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INTRODUCT ION

The developing countries faced with severe limitations on the,

availability of foreign savings through the international
. .
banking syvetenm and/with a reduction in domestic investment
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in order tou encourage greater flows of foreign direct

investments into the productive sector, several countries have

relaxed restrictions on the entry of transnaticnal-corporations
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ir productive sectors and industries. At the same time,
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howeverr, the need to earn foreign exehange and to lncrease
employnent caused many dsveloping countries to tighten certain

ong pertaining to transnational-
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aspects  of theilr regulat

ong and - to imposse export  and othear performance
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must  he  analyssed bearing irn mind that such other

factors as technological change, trade policies in  home
eral economic conditions can have as decligive

fect on Focosign invesgstment flows as domestic policies



Developing countries offer a number of tax, tariff and
financial 1incentives to stimulate both domestic and foreign
investments. This is because there is a general underlying
belief in many developing countriesz +that incentives are
important for demonstrating that the "invéstment climate" ig a
favourable one. Some may als=o fear that they may lose_their
conpetitive edge in gecuring internétional investment unless

thelr incentives match those offered by other countries.

However 1t 1s also possible (this has been suggested in some
studies) that incentives othgr than tariffs or guota
restrictions have 1little influence on the investment decis=sion
process of transnational corporations anq that international
invegtment may be more inhibited by uncertainities in the
operating environment than attracted by lncentives. The flows
of foreign direct investment +to developed countries for
instance have been motivated primarily by the size and groﬁth
potential of +the host country's market or the availability of
natural resources, not by the libéral investment codes of many

countries.

However develaping countries continue to devote considerable
effort to designing, implementing and modifying investment
incentive policies- almed at influencing investment location
decisgions and operations of foreign investors to their

country's favour.

\(/ -’Yf)



The aim of +this study is to try and establish or determine
whether or not the existing investment incentive instruments
and performance reguirements presently ' offered 1n the
investment policiez of the SADCC states are effective and to
what extent they influence the foreign investor's decision to
locate their investment in +these countries. In other words,
the aim is not +to establish why governments choose,particulaé
incentive policies but rather whether such policies attract,
repel or have no effect at all on foreign investor's decisilon

to locate investments.

The shortage of capital for develeopment iz well understoed
throughout the SADCC region. As a result, there is a general
strategy in all of the SADCC states to encourage foreign
investment and in particular private foreign direct
invegtments. The  SADCC statez have pronouhnced wvarying
investment incentive schemez and in s=some cases might be
competing among themselves and with other third world states in
trying to provide liberal incentives in the attempts to attract
foreign investers who are in most c¢cages large transnational

corporate investors.

The Zimbabwe government for example issued a policy statement
document in 1981 called “Growth With Equity' and =subsequently
the Foreign Investment Policy, Guideline and Procedures
decument in 198?, both of which stressed that the government

recognised the vital rele which foreign investment can play in



the development of industry, and that she would encourage
and welcome the participation of foreign private enterprise.

This sentiment is aired by most of the other SADCC states.

There are a number of different groups of investors that can be
distinguiszhed, each of whom view diferently the wvarious
invegtment incentives when making investment location

decisions. These groups include:-=

a) Public sector investors,

b) Locally owned private sector investors,

c) Foreign owned private direct investors.
This paper centres mainly on investment incentive= +that
influence the foreign investors. The focus is on the

investment incentive policies and performance requirements of

countries within the Southern Africa Dﬁvelopment Conference

{SADCC) region.

While it is difficult to capture in one term what 1s meant by
investment incentives, the issue of incentives can be taken as
part of a strategy to create “a =suitable e¢limate for
investment'. The list of items or instruments +that are termed
investment incentives and di=zincentives (performance
requirements), is given 1in +the 1literature section of this
paper. This lizt can be considered to be the approximate

definition of investment incentives.



Proponents of +the open-door policy, argue that foreign
entreprenueral capital brings to developing economies a number
of advantages, including among other things technology, foreign
exchange, managerial resources and the procurement of know-how,
marketing and other elements wvaluable +to the development

process which benefit the c¢lient states.

Investment incentive policies are said to be the most efficient
and equitable means of overcoming what are perceived +to be
market imperfections that impede the rapid growth of developing
countries, especially those _created by multinational
corporations. |, Investment incentives and rerformance
reguirements can also provide the capacity for fine-tuning to
governments. Tariff levels for instance can be varied accross
industry groups but net accross firmg in the same industry
among regions of the country.: Discretionary incentives and
performance requirements permit governments in principle to act

as perfectly discriminating monopolists.

Performance requirements may be a useful second-best instrument
for ztemming the ocutflow of rents created by +the developing
countries=' own policies. The excess payments to prodiucers
created by tariff protection (producer's surpluses) do not
represent a cost to =ociety but only a transfer of income from
consumers to producers if the preducers are all nationals of

the country applying the tariff.



Producer's surplue received by forelgn investors represent real
resource lesges to the host country in addition to the normal
deadweight loss cf consumer surplus arising from tariff
protection. Performance reguirements that reduce the ability
of foreign investors to repatriate these surpluses (limits on
ewnership and remittance abrcoad) or exact a price for them may

improve naticonal welfare when firzt-best remedies are not

available.

A country can also boost its foreign exchange reserves by
incentives which reward enterprises that would improve the
balance of payments, either by producing goeods for export or as
import =substitute=, or by requiring few imported inputs.
Emnployment opportunities can be expanded by introducing
incentives that reward new enterprises that can provide .a =set

minimam number of Jjobs.

The concern over investment incentive policies as a means Lo
attract foreign investments is important because of the costs,
both direct and indirect, that are incurred Iin offering
incentives and which.might be damaging +to the host country's

econcmic development.

Some of the more common incentives include the following:-
a) investment allowance, which is an immediate write-off of
a proportion of gross investment in addition to normal

depreciation;

b) initial allowance, which iz an immediate write-off of a
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proportion of gross investment with +the remainder
depreciated at the normal rate;

c) grossg investment tax rcredit which 1is a credit against
tares payable aof a proportion of gross investment. The
credit may or may not be deductible from depreciation.
Thie i equivalent to a subgidy on grogs investment;

d) net investment tax credit which iz a credit against
taxes payable of a proportion of ret investments. This
ig equivalent to a subsidy on net investment;

e) accelerated depreciation, a rate of depreciation for tax
purposes in excess’ of normal depreciation;

f) interest subsidy, whieh i1s the granting of‘cheap loans
for investment.

Each af the incentive provided involves a cost to government.
If business in Harare for instance ordinarily pays income tax,
exempting a particular firm subgidises it as much as if the
state had paid it the same amount in cash. Non-financial
inducements have the =same effect. Freeing a particular
enterprise from foreign exchange control amounts to a decision
to expand foreign exchange {generally in short supply) to the
benefit of +that enterpricse. The wvarious arguments in this
regard are that governments offer incentives +to companies that
were going to make an investment in the host country anyway.
The cost of these windfall gains to the investor, maf therefore
exceed +the benefit of any induced investment. In Southern
Africa, for ingtance, some countries, notably Botswana,
Lesotho, Malawi, guarantee low corporate taxes through various
tax concemgions and also the free repatriation of large ghares
of profits. In thisz way governments forego potential revenue

and at the s=ame time deny themselves control of locally



generated surpluses.

