in fostering an indigenous business environment, but
increasingly also to attract FDI.

11. See also: OECD (2005), Mobilising investment for development: ODA and investment synergies in
Africa, a background paper prepared specifically for this project tabled at the NEPAD-OECD
Investment Policy Roundtable in Entebbe on 25-27 May 2005.
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DAC members have also set up facilities to establish or promote business partnerships between
companies in industrialised and developing countries by providing information on foreign markets or
matching firms with related needs or interests. These facilities may take the form of PPPs, involving
either individual enterprises or business associations. These activities may nevertheless require some
rethinking, in part to take account of greater access to information through information and
communications technologies. A rapid internationalisation of both exporters in developing countries
and importers in industrialised countries has taken place and external barriers in the form of high
tariffs and restrictive quotas have also decreased considerably. As a result, to increase market
penetration, it is now more important to focus on up-grading quality, competitiveness and stability in
exporting countries.

Direct support for investment: ODA-backed public-private partnerships

Developing countries have been engaging in PPPs'? in infrastructure for some 15 years, with
actual investments growing from USD 18 billion in 1990 to a peak of USD 131 billion in 1997. The
main areas of activity have been telecom services (46% of total private investment) and energy
generation and distribution (33%). But private participation in infrastructure has declined since 1997.
While this is partly due to a corporate retrenchment following financial crises in the second half of the
1990s, it also reflects a more widespread disappointment on the part of investors and public
authorities.

The reasons that PPPs have sometimes performed below expectations vary from case to case.
However, many of the difficulties experienced have been linked to more general weaknesses in the
enabling environment for investment. PPPs may therefore in many cases be considered as second-best
to addressing more fundamental weaknesses or a stop-gap while appropriate measures take effect.

Difficulties with enforcing contracts lie at the heart of many problems experienced with PPPs.
One common complaint from developing country governments is that investors have reneged on their
contractual obligations, especially regarding the coverage of services. On the other hand, enterprises
often complain that public authorities have failed to provide an environment in which they can deliver
their services according to sound commercial principles. The latter problem often manifests itself as a
lack of willingness by public authorities to accept the social and political cost of private operators’
measures to boost productivity and set tariffs at market levels. ODA can help address such issues (see
Box 5).

Another major problem faced by companies is governments reneging on past agreements
(sometimes made by a previous government) or changing the rules of the game in the middle of a
contract. This is an important reason behind the insistence of the international private sector for
schemes to mitigate such political risks that are a result of weak governance. This highlights the need
to address underlying governance issues, if additional investment is to be mobilised sustainably. In the
meantime, risk mitigation schemes can be a bridging solution.

The PPP model has also been used to provide a broader range of services in developing countries
that indirectly benefit investment. These include the implementation of social and environmental
standards, social enhancement and public health.

12. In this report, PPPs principally refer to business relationships involving private resources (capital,
management and know-how) to expand the provision or production of infrastructure services or
utilities (such as water and sanitation or waste collection). In practice, the focus is often on foreign
participation.

32 THE DAC JOURNAL 2005, VOL. 6 No 2 - ISSN: 15633152 - © OECD 2005



MOBILISING PRIVATE INVESTMENT FOR DEVELOPMENT

Box 5. Using ODA to enhance the effectiveness of PPPs

Three channels have been suggested through which ODA can help address some specific issues related
to PPPs by enhancing the environment for such partnerships and contributing to more socially and
commercially satisfactory outcomes:

®  Risk mitigation. Most foreign investors already have access to market-based insurance against risks
such as “regulatory takings” through home country export credit agencies and multinational bodies
such as the Multilateral Investment Guarantee Agency (MIGA). However, risks go well beyond this and
they are so high in some cases that PPPs are unlikely to take place in the absence of subsidised risk
mitigation. Discussion continues as to the appropriateness of extra risk coverage being provided by
bilateral development agencies, which benefit inter alia from the fact that they (unlike more market-
based insurance schemes) partner directly with the authorities in developing countries.

° Technical assistance and capacity development. ODA can be used to fund a host of educational and
experience-exchange programmes to build authorities’ capacity to deal with PPPs, including contract
negotiation. An alternative to building capacities in-house is to support the outsourcing of regulatory
functions to external specialists. A recent survey indicates that as many as three fourths of national
regulators contract out certain tasks to external parties.

. Output-based aid. Even if host country regulatory capacities and risks can be dealt with satisfactorily,
a number of infrastructure projects will have positive economic but negative financial rates of return.
This gap can be bridged by ODA, for instance through targeted subsidies to the service providers or
by subsidising consumption during a transitory period to full cost recovery pricing. Such “output-based
aid” can be highly effective in meeting specific targets — contingent upon the clarity of objectives and
project design. Several development agencies provide grant-based instruments to promote
cost-recovery pricing while supporting those least able to pay the full price for services.
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Chapter 3

Using ODA Better to Mobilise Investment: Emerging Findings

There is a strong case for promoting synergies between ODA and investment. Private investment,
domestic as well as foreign, is critical for development. A key role for ODA is to leverage private
investment and generate a significant multiplier effect, potentially allowing development agencies to
achieve more “development” with their ODA. However, the logic of spending ODA thus is to correct
real market failures, tackle structural impediments to investment and mobilise genuinely additional
investment. Care must be taken to ensure that donors do not find themselves subsidising or redirecting
investment that would have happened anyway, or creating an uneven playing field. The most fruitful
context for ODA-backed strategies to encourage investment is in support of on-going reform efforts in
developing countries. As a scarce resource, aid should be used where it is most likely to make a
difference.

What to do?

Improving the enabling environment for investment is fundamental, hence the importance of
developing countries' own efforts to promote sound economic management, good governance,
anti-corruption, modern infrastructure and an environment within which the private sector can thrive
on a sustainable basis. The processes emerging in many low-income countries around the preparation
and monitoring of Poverty Reduction Strategy Papers (PRSPs) or their equivalents present
opportunities to promote ownership and to institutionalise interaction between representatives of the
state, the private sector and civil society in the definition of development objectives. To date, however,
most PRSPs have not sufficiently considered the range of policy actions required to enhance the
impact of economic growth on poverty reduction and so need to address more directly the issues of
promoting entrepreneurship and mobilising investment.

