onInternational Investment

BEST PRACTICES IN
PROMOTING INVESTMENT FOR DEVELOPMENT:
WITH SPECIAL REFERENCE TO INFRASTRUCTURE
DEVELOPMENT IN SUB-SARAHAN AFRICA

Hon. Professor Semakula Kiwanuka

Session 2.3.: The policy challenges
of involving private investment in key primary sectors:
the water and energy sectors in focus

This paper is distributed as part of the official conference documentation and serves as background
material for the relevant session in the programme. The views expressed in this paper do not necessarily
represent those of the OECD or its member governments.

OECD Global Forum on International Investment
OECD Investment Division
www.oecd.org/investment/gfi-7




BEST PRACTICES IN PROMOTING INVESTMENT
FOR DEVELOPMENT: WITH SPECIAL REFERENCE TO
INFRASTRUCTURE DEVELOPMENT IN SUB-SARAHAN
AFRICA

BY

HON. PROFESSOR SEMAKULA KIWANUKA
MINISTER OF STATE FOR FINANCE, PLANNING
AND
ECONOMIC DEVELOPMENT
IN CHARGE OF INVESTMENTS
GOVERNMENT OF UGANDA

PARIS 27 FEBRUARY 2008



EXECUTIVE SUMMARY

This paper arques that investment in physical infrastructure of transport and energy is the Key to Africa’s
economic and social transformation. If we were to choose just two strategic missing links in Africa’s
development, these will be the inadequate or very poor transport infrastructure of roads, railways, ports
and air transport. The second strategic missing link is energy characterized by the very low electric power
supply. Although Africa has an abundance of hydropower potential, its exploitation is inadequate because
the building of dams and huge power stations demands big, long-term financial resources. SSA whose
economies are still agriculturally based, has very low agricultural production because of the absence of
irrigation infrastructure. The inadequacy of all weather rural roads, the absence of local market
infrastructure etc. means that peasant farmers cannot transport their produce to the markets etc. In
adequate power supply has meant that Africa is still a commodity based continent, trapped in primary
production instead of manufacturing and value addition. In other words, SSA has never undergone a real
industrial revolution. In this paper, | shall lay emphasis on the transport sector with a focus on road and
railways | shall also discuss though briefly the modes of financing, drawing examples from Asia.

Recent research has produced plenty of evidence to show that isolation from regional and international
markets has contributed significantly to the persistence of poverty in many Sub-Saharan African
countries. Numerous empirical studies identify poor transport infrastructure and boarder restrictions as
significant deterrents to trade expansion. ! Thus the picture that emerges is that, Sub Saharan Africa
suffers from not only a severe shortage, but also of a dilapidated transport network of roads and railways
airports and harbors. The prevailing condition has resulted in the isolation of individual African countries,
regions and sub regions from regional and international markets. Within countries, districts and states in
one country cannot trade with each other. Individual countries within a region are plagued by poor
transport infrastructure and the situation is worse when we come to land locked countries like Uganda,
Rwanda, Eastern DRC and Southern Sudan etc. In East Africa, for example the highway from Mombasa
on Indian Ocean Coast which should be the artery for landlocked Uganda etc .has many of its sectors
chronically in poor state of repair. The railway line from Mombasa to Kampala, which is shared by Kenya
and Uganda, has a very narrow gauge and cannot serve the region. Overall, SSA has less railway line
mileage than a few states in India, for example.

In the rest of the paper, | discuss how poor transport infrastructure has contributed to SSAs
isololation from markets because these infrastructural constraints are hindrances to trade
expansion. | shall propose financing modes including investment to build an integrated
network of roads, railways etc. | shall also attempt to quantify the trade expansion potential as
well as costs for new continental networks, upgrading repairs and maintenance etc.

1 See Road Network Upgrading and Overland Trade Expansion in Sub-Saharan Africa. Piet Buy* Uwe
Deichmann David Wheeler. Development Research Group World Bank Policy Research Working Paper
4097, December 2006.