Another argument is that investors select host countries on the
bazis of real and enduring factors such as market size and
gtrength or labor and transport costs, rather than in response

to artificlal and fleeting factors such as incentives.

The indirect costse azggociated with affering investment
incentives c¢an be seen in the distortionary effects on the
allocation of resources. For example the right to import goods
duty-free is likely to discourage the use of local sources of
gupply. Yet other +types of incentive ingstrumnents, (for
instance, accelerated depreciation, import duty concessions,
etc) are likely to favour the employment of capital intensive
methods of production, and the establishment of capital
intenzive types .of enterprises in countries that are anxicus to

encourage employment creation.

Therefore it can be argued that ilmplementing investment
incentives inpoges costs on the implementing country in the
form of foregone revenue through indirect sgubsidies from the
varlous concessionsg, by government eg. tax holidays as well as
other indirect costs breought about by bestowing tax and other

benefits on firms that had already decided to invest for other

reasons.

If it iz proved that the majority of inducement policies in use

do not affect investment decisions, then whether or not the
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present or past investments flows are substantial would nét
matter, as the country would =still be losing potential revenue
which she would other wisetap toc her advantage. If also agreed
that there might be costs and other disadvantages that
investment incentives <¢an caume t0 an economy, it becomes
easential to ensure that the incentives offered by governments
are the effective ones and do attract investment inflows in
large enough qguantities to outweigh such costs and contribute

positively to the economic development of.-an economy.

"It is important to point out +that there i= no =ingle measure
that can be used to stimulate investments. Foreign investors,
for example, respond to a variety of other forces in addition
to the host country policies. Such forces operate at the level
of the corporations themselves and also at the level ef the
environmenlt in which they operate. They include such forces as
corporate strategie considerations, which for example lead to
the securing of foreign markets, sources of raw materials, or
to take advantage of cheap labor supplies, or the existeﬂce of
an adeguate rate_of return on the ivestment. The size and
direction of foreign investments can be indirectly affected by
economic policies of the home country of the investors. For
example, if the main home countries carry out market
protectionist measures, this prevents ezports of developing
countries into guch countries and as a result foreign
investments for axport in developing countries offering

attractive conditions for =such investments will be minimal.



10

saifving all the wvaricus investment incentive

ey
=

og
=
o}
¥
Y
{2
frat
5]
4]

instrunents and performance reguirements known. This

funt

Qe
ass

e
[N
[

c cation provides the approximate catch-all term for the

£

definition of incentivas. The investmnent codes and their

s

effects on the investors location decigions is analysed. Here

the effects of a number of incentiwv:

iy

instruments commonly used
by host countries are lookaed at. The issue of cowpetition for
foreign investment by countries is also- analysed. The chapter

also analyges the trends of foreign dirvect investments in the

less devaelopsd countries and lastly the theoretical aspects of
the of investment incent i anial
. ~

o v oeollioction

I . ~ i s
characbery of Lhe
£ el tiveness WAE

Chapter three highlights all the different . incentive a

j
o

by each one of the

wether or not

o
1

these polic are conpetitive. There is alsc in thisg section

‘an analvsis of the naturs of these countries

codesg

I
o]
<
il
n
fun
=
Bl
o
feral

v



11

and the galient features of such codes.

It will be noted that it 1is only a few countries that have

investment codes.

Chapter four deals with data analyszis and conclusion. Whereas
the main conclusion ,of +this paper 12 that +the incentive
policies offered by SADCC countries are ineffective and largely
unnecessary, these results must be treated with caution because
of wvarious aspects which were not covered and especilally
because of the following shortcomings which the author feels
should have been loocked at but were not either due to lack of
adeguate data, time and fina&de or maybe simnply due +to

ignorance.

a) There are other aspecte of private foreign invesztment,
many of which involve deep and complex problems in
ethics, politice, law ete. It was beyond the scope of
this paper to do full justice +to such important areas.
The extent +that these other factors influence the final
decisions of companies to invest ig not captured in this
S'tl.'ldy -

b) The data which was used for analysis is based on a small
sample which might not be sufficiently representative to
come up with any =zubztantive conclu=sions. Hence there
may be need for a larger study, should this study be
considered to bBe of any conseguence.

¢) The paper does not addre&s the different aspects of
forelgn direct investments whose responseés te the
various incentives and performance requirements would be
different. For insgtance no differentiation i= made on
the influence of incentives on foreign direct investment
in services as opposed to foreign direct investment in
manufacturing or mining etc.

d} No attempts have been made to calculate the relative -
costs incurred by any one of +the countries of the
incentives, because to do this one would need to find



e)

12

out first which of the incentives are ineffective and
then calculate how much the governments have been denied
in terms of revenues. While such calculations are
possible, there was not enough data from any one
country, for example, cut-off points or percentages
(whether exact or averages) of most of the concessions
given.

Finally is is not easy to draw a line between investment

incentive policies and other policies pertaining to
investments.
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CHAPTER ONE
LITERATURE REVIEW

Classification of Investment Incentives & Performance
Reguirements '

The policy instruments that are termed as investment incentives
or performance requirements (disincentives) are diverse, making
it difficult to characterise or define them by any single
indicator. Guisginger (1985}, providez a list of instruments
that governments apply at the time of investment as investment
packages and also performance reguirements instruments which

are used as controlling devices on the investor operations.

This diversity of policy iastruments is listed in Table 1.1
below, which algo indicates the direction of impact of each
policy instrument on investment profitability, Ffor example
corporate income tax is considered to be a disincentive which
reduces the corporations profitability while accelerated
depreciation is «considered as an incentive which increaseé

profitability.

Table 1.1
Taxonomy of Tnvestment Policies

Incentive/Disincentive Effect on profit
Measures affecting:

COST OF FIXED ASSETS

Cash grants +
Tax credits
" Subsidised leasing +

+



Table 1.1 (continued)

Measures affecting

Effect on

profit

Tariff exemption on imported
machines

Sales tax esxemption on domestic
machinery '

Subszidized buildings

Subsgidized land

Tax exemptions on land

Prior import deposits

Local content requirements on
machinery

Limits on use of used eguipment
Tariffs or guotas '

COST OF DEBT

Subsidised loans

Loan guarantees

Elimination of exchange risk on
foreign loans

Granting priority access to credlt

COST OF EQUITY

Subszidised eguity purchases

by government

Exemption from registration taxes
Dividend tax waivers
Non-expropriation guarantees
Debt-equity =wop programnme
Limits' on debt-equity ratios
Controls - of taxes on remitted
dividends

aade

CORPORATE .TAX LIABILITIES

a1

Corporate tak

Tax! holiday and reductions
Acecelerated depreciation
Inflation: adjustments in tax
accounting

Tax sSparing agreements
Liberal lozs-carry forward
provisions

Contractual stabilisation
of: rates

+ o+ 4+ o+ o+

+

+ + + +

14



Table 1.1 (continued)