As shown by the evidence assembled for this report, development agencies can, through their
ODA programmes, play a catalytic role in supporting developing countries’ efforts to provide an
environment within which the private sector can develop in a sustainable and dynamic way:

e Development agencies can provide developing countries with the analytical support
required to use diagnostic tools, including assessments of their investment climate, that
reveal weaknesses in the enabling environment and other binding constraints on growth.
This may require help with data collection and analysis, so as to generate the reliable
information needed for informed decision making on the highest priority actions and the
appropriate sequence of reforms.

e  Through capacity development and technical assistance, ODA can be used to support legal
and regulatory reforms - as well as to address corruption and excessive bureaucracy. The
difficulty for development agencies is that while such activities can have very high returns,
outcomes are uncertain and may take a long time to realise. Alternatively, serious
bureaucratic impediments to business can persist for long periods, but quickly disappear
once given attention and publicity. Activities may fail if they do not generate sufficient
enthusiasm, commitment and ownership in developing countries. Development agencies
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should consequently promote and support processes of stakeholder engagement, involving
representatives of the state, the private sector and civil society, that can lead to appropriate
and locally-owned reforms.

e Institutional changes (e.g. the rule of law, public and corporate governance, integrity and
transparency) can lead to large improvements in the investment climate, sometimes with
relatively modest amounts of ODA. However, sustainable reforms have rarely been
imposed from the outside and a positive outcome mostly depends on policy processes
driven, owned and managed by developing countries themselves. Successful ODA-based
strategies to mobilise investment consequently depend on both a strong political
commitment to undertake reforms and an ability to implement them. There is a need to
understand better what necessary pre-conditions should be in place before developing
countries will engage in processes to introduce the sometimes difficult reforms that will
ultimately have a substantial and sustainable impact on improving the investment climate.

¢ In many developing countries, the poor state of infrastructure is a critical constraint to the
scope for private investment. Large amounts of aid are used to support the development of
physical infrastructure. However, considering the high costs involved, a particular effort
should be made to focus on the main impediments at national and regional levels to
development of the private sector, particularly those identified by partner country
governments and the private sector itself, and to avoid the well-known problems of the past
by focussing on sustainable service delivery to users. On-going work in the DAC Povnet is
pointing to some key messages and implementation lessons learnt by donors to strengthen
the contribution of infrastructure to growth and poverty reduction. These include: 1) making
better and more co-ordinated use of sector programmes for transport, energy, etc.;
i) adequately addressing local private sector involvement, gender-specific needs and wider
risk and vulnerability issues; iii) ensuring sustainability by strengthening local capacities
and resources and ensuring cost recovery through appropriate methods of tariff collection;
and iv) increasing financial resources for infrastructure including through developing more
effective ways of leveraging resources for district and community-based infrastructure.

To maximise the quantity as well as the development impact of private investment,
complementary supply-side measures are also required as they can strengthen the capacity of local
firms to take up the opportunities that arise from an improved investment climate and greater
international linkages. For instance, the provision of microfinance and business development services
is important for small and local enterprises to be able to seize business opportunities. By supporting
entrepreneurial education and vocational training, ODA can help ensure that local businesses have the
staff needed for them to operate efficiently and successfully and to grow and expand. To improve
access to knowledge and innovation, mechanisms can be developed that set research priorities better
by promoting participatory technology development and that better diffuse information on new
technology. Supporting moves by firms into the formal economy can have a large and sustainable
impact on expanding employment, accelerating growth and generating tax revenues, as well as on
enabling local firms to more easily partner directly with, and benefit from, the presence of
foreign-owned enterprises.

A direct way of promoting ODA/investment synergies is to involve aid in individual investment
projects, for instance through public-private partnerships. To date, the record with PPPs has been
mixed, particularly in small markets. More efforts may be needed to ensure that market distortions do
not occur, and that contracts do not require too much from the private partner and do not depend on
commitments that the public partner cannot meet in the long run. Addressing weaknesses in the
investment climate will also be helpful, as many of the more sobering experiences with PPPs so far
appear to have reflected general weaknesses in the regulatory framework and public governance.
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Experience with PPPs has been particularly disappointing in water and sanitation, a critical area for
many aspects of development. Development agencies can assist in exploring responses such as
promoting sector and public service delivery reforms, channelling support through partner country
systems, output-based aid or private firms paying a rent to use publicly funded capital investments.
The issues of pricing of basic services and mitigating non-market risks could also be addressed in a
more effective way.

Some important caveats need to be taken into account when designing ODA activities to mobilise
investment. For instance, in many developing countries the uncritical emulation of other countries'
regulatory systems has been found to be inappropriate. OECD and other internationally recognised
good practices and standards have served as useful reference points in support of reforms that produce
significant economic and social benefits in the medium term. However, reforms are in practice
difficult to introduce if, in the short term, they entail threats to vested interests and re-allocation of
capital and labour resources. It is important to target the structural causes of investment impediments,
even while taking measures to deal with their immediate symptoms. Thus, where there is a strong case
to support political risk mitigation schemes, it should not be forgotten that weak governance is at the
heart of the problem. There is growing recognition that carefully constructed interventions that draw
on deep knowledge of local law and social practices can be effective, but results may not become
apparent for several years. From this perspective, the tying of technical assistance to the provision of
services by nationals of the donor country can be problematic, as it often results in interventions that
are not sufficiently sensitive to the local ideological, institutional and cultural composition and as it
generally does not build sustainable technical capacities in developing countries. In general, the use of
concessional funds to mobilise investment should be carefully thought through if it is not to damage
sustainable local capital markets or undermine market-determined private flows.

How to do it?