FDI AND FINANCING FOR DEVELOPMENT: THE CASE FOR INFRASTRUCTURE
INVESTMENT

There is no single mode for financing infrastructure investment. Examples from India and China
show a number of modes which include fiscal policy, PPPs, as well as FDI. According to the
World Investment Report 2007, there is wide spread growth in FDI with the result that global
FDI flows have approached their 2000 peak level.

PFor the third consecutive year, global FDI inflows rose in 2006 by 38% - to reach $1,306
billion. This was close to the record level of $1,411 billion reached in 2000, and reflects strong
economic performance in many parts of the world. The growth of FDI in 2006 occurred in all
three groups of economics: developed countries, developing countries and the transition
economies of South-East Europe and the Commonuwealth of Independent States (CIS)/”

The Geographical Patter of FDI is Changing, with Greater South-South FDI Flows

The Geographical Pattern of FDI is showing signed of change, with new countries emerging as
significant host and home economies, reflecting the involvement of many more countries
production.

Sub saharan africa

FDI in Africa peaked, as its resources attracted increasing FDI.

At $36 billion in 2006, FDI inflows in Africa were twice their 2004 level. This was due to
increased interest in natural resources, improved prospects for corporate profits and a more
favourable business climate. The value of cross-border M&A sales reached a record $18 billion,
half of which represented purchases by TNCs from developing Asia. Greenfield projects and
investments in expansion also grew significantly.

EXTRACTIVE INDUSTRIES
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The above picture for SSA reflecting increase activity TNCs, it is nevertheless misleading because
the high prices of oil, minerals and natural gas are confined in extractive industries. 'Thus the 24
countries in SSA classified by the World Bank as oil- and mineral-dependent have, on average,
accounted for close to three-fourths of annual FDI flows over the past two decades. With the
discovery of new oil fields in Chad and Equatorial Guinea, all of the top 10 SSA recipients of FDI
in 2004 have large mineral and petroleum resources. In other words big money or the huge
investments required for infrastructures development are still in short supply. Here below we
give a contrasting picture where we show that a unlike Asia and the Pacific, SSA still lacks a
huge reliable source of funding, whether bilateral or multilateral.

In a paper presented by Shigeru Kiyama [The Resident Executive Director for the Japan Bank for
International Cooperation (JBIC].! the Bank financed transport Infrastructure Projects in Vietnam
and the Eastern Seaboard Development in Thailand. The Seaboard development was;



A intended to prevent excessive concentration of industries in Bangkok metropolitan area.
<Initial set of physical infrastructure supported by JBIC>
A )l ("zUwUUxxOUUwE OGFPhub4hd Eabhh Ehab&h@) ureast A totdl of 16
projects, 178,768 million yen was spent.
A Projects covering industrial complexes of port, water, road and railway were also
undertaken.
A The Japanese Chamber of Commerce in Bangkok played a critical role in setting up
dialogues in between the government and FDIL
As a result of JBIC financial assistance;
A The Eastern Seaboard is currently the second largest industrial area in Thailand.
Manufacturing value added greater than Bangkok metropolitan area and known as the
P#1 0UOPUWOI w UDE-»

INFRASTRUCTURE INVESTMENT AND DEVELOPMENT

In this part of the paper I describe the impediments to trade expansion caused ba w2 2 z Uwx OO
transport infrastructure as well as road blocks which undermine trade flows. African roads are
functionally categorized as primary, secondary or tertiary, depending upon whether they
connect principal centers, secondary centers, or peripheral areas. Road conditions vary widely
by country. Thus functional categories convey little information about road quality. Primary
roads in the Republic of South Africa are paved and are all-weather highways, while many
primary roads in the D.R.C are unpaved. Similar conditions prevail in much of the subcontinent,
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regions remain largely isolated from one another. Similarly overland trade between the large
urban centers of West Africa and South Africa is basically nonexistent. Within many countries,
abundant fertile soil lies fallow because hauling produce to market is too expensive, time-

consuming and dangerous for truckers.