15

Measureg Affecting

Effect on

profit

Other Measures Affecting:

REVENUES

Tariffs
Export subsidies
Quotas
Government procurement preference
Exelumive licencing
Guarantees against government
competition
* Export minimuams

INPUT COSTS

Tariffs
Export gubsidies
Quotas

* Local content requirement
Limitse on royaltie=s, feesm
Subsidized inputs

Cash or in-kind grants per research

and development

LABOUR
Wage subsidies
Training grants
Relaxation of industrial relations
law
* Reguirements on use of local labor
Wage setting

OTHER MEASDRES

* Limits on foreign ownership of equity

* Counter trade reguirements

* Forelgn exchange balancing reguirements

+ + + + +

Note: Asterisks indicate performance reguirements

Source: Guiginger (1985) "Investment Incentives

Performance Requirement”.
Praeger : New York pp 2-4

and
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Incidence of Investment Incentives and Performance Requiremente

Guisinger points out that investment policies may have multiple
attributés, with the net incentive being just one of several
that affect investors. It iz unlikely therefore, that a single

measure will capture the total impact of +these nultiple

attributes. Information that he collected from a variety of
sources, including responses to survey gqueslionnaires on
investment location decisions, perzonal interviews with

investors suggest that six principle attributes of investment
incentive policies influence the location decision. These are
the net incentive, the variety of incentives, stability of
incentives, timing ef incentives, inve=tment activities and

investment promction activities.

The net incentive is the aspect of incentive policies on which
most analyste focus. For a proposed investment project, it can
be conceived of as the increase in profitability (internal rate
ef return or net present value) or +the net impact of the
measures listed in the +table. Tariff=s are rincluded in this
definition because governments occcasionally substitute factor-
based incentives ({(such ag cash grants and labor subsidies) for
commodity based ones. There are different combinations of

tariffsg for example and tax concession measures that can yileld

the same after tax rate of return for investors.
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The notion that the mix o©of incentive instruments, dgquite
independentl} from the actual ﬁet incentive received, mnay
influénce investment behaviour does not f£it well into
international econamic theory, but it can be‘ explained by
theories of management, especially organisational behavigur ané
marketing. Some instruments may have more appeal, for example,
tax abatements ﬁay be more intfinsically attractive to.
corporate decision makers than labor training ’grénts; even
though the impact on the after-tax rate of éeturn ig. identical.
Investors may prefer certain incentiQe instruments because
their effects are neot transparent to competitors and the tax-

paying public. A large menu of incentives also gives investors

maximum flexibility to design their own package.

The stability of investment policies over time is an important
consideration for investors. Although most incentive policies
are fixed contractually prior to investment, governments
nevertheless control other policies that c¢can increase or
decrease profitability during the course of the investment's
life. A country's reputation for "obsolescing bargaing"™, for
progressively watering down initial incentives with subseguent

digincentives, may deter investors.

The benefits and costes associated with a country's incentive
and digincentive instruments are not distributed uniformly over
time. Cash grants are disbursed quickly, whereas tariff

protection is spread over the life of a project.
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Cash iz generally more c¢ertain to be realised by the investor
than are the‘benefits of tariff protection, which‘depend on the
stability of government policies and the commercial success of
the venture. Some countries, for example, Belgium, provide
incentives to new investments but imposge disincentives (in thé
form of mandatory severance pay for employees) on investments

at the end of their lifetime.

Many goverments spend large sums on investmnent promofion,
ineluding advertislng, travelling delegations and

representative offices abroad. Although promotion and
incentives often appear as complements, +they are ultimately
substitutes, =since governments must allocate fundsz between the

two types of activities.

For =ome projects, the provisgion of government services at less
than full cost can be an important enticement. In many
countries, buildings in industrial estates are provided at
subridiged rates. Examples abound of governments building
roads, bridges, ports and housging projects to accommodate the
plans of potential investors. In almost every case, these
services have other users, so it isg hard to identify +the true
gubsldy element. S8till, the capacity of a government not only
to shgre the cost of infrastructure bﬁt also to esee that
services are delivered in +the proper amounts and on time is
regarded by investors ag an important consideration in their

investment location decision.
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The "one stop shop" concept, the ability of one agency of
goevernment to negotiate and deliver dincentive packages that
include government =mervices, ls often attractive to prospective

investors.

Guisinger concluder that although investﬁent policies have at
least gix different aspects that appeal to inves=stors, no single
meagure captures the impact of ‘these =i% attributes on the
potential investor. The relative strengths of these various
elements are not known, making it difficult to analyse the
effectiveness of any one element on invesiment flows. The
impact of the net incentive must be analysed by controlling for
the effects of the other five elements. It is commonly assumed
that the net incentive dominates these attributes, but to date

no evidence exists to confirm or reject this assumption.

He further =states that the number and complexity of investment
incentives poge gerious prohlemsg for anyone wishing to assess
the Iilmportance of such measures. The impact of investment
incentives on the investor's rate of return may be quite
important when compared with the levels of effective protection
that many investors in both developed and developing countries
enjoy. While any individual incentive measure may have a small
effect/ the cumulative effect of all incentive measures granted

by a host country nevertheless may be subztantial.
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Performance requirements magnify and redirect the rents fronm
incentive measures by linking the receipt of incentive benefits

to the fulfilment of certain performance criteria.

Anothef - feature . of +the more braadly ‘defined perfgrmance-
requipements is that they are designed to keep the incentive-
created rents at home. This is becéuse if rents were merely
exchdnged among naticonals of a country, only +the 'income'
redistributive effects ‘and the rent resource of rent seeking
would provide cause Ffor concern. — However, with foreign
investors in +the picture, part of repatriated profits due to
rents represents real resource losses. Governments seek to
block these loszseg by stipulating limitations on foreign equity

ownership and imposing ceilings on repatriations.

Performance reguirements may have litle effect in practice for
several reasons. First, investors may meet the.performance
criterjia without the need for the explicit requirements. In
this care, they are =imply redundant. ' Second, governments
have on accasion relaxed performance reguirements previously
imposed on an inveztment in regsponse to worsening external
market conditions or internal shortage of intermediate inputs.
Finally, reguirements may not be enforced. Although legally
binding, performance reguirements are often regarded by
governments as little more than good faith agreements that

firms should do theilr utmost to achieve.
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No g&vernment uses all these measures to implement.investment
policy.. Co-ordinating the more than fortQ.measures on the li=mt
would result in an administrative nightmare. Yet governments
generally do wuse more than one instrument. A study of the
pol;c;es employed in ten developed and developing countries
- whieh Guiginger carried out in 1982 found thét the national
inventories of these measures ranged from a low of twelve to a
high of thirty~five, with +the average country Irelying on
twent§;two incentives and disincentfve measures. Nationa}
investment policy portfolios, appear to be the product éf a
country's history, size and governﬁent crgnisation, to name
just a few determining factors. He smays, "The large number of
ingtruments ohserved in many countries may stem from the fact
that old policies are hard to terminate when new ones are added
or that competition to attract foreign investment has caused
governments +to adopt policy instruments they would otherwi=ze
prefer to do without."