While DAC members spend a lot of ODA, directly or indirectly, promoting private investment in
developing countries, it is not clear that these various activities are sufficiently strategic in their overall
effect. A stronger co-operative effort seems needed both within DAC members’ administrations and
between bilateral and multilateral donors, particularly at the field level, behind a clearer strategic
objective to mobilise investment for development. Donors could usefully transfer lessons from
experience in other areas, such as the education and health sectors, in terms of the value of more
co-ordination within the donor community in support of developing country-led strategies, including
PRSPs. An informative finding from a recent study is that developing country governments often
prefer to work with multilateral agencies on enabling environment issues because they are considered
to be more neutral, and without commercial considerations influencing approaches and activities
(White, 2004). Specific activities may consequently be more appropriately carried out by bilateral or
multilateral donors. Another interesting finding, from evaluations of the PRSP process, is that many
donors believe that they are working to promote investment within the PRSP context, a view not fully
shared by their developing country partners.

Some other considerations that development agencies may wish to take into account include:

e Established good practices for the management and implementation of development
co-operation programmes could be applied more systematically to activities that impact on
mobilising investment. Tailoring activities to partner countries’ needs and ensuring the
participation of all stakeholders on the basis of ownership by the developing countries
themselves are important guiding principles.
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e  There is a need for greater efforts by developing countries and donors to consult with and
listen to the private sector — domestic enterprises as well as foreign entrants — especially in
terms of what enterprises say they most need and where governments and donors can best
help. To facilitate interaction between different stakeholders at the partner country level,
development agencies can foster the emergence of change agents and facilitators who are
able to institutionalise stakeholder engagement but also to build constituencies for change
and overcome vested interests. To ensure that changes are sustained, donors should not
intervene directly but aim to change the system, without becoming part of the system.

e A comprehensive approach to supporting private sector development is essential. The
private sector may fail to develop despite massive support because there may be several
binding constraints but not all of them are targeted. Multi-faceted, multi-sectoral
approaches are likely to succeed better than single-factor, focussed and project-like
interventions. Integrating a private sector development perspective into country programme
strategies will help mobilise investment but is also a useful way of raising awareness in
development agencies of the crucial role that the private sector can play in achieving the
MDGs. There is also a need to understand better what the disincentives to formality are in
developing countries so that these can be reduced and not hold back natural tendencies for
movement over time from the informal to the formal economy.

e  The sequencing of reform interventions is important. The use of ODA to mobilise private
investment involves a multilayered interdisciplinary process, which spans a substantial
period of time. Beginning with achievable changes and building on success is important for
building up momentum for further reforms. The process needs to involve collaborative
monitoring and adjustments, as well as strong institutional mechanisms for accountability.

e To mobilise investment, development agencies need to draw on a broad range of expertise
from a range of sources. Development agencies are experienced in dealing with developing
country authorities and facilitating development processes and these efforts can benefit
from leveraging the expertise of government agencies at home that habitually deal with
policies for the business sector. Development agencies can similarly facilitate the transfer
of knowledge and experience by officials from other developing countries who have
already implemented reforms, through triangular or “South-South” co-operation. Such
interventions nonetheless need to be sensitive to the local ideological, institutional and
cultural context.

e Efforts to use ODA to mobilise investment need to involve all levels of government in
developing countries and activities to expand access to infrastructure and reform
institutions should have a broad impact throughout the partner country. Development
agencies need to ensure that their activities have an impact on strengthening local as well as
national levels of government. Some targeted interventions at local levels may thus be
warranted, in addition to activities at the national level. Support for decentralisation
initiatives can consequently be important to complement other activities that aim to
mobilise investment for development.

Donors’ past experience with support for private sector development has provided evidence of
some pitfalls that can be avoided. For example, interventions have led to market distortions,
sometimes because they have been guided by the preferences of a few public or private actors in
developing countries. This risk is compounded by the fact that, while donors recognise the
significance of high quality institutions and the role of macro factors, micro-level interventions have
often predominated. New approaches have attempted to avoid this problem, infer alia, through policy
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dialogue with partner countries that highlights the importance of “market deepening” and internally
driven institutional change.

These issues could be relevant for development finance institutions from donor countries as well.
The evidence is that these organisations can, with a very modest injection of public funding, catalyse
significant private investment on a sustainable basis. However, issues of how far they achieve
addionality and concerns over possible competition with fully private investment funds may exist in
the more viable sectors and economies.

To guide future interventions and help development agencies focus on areas with the greatest
impact on mobilising more and sustainable investment flows to poor countries, more detailed
information is required on the impact and efficiency of using ODA to mobilise investment, to
understand better what works, what doesn’t work and why. While DAC members evaluate specific
aspects of their support for private sector and infrastructure development, very few assessments of the
overall impact and efficiency of these activities on mobilising investment have been conducted. Joint
assessments at a more aggregate level would be especially appropriate as they could gauge how the
various and collective actions of donors are impacting on critical factors for mobilising more and
better investment throughout partner countries.
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Annex A

Trends in Aid and Private Investment for Development

This annex describes trends in flows of official development assistance (ODA), direct investment
and other external official and private finance to aid recipients (see Table A.1 for the DAC List of Aid
Recipients). External financing is a key source of funding for many developing and transition
countries that lack adequate financial resources. It often has the advantage of involving the transfer of
competences, technologies and know-how. And for developing and transition countries entering a
scenario of strong economic growth, external, as opposed to internal, financial resources are often of
particular importance to finance current account deficits.

External finance in overview
External finance can be subdivided into four types of flows:
a) ODA/official aid (OA) to aid recipients (see Box A.1 for definitions).

b) Other official flows (OOF) which consist mainly of development lending that is not
concessional enough to qualify for recording as ODA or OA (because the grant element is
less than 25%) and trade-related transactions (e.g. export credits).

c) Private flows at market terms, including foreign direct investment (FDI) (see Box A.2 for a
definition).

d) Grants by non-governmental organisations (NGOs).

Box A.1 Definitions of official development assistance (ODA) and official aid (OA)

Official development assistance (ODA) is defined as grants or loans devoted to countries and territories on
Part | of the "DAC List of Aid Recipients" (developing countries, see Table A.1) that: i) are undertaken by the
official sector; ii) have as their main objective the promotion of the economic development and welfare of the
partner country; and iii) are at concessional financial terms (if a loan, have a grant element of at least 25%,
calculated against a fixed 10% discount rate). In addition to financial flows, ODA includes technical co-operation,
forgiveness of debts, food and emergency aid and costs associated with administering development co-operation
programmes. Grants, loans and credits for military purposes are excluded.