The World Bank Research Group observed that numerous empirical studies have examined the
economic impact of poor roads. Amjadi & Yeats (1995) found that the relatively low level of Sub-
Saharan African exports is essentially due to high transport costs. In a study of transport costs
and trade, Limao & Venables (2000) found that poor infrastructure accounted for 60% of
transport costs for landlocked countries, as opposed to 40% for coastal countries. Simuyemba
(2000) responded to this problem by calling for a more integrated approach to infrastructure
planning in Africa:

... Africa needs a deliberate, systematic and concerted effort at the practical level to integrate,
upgrade and modernize regional infrastructure so that it becomes the catalyst for Africa’s
growth. The regionally integrated corridor approach offers prospects for speedier integration of
infrastructure systems in Africa. The vision and ultimate objective for Africa should be to
create a single market of 750 million people that is competitive within itself and within the
global economy. A critical pre-requisite to this is regional infrastructure integration across
Africa.



For this reason, The World Bank and the African Development Bank (ADB) have both
launched initiatives to encourage more integrated infrastructure development. The! EOOz Yw2 UE
Saharan Africa Transport Policy Program (SSATP) has focused on regional and national
programs for transport development (World Bank, 2003). The ADB has also proposed
development of a transcontinental road network, with seven major road corridors in Sub-
Saharan Africa (ADB, 2003).

EMPLOYMENT BENEFITS!

Historically, the construction industry, has always been a huge employer, generating very many
jobs. Thus a co-ordinated upgrading of the Sub-Saharan road network will not only generate a
very large expansion of interregional trade but it will also result in a wide range of employment
and incomes opportunities. D.R.C provides an illustration of large-scale benefit generation, with
total network length of 12,184 km. Subsequent maintenance of the road network would also
generate about 110,000 rural jobs, with annual income flows of about $55 million. Assuming that
40% of the local population is employable on road construction, annual maintenance demand
can absorb between 4% and 26% of available labor in abutting settlements. In the full network,
18 countries have high-range absorption percentages.

For the whole trans-Africa network, it is estimated that 8.4 million person-years of rural
construction employment would be generated by initial upgrading, with about 365,000 rural jobs
generated by annual maintenance. This would have a significant impact on employment and
earnings in some of the poorest parts of rural Africa.

WHERE WILL THE MONEY COME FROM?

Infrastructural development in transport and energy needs huge investments. We have shown
that inspite of relatively increased FDI flows, these are concentrated in enclave economies of the
extractive industries of oil and minerals. Lack of investment has kept SSA unlit, because even
where there is abundant hydropower, such as in Central Africa the power generated, say from
the Kaborabasa dam, is concentrated in the urban areas because of lack of funds to construct the
transmission infrastructure.
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As study that was sponsored by the World Bank proposed that coordinated upgrading and
maintenance of the network could be accomplished by an All-Africa Convention on overland
trade, implemented in collaboration with multilateral and bilateral donors, and it would cover 5
years of upgrading and 10 years of full operation. The agreement would ensure streamlined
border procedures, finance and monitor needed repairs and maintenance, and implement
measures to stop harassment of truckers for bribes at local road barriers. The authors concluded
that we should stress that donor support for this program would be strictly limited to the trans-
African network links, which account for a modest part of primary and secondary road systems
for most African countries. This limitation is nect UUEUa wUOwx Ul Ul UYI wgdbuUOUUD
domestic resources for upgrading and maintaining their other roads. Existing national road



funds would be well spent on improving local access to the network on feeder roads, and the
productivity of local funds would be greatly enhanced by the existence of the trans-African
network.