Investment codes and the effects of ho=st country policies on
investor location deciszion.

Seidman (1986) define the term investment code in three

different ways. ,
1. A code that protects foreign investors by constraining
the actions of the host country.

2. It means a law that offers both protection and
inducements to forelgn investors.

3. . Statutes enacted nmostly by developing countries and
socialist states, restralining most foreign investments
while offering inducementsz in selected sectors in
accordance with a well defined national development
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gtrategy (termed invegtor control code=s).

The fgrst definition is said to be theuone thaf implements the
moet congistently neo-classical approach by remponding only to
the foreign investors de=sires for unrestricted. freédom to
exploit developing countries’ resources. In return for
guarantees of total freedom of action for foréign inveétors,
the inveslor protection codes promicses a significant;inflow of
foreign funds. Desplte active 10bbyin§ by the core capitalist
countries, it is claiﬁed that wvast majority of third world
states reject these codes becausge they aim to prevent state

control of foreign investors.

The =second definition of investment codes 1ig said to seek to
satisfy the neo-classical call to attract fofeign investment by
guaranteeing the property rights= of foreign companies=, andg
offering a range of tax incentives. These codeg also contain
some degree of government control of foreign investment which
guide foreign investors into priority sectors, usually through
tax inceﬁtives and g=zubsidies and rarely through directives.
Some codes permit unlimited lrepatriation of profits, interest
and capital, even if the enterprises earn no foreign exchange.
Others permit‘ repatriatian of capital oniy after a stated
period of years, and allow export of only a percentage of

.

. profits.
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The third definition i=m said to be +that which concerﬁs
transforming institutionalist solutiecns to third world poverty.
These solutions call for changes in the existing institutions
to ensure the investment of locally produged surplusecs to

develop an increasingly self-reliant and intergrated'economy,

under the guidance of the =tate.

Seidman concludes that in most countries, the investment codes
failed in +their purposes and more so throughout independent
Africa where foreign investments haQe proved di=zappointing.
The failure of the inveztment cmdeg iz attributable to the fact
that +third-world governments cannot provide an environment
which is sufficiently profitable and rigk-free to attiract

massive inflows of foreign funds.

The other reason for the failure of these codes iz explicable

at the micreoeconomic level where, it is contended, the investor
paéses through four procedural stageg in deciding where and how
to invest. Thege four are firet, the investor decides to look
abroad for invesztment opportunities. Second, the firm
investigates poessible projects for internal valuation. Third,
various bodies within the firm review and érgue over the
progpects. Fourth, thé decision to invest is made. Different
cohngiderations "obtain at each stage and investment codes
although they wusually are reviewed at the third =tage, their
impact is usually minimal and it ig further contended that

income tax concessions have almost no effect at any stage in
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the investment decisicn. Income tax concegssions are gaid to
become important only after the project . has returned some

profits, that is, after the investment has proven itself.

Seidman's gloomy picture about the failure bf'inyestmen£ codes
is not shared by s=ome potential investor=. For exémple, the
importance of investment codes was reiterated by the Chairman
af the Export-Import Bank of +the Uniﬁéd States (EXIMBANK)
(1989), when he stated that United States direct investment in
some developing countries is limitéd not hecause of lack of
interest but because of the failure of these nations to make
clear exactly what their policies are on thig issue. He
fufther stated that the best kinds of investment climate are
those policies +that encourage investment that are clear, that
are as precise and transparent as possible, and which produce
an atmosphere where the investor believes that the rules that
they have going into the investment programme will be the same
rules +that will govern during the course of the investment.
American investors, he claimed, are very importantly encouraged

by the existence of dispute-zettlement mechanisms.

Guisinger (1985) points out that policies that attract and
control feoreign direct investment have become +the focu= of
congideration in both developed and developing countries in
recent years, the interest being promoted by the debt crisis.
The poorer countries need additional foreign capital to fuel

economic growth but cannot add more leoans that call for fixed
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schedules of repayment. The flexibility inherent in‘dividend
and capital ‘repétriations makes foreign equity investment
substantially more attractive than it has been in the past.
Daeveloping ceountries are eager to know what incentive policies
can most efficiently attract the desired amount of capital and
what controls on foreign i1investments can ensure that other
national‘ objectives, that 1s, domestic ownershilp of key
indugtries and balance of trade objectives, for e#ample, are

[

alego attained.

Goldesbrough (1986) argues on the other hand that even countries
without =ubstantial natural resources or large domestic markets
can increase their attractiveness to foreign investors by
persuing more stable macroeconomic policies and by avoiding
overly restrictive policies toward direct investment. He =zhows
that in Africa, for example, the Ivory Coast, Kenya and
Swaziland have been moderately =succeszful in attracting foreign
investment, in contrast te the poor performance of many other
countries in +the region. He further states that countries in
which a large share of output and investment is controlled by
"the public sector would also seem to offer few prospects for
foreign direct investment. Hig analysis ig that the mediun-
term prospects for foreign direct investment will depend
consgiderably on output developments and on +the types of

macroeconomic policies adopted in developing countries.
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Robinson (1981), concluded that whereas govgrnments attached
the highest importance to tax concessions asg an inducement to
foreigh firms to invest in their countries, this factor did not
even figure in the investor's regponse to the factors which
they attached most importance in making investmént decisions.‘
He says for the foreign firms the important factors, presented

in decreasing order of importance, were

al Effective development planning and execution by host
governments

b) Liberal capital and profit repatriation

c) HNon-diserimination against ownership and control.

Grozse (1980) carried out a similar study and he indicates that
there is a wide variety of tools that can be used to affect a
national location decigion of a foreign investor. On the
interviews he carried out on ‘transnational corpaorations he
found that three of the investment cgde provisiong appeared to
play a =significant part in investment decizionzs of firms. These
are:-

1) Financial restrictions,

2} Acquisition restrictions and

3) Ownership restrictions.

Riddell (1987) on the investment policies in Zimbabwe concludes
that, although corporate tax 1levels are high (51.76% &and
incentiveg for investors are lesgs attractive Lthan thoze offered

by other SADCC countries in the region, the high level of
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corporate tax, while it 1s a factor in investment decision
making, iz not a dominant deterrent. ‘ He =ays, as  the
Preferantial Trade Area (PTA) becomes a greater reality -and as
tariff and ‘non—tafiff barriers between meﬁber states are
reduced, so the need to provide a more unified tax and
incentive structure becomes more compelling. This would seen
to be especihlly go for Zimhabwe vigs~a-vis Botswana where, in
fact, a number of Zimbabwean firme have already relocated,
especially | within the clothing .sub-sector, both because
repatriation of profits and dividends ére mdre favourable-.than
in Zinbabwe and.because of the easier access for exports to the
more lucrative South African market that Botswana provides as a
member of the Customs Union. He further shows that the lack of
an Investment Code* in Zimbabwe, influences investors decisions
adversely and whatever arguments the government might make
about the “c0nstitution of the country providing all the
guarantees necesesary for potential investors, the reality is
that potential investors do not read constitutions. Investors
are more interested in agreements like those of the US Overseas
Private Investnent Corporation (OPIC) that provide the
respectability that investors in the United B8States of America

and elgewhere appear to need.