Official aid (OA) is defined as flows which meet the conditions of eligibility for inclusion in ODA except the
recipients are on Part Il of the DAC List of Aid Recipients (transition countries, see Table A.1).

While both ODA and OA describe "flows” from official budgets for development in developing or transition
countries, they are not identical with trans-border payments in terms of the balance of payments of a given
recipient country. Indeed, many ODA amounts are spent in a way where recipient countries reap indirect benefits
(e.g. technical co-operation and debt relief).
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Table A.1 DAC list of aid recipients - as at 1 January 2003

Part I: Developing Countries and Territories

(Official Development Assistance)

Part 1l: Countries and
Territories in Transition

(Official Aid)

Least Other Low- Upper High- Central and More
Developed Income Middle- Income Eastern Advanced
Countries Countries Lower Middle-Income Countries Income Countries European Developing

(LDCs) (Other (LMICs) Countries (HICs) Countries Countries
LICs) (per (per capita GNI $746-$2975 in 2001) (UMICs) (per capita and New and
capita GNI (per capita GNI > Independent Territories
<$745in GNI $2976- $9206 in States of the

2001) $9205 in 2001) former Soviet
2001) Union
(CEECSs/NIS)

Afghanistan *Armenia *Albania Palestinian Botswana Bahrain *Belarus = Aruba
Angola *Azerbaijan Algeria Administered Brazil *Bulgaria Bahamas
Bangladesh Cameroon Belize Areas Chile *Czech = Bermuda
Benin Congo, Rep. Bolivia Paraguay Cook Islands Republic Brunei
Bhutan Cote d'lvoire Bosnia and Peru Costa Rica *Estonia = Cayman
Burkina Faso *Georgia Herzegovina Philippines Croatia *Hungary Islands
Burundi Ghana China Serbia & Dominica *Latvia Chinese
Cambodia India Colombia Montenegro Gabon *Lithuania Taipei
Cape Verde Indonesia Cuba South Africa Grenada *Poland Cyprus
Central African Kenya Dominican Sri Lanka Lebanon *Romania = Falkland

Republic Korea, Republic St Vincent & Malaysia *Russia Islands
Chad Democratic Ecuador Grenadines Mauritius *Slovak = French
Comoros Republic Egypt Suriname = Mayotte Republic Polynesia
Congo, Dem.Rep. *Kyrgyz Rep. El Salvador Swaziland Nauru *Ukraine = Gibraltar
Djibouti *Moldova Fiji Syria Panama = Hong Kong,
Equatorial Guinea Mongolia Guatemala Thailand = St Helena China
Eritrea Nicaragua Guyana = Tokelau St Lucia Israel
Ethiopia Nigeria Honduras Tonga Venezuela Korea
Gambia Pakistan Iran Tunisia Kuwait
Guinea Papua New Iraq Turkey Libya
Guinea-Bissau Guinea Jamaica *Turkmenistan =~ | =====s=meeeeeee = Macao
Haiti *Tajikistan Jordan = Wallis and Malta
Kiribati *Uzbekistan *Kazakhstan Futuna Threshold for =Netherlands
Laos Viet Nam Macedonia (former World Bank Antilles
Lesotho Zimbabwe Yugoslav Republic) Loan = New
Liberia Marshall Islands Eligibility Caledonia
Madagascar Micronesia, ($5185 in Qatar
Malawi Federated States 2001) Singapore
Maldives Morocco Slovenia
Mali Namibia | eeeeeeeeeeeeee United
Mauritania Niue Arab
Mozambique = Anguilla Emirates
Myanmar Antigua and = Virgin
Nepal Barbuda Islands (UK)
Niger Argentina

Rwanda Barbados

Samoa Mexico

Sao Tome and = Montserrat

Principe Oman

Senegal Palau Islands

Sierra Leone Saudi Arabia

Solomon Islands Seychelles

Somalia St Kitts and

Sudan Nevis
Tanzania Trinidad and
Timor-Leste Tobago
Togo = Turks and
Tuvalu Caicos

Uganda Islands
Vanuatu Uruguay
Yemen
Zambia

* Central and Eastern European countries and New Independent States of the former Soviet Union (CEECs/NIS).

= Territory.
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Box A.2 Definition of foreign direct investment (FDI)

Direct investment is a category of international investment made by a resident entity in one economy
(direct investor) with the objective of establishing a lasting interest in an enterprise resident in an economy other
than that of the investor (direct investment enterprise). "Lasting interest” implies the existence of a long-term
relationship between the direct investor and the enterprise and a significant degree of influence by the direct
investor on the management of the direct investment enterprise. Direct investment involves both the initial
transaction between the two entities and all subsequent capital transactions between them and among affiliated
enterprises, both incorporated and unincorporated.

Ownership of 10% of the ordinary shares or voting stock is the guideline for determining the existence of a
direct investment relationship. Direct investment enterprises are defined as entities that are either directly or
indirectly owned by the direct investor and comprise:

e  subsidiaries (an enterprise in which a non-resident investor owns more than 50%);
e  associates (an enterprise in which a non-resident investor owns between 10 and 50%); and

e  branches (unincorporated enterprises wholly or jointly owned by a non-resident investor).

Data on FDI is collected through the DAC system. But there are also other sources of FDI data (including
the IMF and UNCTAD). Due to coverage issues, the DAC data collected are not fully compatible with those
other sources and may understate the actual amounts of FDI to individual developing countries.

Chart A.1 presents trends in external resource flows" to developing countries from the
Development Assistance Committee (DAC)’s 22 member countries between 1980 and 2003,
expressed as a share of DAC members’ total gross national income (GNI) (data for recent years are
also presented in Table A.2). The ODA and OOF data are shown as “net”, with repayments of
concessional and non-concessional loan principal being deducted from the “gross” disbursements.
Similarly, the FDI inflows are “net” in the sense that they are the balance between foreign enterprises’
inward and outward capital transactions with affiliates in developing countries. These were partly
offset by FDI outward investment by enterprises domiciled in developing countries, but many of these
outflows were autonomous transactions unrelated to the inward investment and could have been
financed by any of the other type of external financing or domestic savings.