SHIFTING ENVIRONMENT: NEW PERSPECTIVES AND NEW PLAYERS

There is much to celebrate, because China and other East and South Asian countries are scaling
up investment in Africa. The most significant investment or FDI directed to infrastructure
development. is the Chinese $500bn for the Democratic Republic of Congo. Recent estimates are
that the Chinese government will lend an extra $3 billion in preferential credit and will double
aid and interest-free loans over the next 5 years. When we turn to transport over the next several
years, there may be a revolution in the African railway industry. In 2007 major projects were
launched. For example there was the $12 million rail project connecting Zambia to the cost of
Mozambique through Malawi. According to the Mail Newspaper of 28 August 2007, that project
was commissioned in December 2007. Another huge investment was the $1 billion pledged for
the financing of the Lagos Mega City Project. Another big interesting development was the
Overseas Private Investment Corporation (OPIC)?
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management of one or more investment funds that would invest risk capital in Sub-Saharan

Africa [except South Africa]. The funds would focus on investments that addressed specific

market gaps in SSA. Another example is the InfraCo Sub-Sahara Infrastructure Fund. This one

responsed to the OPIC call for a proposal. On May 24, 2007 for the formation and management of

a $200 million equity fund to invest equity in Greenfield infrastructure investments developed by

InfraCo. The Proposal called for OPIC to finance up to $100 million in the project.

SUMMARY AND CONCLUSIONS:
FINANCING MODES FOR INFRASTRUCTURE: EXAMPLES FROM ASIA

As we explore different modes of financing, it becomes clear that all of them should be explored
and exploited. As regards PPPs we agree that
1 PPPs are an effective way to efficiently allocate risk, thereby lowering cost
1 That sustainability requires government commitment to cost recovery or targeted
subsidies. Furthermore
{1 Sustainability requires stable and credible legal and regulatory frameworks.

20PIC is an independent U.S. Government agency whose mission includes financing support for the
creation of privately-owned and managed investment funds. These funds make direct equity and equity-
related investments in new, expanding or privatizing emerging market companies.



Examples from Vietnam show that a variety of financing to the Electrical Power Industry by
Japanese Company went into generation systems, while private financial institutions as well as
JBIC ODA loans and international financial institutions which included The World Bank and the
Asian Development Bank, financed the transmission and distributions project JBIC( z U w. #
three-fold role. It reduced the list for the private sector and it assisted in reforming policy and
institutions as well as assist in making BOT work.

ROLE OF PUBLIC FINANCING

When considering the modes for financing, not too much time should be spent on debating
whether public financing or private financing is preferred. What it important is to explore the
different tools or modes. Public financing can be looked upon not only as a stabilizing factor
which complements private flows, but it also plays a major role for infrastructure development.

INFRASTRUCTURE AND TRADE COSTS:

World Class infrastructures in transport and energy are important because not only do they
reduce trade costs, but they also affect international decisions. In a paper presented, To the
Technology and Related Financial Issues (UNCTAD, Geneva 12 ¢ 13 Feb 2008) Douglas Brooks
argued that they reduce trade costs. For example

' The advent of fast transport (air, shipping and faster ocean vessels) is equivalent to
reducing tariffs on manufactured goods from 32% to 9% between 1950 ¢ 1998.

{1 Each additional day spent in transport reduces the probability that the US will source
from the country by 1-1.5%. Another example is that of containerization of ocean
transport which charged the composition of freight rates.

In this paper, we have emphasized that financing in infrastructure is essential to economic
growth and development and is a sure means of achieving the MDGs.

We have discussed modes for financing and we have focused on the growth of FDI in
infrastructure industries. We have also pointed to the absolute need for a colossal growth in
infrastructure requirements in the decades to come. It is also agreed that improved
infrastructure would reduce the cost of doing business in Africa. A country more deeply
involved in global production networks will benefit more than one that is not. Hence Africa
must develop export related infrastructure, of road, railways, airways and airports and sea and
lake port. Without World Class infrastructure in transport and energy, Africa will continue to be
locked out of the international markets.