Cable and Persand (1987) also looked at the posszibilities of
using inducements to attract new flows to countries whose size,
location, resources and history are not otherwise attractive

from the standpoint of investors. They shed some light on the
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rperceptions and expectations' of both investors and official
decision maker= in +thi=s regard. They =tate that aithough
direct foreign investment decisions are project specific, the
one important ingredient is likely to} be the asseé;ment of a
country'’'s overail attractiveness. Cross-country surveye which.
they carried out suggest that the major influencg on direct
foreign investment in developing countries is the wish to .gain
accesgs to a large host country domestic market ‘(or a reg;onal
market). By contrast, low labor gosts and tax/fiﬁancial
incentive advantagesg are'relatively unimportant. A survey nmnade
for +the Malaysia study showed the largest number of foreign
investors to be motivated by the lure Uf_ the Malay=sia market
and only 10% by labour-cost considerations. However, there are
dlso successful examples of countriesgs attracting foot-loose®
foreign investment which is clearly not pulled by the domestic
market, Singapore and Barbados, for example, and 1in these
cases, factors repeatedly c¢ited are long-term social and
economic stability and a climate conducive +to business in

general.

Although many less developed countries have introduced far-
reaching fiscal incentives for inward investment, for example,
tax holidays, supported by accelerated deprecfation allowances
and investment allowances or gubsgidies, surveys suggest they
are of modest importance in influencing investment decigions
in general, Lim (1983). Businessmén appear to regard them as

of limited significance for the post-tax profitability of new
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investments in relation to other influences. Even with a carry
forward provision, tax holidays do not offset the iack of
markets or +the high costs of production. Furthermore,
incentives are often regarded as volatile and the tax holidays
illusory. Despite these faclts most -developing countrie;
continue to .persue such polici;s. Cable and Persand's
Malaysian study suggest that large scale investments do regquire

incentives which are viewed as conpensation for disincentives

caused partly by over-regulation.

Cable and Mukherjee (1986) in their aﬁaiysis of foreign
inveatﬁent in laow income developing countries found that there
ig a growing interest to £find out the role that foreian
investment can play in the development process not only for the
more advanced developing economies, but also for the low incomne
countries, which, with a few exceptions, have so far attracted

little investor interest.

On the basis of | evidence from commonwealth countries, these
authore conclude that although +there are some promicsing
possibhilities, it would be unrealistic +to expect low-income
countries +to derive benefits from an improved climateé for
foreign investment. They say even if these countries take the
steps necessary to improve the investment climate and offer
inducement=s, most of them will continue to find it difficult to
stimulate investor interest because of +their lack of a

gubstantial home market, their poor infrastructure, or their
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paucity of resources. Moreover, many of theze couniries,
egpecially  those in sub-Sahara Africa, are currently
/\

D

gyériencing exﬁreme external financing and debt problems that

CODICE h é% Ied them to take actions, such as controls over

éiaﬁttanées that are inimical to new inflows. The point that
able and Mukherjee make is that low-income developing
countrieg have particular difficulties in attracting foreign

investment because of the above constraints.

These‘ countriesh-will therefore not be able to attract
substantial direct investment even with 1iberél regulations and
genercus incentives. Such countries are also generally not
able to borrow significantly on commercial termsz, and must rely

primarily on c¢oncessional borrowing.

Do countries use incentlves to compete for foreign investors?

Guisinger &1985) says competition for foreign investment
congists of the independent actions of countries to attract a
gocially profitable volume of foreign investment in the face of
offers from other countries with gsimilar attributes.
Competition in this regard 1= measurable by observing
governments raising their incentives in response to competitive
bide from other countries. Competitive-actions are also seen
in ecountries which adopt strategies coneistent with competitive
behaviour =such a=, for example, officlals of one country having
considerable knowledge of incentive packages offered for

specific projectes by other countries or with countries adopting
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incentive instruments designed more with an eye to the policies
of othef countries than to the needs of the firms to be

attracted.

Some of the reasons advanced which léad to countries competing
are, ff?stly; . where countries have similar resources,
Dbjectfves and policy instrument=s. BSecondly, where the flow of
investmeqt " projects dry wup, competition intenzifies as'éach
country strives to maintain the level of investmeht inflow by
increasging its aarket cshare. Thirdly, where countries produce
similar producfs;fthére will be competition because buyers.ﬁave
few reasons' other +than price on lﬁhich to base purchasing

decisions.

According to Guisinger, for a &ituation to be de=scribed as
competitive, four conditions must be =satisfied:

a) Countries must offer a large number of incentive
ingtruments.

b) There should be minimal linkage of incentives with
performance requirements. ’

c) Governments =should re=sort to offering more factor
incentives, that 18, those that affect +the prices of
factors of production. These are considered to be

aggresive forms of incentives.

d) The countrie= should be dependent more on the inflow of
foreign capital for economic development.

On the other hand, a non-competitive situation should be seen
to matisfy the following conditions:-

a) There will +tend +to be les=s or smaller number of
incentive instruments offered.
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b) There should be high linkages of incentive=s to
performance regquirements.

c) Governments should resort to offering commodity
protection, that is, incentives which mainly affect
prices of final products. TheceA are congidered to be
passive forms of incentives. .

d) Countries should depend meore on local capital for
economic development and not foreign capital.

Guisinger's study .sehows that out of a sample of seventy—ﬁour
foreign investmeht projects undertaken by multinational
enterprises in four industries (automobile, chenicals, food
products and computers) fifty, or two of ewvery three
investments studied, would have been located in a different
country 1f incentivez had heen withdrawn (provided that all
other countries maintained their incentive system at existing
levels). He says this does not suggest that countries can-gain
b; inerea=ing incentive levels, =since their actiong may bhe
matched by other countries, cancelling ocut any advantage that
the increase momentarily gave the initiating country. However,
he found substantial competition among some countries for
foreign investment, =suggesting that, at 1least for these
nations, policy <changeg 1in one country more than likely
etimulate changes in the policies of itz competitors=.

Trends in Foreign Direct Investments in Legs Developing
Countries

The United Nations (1885) show that foreign investment flows to

the less developing countries have contracted =sharply since
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their peﬁk ;n 1981, Between 1981 and 1983, such flows fell by
almost a third. The most affected region was Latin America and
tha Carribean, where foreign direct investment inflows Ffell hy
54%. Declines were considerably more modest in other regigns.
Until the early part of the 80's Latin America was the mosg
important recipient reglion for foreign <investment in the
developing world. Some of the causeg for Lthe decline of over
50% in foreign investment flows to Latin America from 18B1 to
1983'wgre depressed domestic demand conditions and severe debt-

gservicing difficulties whieh may have been perceived"to'be more

than temporary.