13. Chart A.1 does not include loans with a maturity of less than one year, military credits, transfer
payments to individuals or remittances. No flows to transition countries are included. Private flows
shown in this chart are based on DAC members’ reporting to the annual DAC Questionnaire on total
official and private flows and cover members’ holdings in private long-term assets in developing
countries (see Table A.1), held by residents of the reporting country. They exclude any flows to
countries in transition (see Table A.1 and Box A.3) as well as any South-South co-operation (unlike
the data presented in the section on “Trends in private finance” below).
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Table 1. Table A.2 The total net flow of long-term financial resources from DAC countries to developing countries and multilateral organisations

by type of flow
Net disbursements at current prices and exchange rates
USD million Per cent of total
1987-1988 1992-1993 1999 2000 2001 2002 2003 1987-1988 1992-1993 1999 2000 2001 2002 2003
average average average  average
I. Official Development Assistance 43834 58 318 53233 53 749 52435 58292 69 029 60 48 28 40 49 80 64
1. Bilateral grants and grant-like flows 23 479 34133 33 931 33 040 33522 39813 50 965 32 28 18 25 31 54 47
of which: Technical co-operation 9043 13279 13036 12767 13 602 15 452 18 366 12 11 7 9 13 21 17
Developmental food aid (a) 1745 1723 1045 1180 1007 1086 1196 2 1 1 1 1 1 1
Emergency & distress relief (a; 704 2918 4414 3574 3276 3869 5874 1 2 2 3 3 5 5
Debt forgiveness 240 2849 2277 2045 2514 4534 8338 0 2 1 2 2 6 8
Administrative costs 1541 2503 3049 3083 2964 3027 3524 2 2 2 2 3 4 3
2. Bilateral loans 6 956 6 756 3912 3024 1602 939 -1 153 10 6 2 2 1 1 -1
3. Contributions to multilateral institutions 13 399 18 364 15390 17 685 17 311 17 540 19217 18 15 8 13 16 24 18
of which: UN (b) 3251 4425 3654 5185 5233 4634 4705 4 4 2 4 5 6 4
EC (b) 2275 4207 5017 4950 4946 5695 6 834 3 3 3 4 5 8 6
IDA (b) 4762 5636 2834 3672 3599 3279 3120 7 5 1 3 3 4 3
Regional dev. banks (b) 1897 2450 1860 2187 1491 1813 1734 3 2 1 2 1 2 2
Il. Other Official Flows 3022 8 567 15 589 -4 326 -1589 -45 -1127 4 7 8 -3 -1 0 -1
1. Bilateral 3181 7 646 14 640 -4 303 -797 2401 -1597 4 6 8 -3 -1 3 -1
2. Multilateral - 159 922 949 -23 -792 -2 446 470 0 1 0 0 -1 -3 0
lll. Private Flows at market terms 21491 49803 115999 78 128 49 745 6 252 30 481 30 41 61 58 46 9 28
1. Direct investment 21202 33 309 94 314 71729 66 041 36 286 36 660 29 27 49 53 61 50 34
2. Bilateral portfolio investment 319 18 396 25575 2416 -14946 -26902 -6 611 0 15 13 2 -14 -37 -6
3. Multilateral portfolio investment 2033 -2 297 -5 786 -3 369 -4 086 -3 146 635 3 -2 -3 -3 -4 -4 1
4. Export credits -2 064 396 1896 7 352 2736 14 -203 -3 0 1 5 3 0 0
IV. Net grants by NGOs 4123 5848 6715 6 934 7 289 8 765 10 162 6 5 4 5 7 12 9
TOTAL NET FLOWS 72470 122539 191536 134485 107 881 73263 108 545 100 100 100 100 100 100 100

a) Emergency food aid included with developmental food aid up to and including 1995.
b) Grants and capital subscriptions, does not include concessional lending to multilateral agencies.

Source of private flows: DAC members' reporting to the annual DAC Questionnaire on total ofticial and private tlows.
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Chart A.1 DAC member countries’ resource flows to developing countries
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ODA has exceeded private capital flows in most years over the last few decades and, as
Chart A.1 shows, it has been the least volatile component of capital flows to developing countries,
since it expresses government programmes for development that are largely independent of the
individual decisions of economic actors. While Chart A.1 shows aggregate flows to all developing
countries on the DAC List, the preponderance of ODA over FDI holds mainly for low-income
countries. In middle-income countries, FDI is often higher than ODA. Medium-term trends in ODA
volume are determined in part by underlying support for development — which has increased with the
results-orientation given by the Millennium Development Goals (MDGs) - and economic conditions in
donor countries. Changed strategic priorities following the collapse of communism and fiscal
consolidation in DAC member countries led to the major fall in ODA between 1992 and 1997. The
subsequent upturn coincided with an emerging consensus on the broad development agenda around
specific goals for 2015. Trends in resource flows to transition countries are described in Box A.3.

Box A.3 Resource flows to transition countries (on Part Il of the DAC list)

Development - motivated flows to transition countries, such as Russia, Poland and Israel, are not eligible for
recording as ODA but as official aid (see Box A.1). Net official aid disbursements totalled USD 7.1 billion in 2003,
up from an estimated USD 6.3 billion in 2002.

Net other official flows to transition countries were USD 2.2 billion in 2001 but turned negative in 2002 and
2003. In contrast to the situation with developing countries, private financing to transition countries far exceeds
official flows.
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Total private flows to developing countries, as a share of DAC members’ GNI, reached peak
levels in the early 1980s. However, recent changes in the composition of these flows suggest that their
developmental benefits could now be far greater. Direct investment has, globally for developing
countries, become the most significant element of private flows and for a period of six years
(1996/2001) outstripped ODA as a source of external finance. The trends in FDI to developing
countries are discussed further below. By contrast, bank lending, which adds to debt burdens, is much
lower than 20 years ago. The sharp fall in “other private flows” to developing countries in the early
1980s reflects the collapse in international bank lending following Mexico’s announcement in 1982
that it was unable to meet its debt service obligations. There was a similar retrenching following the
financial crisis in Asia in 1997.