It iz further stated that perceived exchange rates risks may
have also risen. ’ In ﬁany Latin American countries real
exchange rates have experienced very wide gwings as governments
have frequently chapged poelicy stancew in the face of high
domegtic inflation and severe extérnal disequilibria.
Uncertainities as to the longer-term movement of real exchange
rates may have also deterred foreign invegtment. The
experience of the Latin American countries in the 1980=s sghows
the c¢lear relatlonship beLween the debt problem and foreign
investment flows. It i=s also noted £hat the decl%ne in foreign
investment flows has bheen conc¢entrated in the region
experiencing the ﬁost serlous difficulties in making scheduled
payment on external debt. The document further shows that,
during the 1980=2 increases in foreign direct investment in

Africa have been due entirely to the behaviour of cll-related
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investment flows, that is, lower ratesg of investment in Libya,
larger flows to Nigeria, and substantial inecreases in flows to

Camneroon, Egypt and Tunisia.

In other countries, a retrenchment in their rather limited.
foreign investment inflows has coincided with very severe
economic difficulties. The energy importing countries of the
reglon account for lesg than 5% of the total flow of foreign

direct investment to developing countries.

The conclusion made by +the United Natioﬁé document is that
foreign direct investment flows to developiné countries remain
heavily cﬁncentrated in a few countries, and this concentration
of foreign 1lnvestment flows appears to have increased in the
1980s. The 20 largest developing coun£ries recipients of
foreign direct investment now accounts for almpozt 90% of all
flows to developing countries, as compared te two thirds in the
early 1970s. These funds go to wvery specific groups of
countries. Foreign investment is agzociated with the
development of o0il resources (Algeria, Cameroon, Egypt, Nigeria
and Tunisdia in Africa, Trinidad and Tobago in the western
hemisphere and Indonesia, Malaysgia and Oman in Asia) or other
minerals (Chile}. It is made to take advantage of relatively
large gomestic markets (Argentina, Brazil, Colombia, Megica,
Phillipines, Tﬁailand and Venezuela), or it is oriented +to the
exporte of manufacturere (predominantly in Singapore), but also

Malaysia and the Phillipines.



356
Countries that possess neither exploitable raw materials, nor
large domestic markets, nor a disciplined but low-wage labour
force have not been able to attract significant foreign direct
investment flows, even when theilr governments have been
favourably dizsposed to it and have on océasion offered generous

and varied forme of iIncentives,

Cable and Persand (1987) illustrate the maln trends over time
of Direct Foreign Investment by use of tables and note that the
revival of interest in direct foreign investment as a source of
external finance occurs against a background of actual decline
in its relative importance. There was a pronounced fall in the
share of direct foreign investment in +the aggregate flow of
external resources to developing countries from 24% in the

1967-73 period to 16% in 1974-80.

They =show that eﬁen. in countries where direct foreign
investment has grown rapidly, its relative contribution to
domestic investment has not necessarily pisen, indicating the
unlikelihood even of rapidly growing foreign investments
acquiring.a dominant position in a groeowing economy. Direct
foreign invegtment is increasingly concentrated in a small
number of the relatively high-income developing countries.
Five countries in this category account for approximately 40%
of the stock of direct foreign Investment as against 25% in
i970. This indicates that generally, foreign investment has a
self reinforcing character, being attracted to countries where

development is already rapid and successful.



Table 1.2

Direct Investment In Individual African Developing Countries
1979 1980 1981 1982 1983 1984 1978 Sum 1984
stock flows External
1979-84 debt
Sm Sm am
Sm currant pricesg
Low Incone .
Kenya ‘ DAC 56 24 38 13 -2 8] 520 129 3,811
~ IMF 78 78 60 80 46 40 - 382 -
Ghana DAC 1 3 24 2 0 3 280 33 1,800
IMF -3 16 16 16 2 2 - 50 -
Tanzania DAC 8 19 17 0 -4 170 47 3,232
IMF 6 3] 0 0 0 0 - 9]
Malawi DAC 11 12 24 5 -3 0 100 40 885
IMF -1 0 1 Q 0 0 - 0
Middle Income
Botswana DAC 2 0 2 1 1 570 6 281
- IMF 75 g5 38 0 0 0 - 208 -
Ivory Coast DAC 9 12 22 58 71 0 530 173 7,406
IMF 0 0 8] 35 49 39 173 128 -
Liberia . DAC 41 72 288 313 280 =23 1,230 941 1,007
IMF 304 -734 543 430 245 200 - 1,088 -
Nigeria DAC -49 206 45b1 631 71 -252 1,130 1,088 19,724
IMF 35 62 -38 0 0 0- - 59 -
Zambia DAC 41 37 103 62 -3- -1 330 239 3,888
IMF 0 2 4 -1 -2 -3 - 0 -
Zimbabwe DAC 53 g6 107 46 - . 1 400 293 2,134
IMF 1.211 541 747 285 471 731 - 3968 -

36

1984
GNP
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Source: Table 1.2 is an extract from a larger table in V.
Cable and B Persand, 1987 “Developing with foreign
investment' : New York Croom Helm Publication 20-21

Note: The major difference between International Monetary
Fund (IMF) and Development Assistance Committee (DAC)
estimates iz that the former uses a flexible
definition relying heavily on the host country's own
azsescment of foreign investment flowe, while

Daevelopment Assistance Committee's definition takes in
indirect az well as direct capital subsidies and also
reinvested profits.

The conclugions drawn by Cable and Per=sand 'is that Direct
Foreign Investment is no longer a major channel of resource
flows to developing countries. This ig .because the
strengthening of the indigencous private and public sectors in
most developing countries hag provided c¢counterweight to
transna?ionals. Most companies have adapted +o the changing
political environment in developing countries and have learnt
to operate where necessary Lthrough joint ventures or non-equity

arrangements.

Developing country decision makers; for their part, have become
more pragmatiec and willing to recognisze the contribution which
foreign invegtors ¢an make to capital formation, export
earnings and technology transfer. This creates an atmozphere
which is generally less confrontational and more businesslike,

bhetween the govéernments and foreign investors.

This businesslike approach to foreign investment, combined with
a more posgitive attitude towards the private sector in general,

iz likely in due c¢ourse, bto lead to increased foreign
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invastmént flows to developing countries. The danger, however,
is that exaggeratéd expectations are beiﬁg aroused, not least
by industrial country governments which, rather irresponsibly,
have encouraged +the notion that largé rapid inecreases in
foreign investment can be generated to act as a substitute fo;
aid and for other offiecial flows of finance. Experience shows,
that foreign investor perceptions de not change quickiy, that
the procesz of generating large inflows of capitgl iz gradual
and cunulative, that foreign investment’ is usually
complimen?ary to other capital flows, private and official, and
that special incentives and sudden declaration of support for

foreign investment cut little ice.

Determinants of Foreign Direct Investment

The theory of direct investment is 'said by Lal (1981) to be an
intergral part of the theory of industrial organisgation, in
particular of +the theory of monopolistic competition. This is
2o because if the world was characterised by universal perfect
competition‘ there would be no direct investment, as the
foreigner would always be at a disadvantage comnpared with local
competitors (actual or potential) in the host country, because
of the costs of overcoming econemic, cultural and social
distance. Some of +the monopolistic advantages which are
believed could lead to direct foreign investment are =aid to he

az followe:-
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a) Departures from perfect competition in goods market,
including product differentiation, special marKeting

gkills, retail price determination, administered pricing
aetc,

b) departures from perfect competition in Ffactor markets
including +the existence of patented or unavailable
technology, of discrimination in access to capital of-
differences in wskills of managers organised into firms
rather hired in competitive markets,

¢) internal and external economies of scale, the latter
being taken advantage of by vertical intergration,

d) government limitations on output or entry,
|

e} -foreign investment may invezt in legy developed
countries with cheap labour to give rise to “wage-gap'
trade in high technology products as compared with the
technology-gap trade which characterises the first stage
of the product cycle.

f) another form of direct investment has been through the
growth of the vertical division of labour by
transnational corporations, the location decigiong for
various parts of vertically intergrated process being
‘determined by relative factor prices.

Experience of foreign direct investment trends especially in
developing countries 'where investment levels have been
declining =hows that =zuch factors as protectionizgin, domestice

policies of host countries, external finance do affect

investment levels in various forme.

There is the new forms of protectionism (gradual abandonment of
the liberal +trading =zystem) such ag orderly marketing
agreements and voluntary export restraints which have been on
thg rise since the mid-1970=. Thege protectionist measures
have been one of the factors behind the decline observed in ﬁhe

1980s in foreign investment inflows into +the more export-
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oriénted developing countries. Thi=z owes to a number of
factors including =low economic growth, high unemploqunt,
specific regional and sectoral difficulties. Although the
export of manufacturez from developing countries have continued
to grow, the expansion of exports of many products which can be
produced at lower costs in develaping countriés’ hag been

effectively constrained by these new forms of protectionisim.

Domestic policies in host countries are important deterﬁinants
but they'aré by themselves unable to overcﬁme some of the other
major roadblocks +to a dynamic¢ expansion of foreign investment.
In particular +the instability +that has characterised +the
international economy for example, <charp and unpredictible
exchange rate movements, changes in policy stances and the
absence of policy co-ordination among major trading countries,
This =luggish growth of world trade can bhe overconme only by

collective international action.

The links between foreign direct investment and other forms of
external finanée have been brought to +the fore by recent
invents. In this connection, it should be noted that the.bulk
of foreign direct investment flows to the'developing world goes
to countries +that have also been favoured by the transnational
banks and that the decline in foreign investment flows has been
heavily concentrated in the countries experiencing debt serving
difficulties. This correlation seems to indicate that policies

of encouragement towards feoreign investments in developing
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countries‘afe unlikely to yield significant results if those
countriegs' debt problems are not regsolved in a saiisféctnry
manner . Foreign investors are unlikely to increaée‘their
participation in economieg that are expected tb remain affected
by foreign ‘'exchange scarcities for several years into the.
future. Concerted international measureg +to deal with the
problem of external indebtedness would appear to be neccessary
for a restoration of foreigh direct investment flows +to the

indebted countries.

Capital floﬁé towards those countries which offer a combination
0f higher expected yields and lower rigks. Transnational
corporationg are highly selective in their foreign investments
and will chooge only those activities +that have an adegquate
expected rate of return. A large number of factors influence

firms' caleculations of their expected returns on an investment,

but rigk iz one of the more important.

b
!

Developing countries are freguently percelved by the business
community as being subject “to greateq economic and political
volatility +than developed countries. ° This causes firms to
discount suﬁstantially their expected gtream of income from an
investmept, most particularly the paymentsg that may be expected
in the medium to long term. Az a result, much foreign
investment iﬁ developing countries tends to be in ventures that-
will yield a high rate of refurn over a shotrt period, while the
pressing need of many developing countries continues to be for

long-term investment , mueh of it of an infrastructural nature.
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Such investmenlts which have considerably higher social than

private rates of return tend +to be less ‘attractive to

transnational corporations.

Most of +the SADCC member countries belong to the group of the
warld's Iea§£ developed countriez. Nationwide ‘their economnies
and markets are small. Some are landlocked with a difficult
and costly transport sgituation for its& - international trade.
The phys;qal infrastructure igs not enough developed to service
a modern industrial sector. In other words, al} shortcomings
which are effective obstacles for a self generating industrial
daeveloping process can be found in practically all SADCC member
countries. These obgtacles have to be overcome in order to
achieve the aim of increasing the flow of private investments

to the SADCC region.

Levels of Investment in SADCC reéion

It is difficult to prescribe in general the ideal level at

which investment in fixed capital sgshould be =ince investments

i maid <to be only a necessary, but not a zsufficient condition

for economic growth. Such other factors as, technical =kills,
managemant, technelogy and the availability of foreign exchange

for importing inputs, must almo be raised s=imultaneously to

achieve =ustained rates of economic growth. However, some

economists use 26% of the grogss domestic product (GDP) as a

rule of thumb.

-
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Using +Lthe 25% of GDP as a criterion for measuring adeguate
investment levels, it appears that all the countries in SADCC
are getting relatively worse off, with a general downward trend

in investment levels.

In Zimbabwe, for example, gross figxed capital formation (GFCF)
fell by about 13% in abeclute terms in 19856 and.by 16% in 1984
to 13% in 1985 and 12% in 1986. The fall in the rate of GFCF
reflects foreign exchange-related shortages of inputs and a

decline in aggregate demand.

In Malawi, GFCF declined from 12.8% of GDP in 1985 +to 10.6% in
1986 before recovering slightly to 11% in 1987. The main
factor was shortages of capital goods and other input=. Over
the same period there has been a decline in sgtock building and

in private large-scale investment.

In Bot=wana the pattern of GFCF has been irregular. It rose to
26% of GDP in 1985 +then in the abgence of new largae-scale

investment in plant and equipment, fell to 20% in 1986.

These trends in investment rates parallel +those that have
occurred in the sub-gaharan region az a whole. According to
the World Development Report i987, investment in sub-saharan
Africa as a percentage of GDP wasm 22.2% in 1980. By 1983, it

had declined to 16% and was estimated at 14.2% in 1986.
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Table 1.3 below shows the annual invesztment levels of the SALCC

region.
Table 1.3 INVESTMENT LEVELS
. 5

Botswana Lesotho Malawi Swaziland Zambia Zimb.
1980
Investment 248.6 100.1 2569.6 106.9 538.3 495
% of GDP 21.5% 14% 16.9% 12.2% 12.1% 10.9%
1981
Investment 306.6 111.1  202.2 127.9 610 788
% of GDP 22.7% 13% 12.9% 12.2% 12.4% 13.6%
1982
Investment 304.6 127.5 218.6 152.6 620.8 1007
% of GDP 21.3% 12.9% 12.9% 13.3% 12.7% 15.5%
1983
Investment 320.3 134.4 264.4 169.5 579 968.9
% of GDP 181.% - 12.1% 13.6% 10.5% 13.1%
1984
Investment - - - - - 1110
% of GDP - - - - _ 16.6%

1985
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INVESTMENT LEVELS

Investment 273.8 183 361.7 - - 1347
% of GDP 21% 32% 12.9% - - 16.6%
1986

Investment - - 248.2 - 308 1580
% of GDP - - 17.9% - 12.8% 15.5%
1987

Investment - - 356 - 395 1623
% of GDP - ~ 10.8% - a9.b5% 14.4%
Notes 1. GFCF expresged in millions of national currency in

current price terms=.