Within these overall trends, the mix in sources of external financing can be very different for
individual developing countries. It is often asserted that “almost all of the ODA goes to the poorest
countries while almost all of the FDI goes to the middle-income countries”. This is clearly an
oversimplification, although, as indicated by Chart A.2, FDI does tend to be relatively more important
in middle-income countries.

Chart A.2 Sources of external resources

LDCs and other Low Income Countries Average 2002-03, US$ billion Middle Income Countries
-100 50 50 100 100 -50 50 100

ODA/Official Aid

Private Charitable Donations

Foreign Direct Investment (FDI)

::DU °

0
Private Workers' Remittances (a)

Other Private Sector Flows
U Remitted profits on FDI I:
D Interest on long term debt I_,i

(a) 2000 data estimates

Source: OECD

Another way to illustrate this point is to compare the financial flows to the poorest continent
(Africa) with a region with several middle-income countries (South America). African countries
continue to be largely dependent on ODA for their external finance — although FDI has been growing
from previously very low levels during the early 1990s. Conversely, while South American countries
continue to receive ODA — USD 2.5 billion in 2003, the largest amount in 30 years - their main source
of external finance, other than trade, has for the better part of two decades been FDI. The Argentine
crisis and the nervousness it caused among the region’s investors did lead to a sharp drop in direct
investment, but FDI inflows nevertheless remained at par with the numbers recorded in the mid-1990s
and well above the region’s ODA.
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Trends in official finance to developing countries
0oDA

Total net ODA from DAC member countries reached USD 69 billion dollars in 2003 its highest
level ever (in nominal and real terms), representing a 5% increase in real terms from 2002. This
represented 0.25% of DAC members’ combined GNI (see Chart A.3)."* In 2003, five DAC member
countries — Denmark, Luxembourg, the Netherlands, Norway and Sweden — attained the United
Nation’s target of devoting 0.7% of their GNI to ODA.

Chart A.4 provides an overview of DAC member countries’ development co-operation in
2002-03. Several features can be highlighted:

e  Debt relief continues to grow, with forgiveness of debt owed by the Democratic Republic of
Congo helping to make that country the largest beneficiary of ODA in 2002-03.

e  Strong growth is reducing demand for aid from large and medium-sized Asian countries. In
2003, India’s net ODA receipts fell below USD 1 billion, the lowest level since the 1970s as
it repaid loan principal of USD 1.8 billion in 2003. Net aid to China also fell by two-thirds
from its level in the early 1990s as it increased its repayments in 2003. And Thailand, once a
large ODA recipient, for the first time repaid more than it received. As a result, ODA is
increasingly being concentrated on the most needy countries and sub-Saharan Africa
received more than one-third of country allocable ODA in 2002-03.

e At the same time, the war on terrorism has boosted aid flows to some countries. Net ODA to
Afghanistan (a least-developed country) reached USD 1.2 billion from DAC countries in
2003 (compared to USD 88 million in 2000). Aid to Iraq (a lower-middle income country)
rose from USD 85 million in 2002 to USD 2.1 billion in 2003 and aid to Jordan (a
lower-middle income country) increased from USD 371 million in 2002 to USD 1.1 billion
in 2003. As a group, lower-middle income countries received the most ODA in 2002-03
- 38% of country allocable disbursements.

e Aid for economic infrastructure, the availability of which is important for mobilising
investment, has fallen from 19% of bilateral ODA in 1982-83 to 11% in 2002-03.

As Chart A.5 shows, total net ODA has been increasing in real terms in each year since 1997 and
in 2003 reached its highest level ever. As a share of GNI, DAC ODA rose to 0.25% in 2003, up from
0.22% in 1997 but still well short of the average of 0.33% achieved in 1980-92.

Aid allocations are expected to continue increasing up to the end of the decade and beyond. If
commitments by donors are delivered, including those made in 2002 at the International Conference
on Financing for Development in Monterrey, by 2006 net ODA should reach USD 88 billion (at 2003
prices and exchange rates), some 0.30% of DAC GNI, and pass USD 100 billion by 2010. Table A.3
gives the latest Secretariat simulations for ODA levels in 2006.

14 . Preliminary estimates show that net ODA from DAC member countries increased further in 2004 to
reach USD 79 billion (USD 72 billion at 2003 prices and exchange rates). This corresponded to 0.25%
of GNI.
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Other official flows

As well as ODA, the authorities of OECD countries may provide external finance to developing
countries in the form of “other official flows”. Net amounts of other official flows to developing
countries can be significant, reaching, for example, USD 15.6 billion in 1999. But since 2000 these
flows have turned negative, with debt repayments exceeding disbursements of new loans. In 2003,
gross other official flows to developing countries amounted to USD 19.9 billion but repayments and
significant amounts for the cancellation of mainly export credit debt exceeded this, totalling
USD 21.0 billion.

Table A.3 Simulation of ODA prospects for 2006

in 2006 compared
. with 2003 (at 2003
N;BOOGD('?‘nm prices and éxchange
Net ODAin  ODA/GNIin Commitment/ Announcement/ Yearto be millions of ODA/GNI rates) '

2003 (USD m) 2003 Assumption attained 2003 USD) in2006 (USD m) Percent

Austria 505 0.20% 0.33% 2006 877 0.33% 372 74%
Belgium > 1853 0.60% 0.7% 2010 2099 0.64% 245 13%
Denmark 1748 0.84% >0.7% n.a. 1838 0.83% 89 5%
Finland *® 558 0.35% 0.44% 2007 706 0.41% 148 26%
France ° 7253 0.41% 0.5% (0.7% by 2012) 2007 8791 0.47% 1538 21%
Germany 6784 0.28% 0.33% 2006 8381 0.33% 1597 24%
Greece 362 0.21% 0.33% 2006 642 0.33% 280 7%
Ireland 2 504 0.39% 0.7% 2007 821 0.61% 318 63%
Italy 2433 0.17% 0.33% 2006 5092 0.33% 2 659 109%
Luxembourg 194 0.81% Long term goal 1% (assume 0.87% in 2006) 221 0.87% 28 14%
Netherlands 3981 0.80% 0.8%  Already 4240 0.80% 259 7%
Portugal 320 0.22% 0.33% 2006 510 0.33% 190 59%
Spain ® 1961 0.23% 0.5% (with 0.33% in 2006) 2008 2940 0.33% 979 50%
Sweden 2400 0.79% 1% 2006 3 206 1.00% 806 34%
United Kingdom s 6 282 0.34% 0.47% _ 2007-08 8 455 0.42% 2173 35%
EU Members, Total 37 139 0.35% 0.39% 2006 48 818 0.44% 11 679 31%
Australia 1219 0.25% 0.26%  2004-05 1360 0.26% 142 12%
Canada 2031 0.24% 8% annual increase to 2010 2558 0.27% 527 26%
Japan 8880 0.20% 2001-2003 av. level (USD 9.5bn) in 2006 9500 0.22% 620 7%
New Zealand 165 0.23% Future level is under review 202 0.26% 37 22%
Norway 2042 0.92% 1%  2006-09 2 359 1.00% 317 16%
Switzerland 2 1299 0.39% 0.4% 2010 1359 0.38% 60 5%
United States ° 16 254 0.15% See footnote 5 22 290 0.19% 6 036 37%
DAC Members, Total 69 029 0.25% 88 446 0.30% 19 417 28%

' Assumes average real growth in GNI of 2% p.a. (3% for Canada and US, 4% for Greece, zero for Japan, and 3.25% for UK)
from 2003 to 2006.

2 ODA/GNI ratio for 2006 interpolated between 2003 and year target scheduled to be attained.

® Finland aims to achieve 0.7% by 2010 ‘subject to economic circumstances’; Spain aims for a minimum of 0.5% by 2008, with
the intention then to aim for 0.7% by 2012; the UK has noted that increases at the presently planned rate would bring its ratio to
0.7% by 2013.

* As aid volume determined in annual budgets, assumes same ratio in forward years.

® Assumes 5% nominal GNI growth and 2% inflation to 2006, and for 2006 includes estimated expenditure of over USD 1.5
billion from the Millennium Challenge Account, of nearly USD 2 billion for the Global AIDS initiative, increased multilateral aid,
and rephased expenditure on reconstruction in Iraq.
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Chart A.3 Net official development assistance in 2003
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Chart A.4 Aid at a glance for DAC member countries
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Trends in private finance
The mix in private financing

As illustrated in Chart A.1, private capital flows other than FDI (e.g. bank loans, portfolio
investment) were the major source of finance for the developing world in the early 1980s. But their
motivation is not primarily to promote development and as the chart demonstrates very clearly, they
are notoriously volatile and so not a reliable channel of development finance for most governments.
Between the mid-1980s and in 1990 there was a considerable withdrawal of this “other” private capital
from the developing world. Again, following the financial crises of several developing countries in the
late 1990s, net private flows other than FDI fell to almost zero in 1999 and 2000 and became negative
in 2001, 2002 and 2003.

Foreign direct investment, on the other hand, has proven to be a resilient source of private
finance."” The general trend in FDI to developing and transition countries has been rising for the last
two decades, and while the cooling of the worldwide “direct investment euphoria” of the late 1990s
also affected the developing world, inflows in 2000-2002 remained at historically high levels (see
Table A.4). Furthermore, the amount of FDI among developing and transition countries themselves
(so-called “south-south investment”) has increased in the last decade, and while this does not entail a
resource transfer to the developing world as a whole, it is nevertheless likely to have had a positive
developmental impact.

Table A.4 Net private capital flows to developing and transition countries (current USD billion - yearly

averages)
1991-1993 1994-1996 1997-1999 2000-2002
FDI' 60 126 208 210
Other private flows 13 51 37 -10

Source: IMF and UNCTAD. 1 Including investment from home countries that are not DAC members. The figures in the table
exceed those in Chart A.1 for this reason and because they include transition economies and other countries not
eligible for ODA.

Compared with other developing regions, nominal FDI flows to Africa have been small but did
increase slightly in 2004. However, relative to the size of the region’s economies the difference
between the African continent and other parts of the world is less pronounced.

Sectoral distribution of FDI

Direct investment in several least-developed countries tends to be concentrated in a few sectors,
notably in mining and mineral extraction. While a strong case can be made for involving foreign
expertise in the exploitation of natural resources, maximising the developmental benefits of such
strategies is contingent upon relatively high standards of public and corporate governance that may not
always be in place.

A recent illustration of sectoral concentration is provided by the gross FDI inflows to Aftrica in
2003. In order of importance, the ten “top scorers” were Morocco, Equatorial Guinea, Angola, Sudan,
Nigeria, Chad, South Africa, Libya, Algeria and Tunisia. In all but three of these countries (Morocco,

15. This point was for instance made in OECD (2002), Foreign Direct Investment for Development —
Maximising Benefits, Minimising Costs, pp. 60-61, which demonstrates that in a number of developing
countries FDI has been less volatile (measured as standard deviation of annual inflows) than other
private sources of finance.
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South Africa and Tunisia), the bulk of foreign direct investment was related to petroleum exploration
and extraction.'® Specifically in the context of least-developed countries it would appear that concerns
about excessive sectoral concentration carry some weight — though it should be stressed that, insofar as
this is the case, then the policy challenge will be to broaden countries’ sectoral appeal, rather than
dissuading investment into certain sectors.

In the developing world more generally, though, there are fewer signs of an excessive
concentration. The share of total inward investment in the primary sectors stands around 6-7% (see
Chart A.6), which is broadly the same as in an average OECD country. The main change over the last
decade appears to have been an increasing importance of the service sectors as recipients of FDIL
Again, this reflects developments in the OECD area, where the shift toward services has been even
more pronounced (an estimated 61% of inward FDI positions are now found in the service sector).

Chart A.6 Inward FDI stock in developing and transition countries
(excluding Central and Eastern Europe) by sector
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16. UNCTAD (2004), World Investment Report, pp. 40-41.
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One of the factors behind the shift toward service sector FDI into the developing world has been
the privatisation of public utilities in several countries'’ (see also Box A.4). While the positive
development impact of international strategic investors’ participation in privatisation is well
documented,' and while the proceeds from the privatisations may eventually be sunk into fixed
investment, the short-term effect on domestic capital formation of such FDI is often limited. Also,
there may be reasons for not drawing too firm conclusions about the rising importance of services in
developing and transition countries: a non-trivial part of the increase falls in the categories of finance
and business services and is thought to reflect, at least partly, the growth of holding companies and
special purpose entities in upper-middle income economies (frequently quoted examples include
eastern Asian economies).

Box A.4 FDI in developing countries: a shift to infrastructure and services

FDI flows to developing countries’ service sectors increased rapidly in the late 1980s and early 1990s.
Between 1988 and 1999, service sector FDI increased at an annual rate of 28% and accounted for around 37%
of total FDI inward stocks in developing countries in 1999. The share of infrastructure in total FDI flows nearly
doubled during the period 1990 to 1998. This increase was led by a surge in flows into the telecommunications
sector (the increase was around USD 84 billion, or one tenth of the change in aggregate FDI stock) as global
telecom and utility companies took advantage of their rising stock prices and participated in privatization
programmes in many developing countries. Such investment peaked in 1998, however, in line with the asset
price movements in the information, communication and technology sectors in global markets. Also, privatisation
efforts began to slow around this period in many developing countries.

Despite the slump in the telecommunication sector since 1998, developing countries have continued to
receive FDI into this sector. The profile of investors is, however, changing. A growing number of new (relatively
small) regional firms are now competing with the global players. The mode of investments is changing as well,
from privatisation to licensing and joint ventures.

This shift toward services is likely to have increased the benefits of FDI to developing countries. Foreign-
owned service companies can be an important source of spillovers to the domestic business sectors, particularly
compared with the often limited linkages between extractive industries and the host economies. For example,
the entry of foreign banks has helped improve the efficiency of developing countries’ financial sectors, a critical
input to growth.

Source: Global Development Finance 2003, World Bank.

17. For further detail, see Aykut, D., H. Kalsi and D. Ratha (2003), “Sustaining and Promoting Equity-
Related Finance for Developing Countries”, World Bank, op. cit.

18. See, for example, La Porta, R. and F. Lopez de Silanes (1997), “The benefits of privatization:
evidence from Mexico”, NBER Working Paper, No. 6215, and Bortolotti, B., J. d’Sousa, M. Fantini
and W. Megginson (2001), “Sources of performance improvements in privates firms: a clinical study
of the global telecommunications industry”, University of Oklahoma Department of Finance Working
Paper/FEEM Working Paper, No. 26.

THE DAC JOURNAL 2005, VOL. 6 No 2 - ISSN: 15633152 - © OECD 2005 53






MOBILISING PRIVATE INVESTMENT FOR DEVELOPMENT

Selected Bibliography

Klump, R. and T. Bonschaub (2004), Operationalising Pro-poor Growth: A Country Case Study on
Viet Nam, paper prepared for the joint AFD, BMZ, DFID and World Bank work programme on
Operationalising Pro-poor Growth.

Migliorisi, S. and M. Galmarini (2004), “Donor assistance for investment climate reforms and for
direct support to firms: An overview of available data”, Background paper to the World Bank’s
World Development Report 2005.

OECD (1995), DAC Orientations for Development Co-operation in Support of Private Sector
Development, OECD, Paris.

OECD (2001), The DAC Guidelines: Poverty Reduction, OECD, Paris.

OECD (2002), Foreign Direct Investment for Development: Maximising Benefits, Minimising Costs,
OECD, Paris.

OECD (2004), Accelerating Pro-poor Growth through Support for Private Sector Development,
OECD, Paris.

OECD (2004a), ODA and Investment for Development: What Guidance can be drawn from Investment
Climate Scoreboards? Working Papers on International Investment 2004/5, OECD, Paris.

OECD (2004b), ODA and Investment for Development: Review of ODA uses and experience, OECD
Papers Volume 4, No. 7, OECD, Paris.

OECD (2004c¢), Mobilising investment for development: Role of ODA — The 1993-2003 experience in
Viet Nam, Working Papers on International Investment 2004/6, OECD, Paris.

OECD (2005), Mobilising investment for development: ODA and investment synergies in Africa,
Background Report tabled at the NEPAD-OECD Investment Policy Roundtable in Entebbe on
25-27 May 2005.

United Nations (2000), United Nations Millennium Declaration, Ref.: A/RES/55/2, New York.

United Nations (2002), Report of the International Conference on Financing for Development,
Monterrey, Mexico, 18-22 March 2002, A/CONF 198/1, New York.

UNDP (2004), Unleashing Entrepreneurship: Making Business Work for the Poor, Report to the
Secretary-General of the United Nations by the Commission on Private Sector and
Development, UNDP, New York.

UN Millennium Project (2005), Investing in Development: A Practical Plan to Achieve the Millennium
Development Goals, UNDP, New York.

THE DAC JOURNAL 2005, VOL. 6 No 2 - ISSN: 15633152 - © OECD 2005 55



MOBILISING PRIVATE INVESTMENT FOR DEVELOPMENT

White, S. (2004), Donor approaches to improving the business environment for small enterprises,
Report prepared for the Committee of Donor Agencies for Small Enterprise Development, July
2004, Washington D.C.

World Bank (2004), The Poverty Reduction Strategy Initiative: An Independent Evaluation of the
World Bank’s Support through 2003, the World Bank, Washington D.C.

World Bank (2004), World Development Report 2005: A Better Investment Climate for Everyone, the
World Bank/Oxford University Press, Washington D.C./New York

World Bank (2005), Economic Growth in the 1990s: Learning from a Decade of Reform, the World
Bank, Washington D.C.

World Bank Group (2004), Improving Investment Climates: An Evaluation of World Bank Group
Assistance — Overview Report, the World Bank Group, Washington D.C.

56 THE DAC JOURNAL 2005, VOL. 6 No 2 - ISSN: 15633152 - © OECD 2005