2. Data for Angola, Tanzania and Mozambigque not
available.

a. The invegtment figures shown indicate "total
investment" encompassing both domestic and foreign
investnment.

4. The investments do not account for investment in
human capital and inventeory investment.

5. Zimb. s=tands for Zimbabwe

Sources SADCC

SADCC

’

Macro Economic Survey 1986

Gaborone, September 1985 (p 162)

Regional Economiec Survey 1988

Reserve Bank of Zimbabwe, Quarterly Economic and
Statigtics Review vol.

9 no.

3 SBeptember 1988
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The measurement of investment incentives

On the empirical studies of incentives effectiveness

that was carried out, it 1s noted +that one difficulty in
conducting empirical studies of the effectiveness of"
fiscal/financial incentives i that no countrf‘ keeps good
record of +the incentive measures granted +To new investors
(Guiginger 1985). Whereas tariff protection ig often granted
through one instrument by one agency , and applied wuniformly to
all firme in an indusgtry, fiscal incentives are spread over
many instruments; adminigtered by a variety of agencies, and
often applied at different rategs to firms in the same industry.
Guiginger states that sometimes good information exists on the
use of one particular -incentive instrument. At other times,
complete information is available on incentives in a few
salected lnvestments. But neither of Lthese providez the type
of data needed to test hypotheseg about the impact of the

incentive on investment deciziong.

In his study;.he attempted to bridge the data gap by collecting
detailed information on saventy-four foreign investment
projecte directly from multinational énterprise$ in four
industries, food products, automobiles, computers and
petrochemicals. It is c¢claimed that problems were encountered
in obtaining data. Firms do not maintain complete records on
incentives received in the past, nor do managers always have a

clear concept of what is meant by the term "incentives". Some



47
managers, for example, regarded taxz holidays as investmeﬂt
incentives but treated accelerated depreciation strictly as an
accounting convention. Another problem was the definition of
efectiveness. When countries compete for foreign investment,
zeveral of them often loffer more or lezs the same investmenf
package. The =light aanntage that the incentives of one
country may havé.over another ‘s package generally makes little

difference in the site gelected.

In surveys of the importance +that decision makers attach to
various factors affecting the invegtment leocation, other
coziderations like the cost of labor, infrastructure
avallability, proximity to markets, fregquently ranked well
above incentives. To be able to conclude from such surveys
that inecentives are not effective, Guisinger =mays a country
would have to eliminate its incentives with no loss of forelgn
investnent. Whether this is true or not depends on what other
countries do. If they maintain their incentives, it would seem
likely that the country dropping such measures would lose
foreign investor=z. If, on the otﬂer hand, other countries
follow the first one's lead, each country would more than

likely maintain its share of investors.

Finger and Olechowski (1987) s#ay that the influence of a
country's policies on a decision to anest, egport, or import
can only be judged by reference to the net incentive. The net

incehtive being the wvalue of incentiver minus the value of
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disincentives that apply to a particular investment. However,
there i8 no widely accepted yardstick for mea=zmuring the net
investment incentive. The problem of—m;asurement ig said to he

further compounded by perfermance requirements (disincentives).

Performance requirements are sald to impose gquantitative limits
on managerial decisions rather than operate indirectly through
the price syztem and =ince they are always accompanied by
incentives, their independent contribution to the net

investment incentive is often hard to establish.

Effectiveness ig a much more difficult topic +to taeckle in
research Dbecause a researcher must be able to infer changed
behaviour between two states, the first in the absence of one
or more of the investment policiezs and the second in the
presence of these policies. But it is not easy +to take before
and after snapsghots of investment behaviours, hence +the
empirical researcher must usze roundabout process for drawing

inferences about effectiveness.

Oneé method is to measure, as best as one can, the net
investment incentive and compare its magnitude with other
policy instruments known to affect investment. This could be
done by examining the total protection to +the manufacturing
sector by adding the benefits of incentives and tariff

protection together.
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Another way +to determine effectiveness may be to survey
attitudes of investors, as to how they view such policies
affecting their decisions to invest. . Ueging this_ method of
measure, Eseveral surveys of‘fo&eign investors have concluded

-

that invesgment incentives are not effective.

Another method for drawing inferences about the effects of
incentives and performance requirements is to enlist the
jJudgement of experts familiar with cost and ﬁarket conditionsg
in their special fields and who are able to assess effects on
an industry arising from changes in investment incentives and

rerformance regquirements.

There are many other factors that - - affect +the decision of
inveztors to locate their investments, factors 1like,
availability of resources, labor and markets. Therefore to
control for these other factors, only footlcoose indugtries

muegt be the ones Lo be analysed if one ig to capture more

effectively +the influence of investment incentives. The
analy=zig .of footloose industries enables a sfﬁdy of
egffectiveness of incentives to concentrate on foreign
corporations that had alternative locational choices in

different countries.

Summary Analysis of the Literature Review

The literature that iz included in this paper is aimed at

trying +to have a better understanding of the éoncept under
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study, that is esgtablishing the theoretical hase for
underétanding the influence of investment incentive policies on
inve=stors decigion to locate their investments. While there ia
an abundance "of literature on invéstment policies and
incentives that are applied by countries, the literature or
theory abeout what influence such policiez have on investment

decigsionsg is rather limited.

Nonetheless this chapter hasg triéd firstly to put the reader in
a proper perspective by giving approximate definitiong of
investment incentives and performance requirements. In brief,
one can define Ilncentives as those instruments which at the
diascretion of the government are used +to attract or influence
or direct investors to invest in c¢ertain ways or in specific
areas. Thege effects of incentive instruments ig transmitted
through their ability to reduce investment costs or boost up
the profitability of the investing firm. The unigue character
of investment incentives is that +their application 1is=s
completely at the discretion of the host governments and not as

a necesgary business requirement.

The literature also review whether countries engage in
competitive bids in offering incentives with the view to
attract more investors than the other. Competition is viewed
as unnecessarily costly because i1ts effects cancells out any
advantages enjoyed momentarily by the initiating country while

it increases the costs of implementing the introduced
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incentives.

Empirical =tudies found substantial competition among countries
for foreign investments. Such competition has resulted in
countries increasing the number of instruments offered but .
there has‘not been any significant flows of foreign investments
into =zuch countries. Infact the actual trends of foreign
direct investment into =uch countries are =hown to have heen
contracting rather than inéreasing. The concluzion drawn by
most of Lthe studies iz that, investment incentives do not seen
to have achieved +their intended purpose. These findingsg
indicate that investment incentives are mogt probably
ineffective as instrumentsz of inducing investment flows into

host developing countries.

The empirical studies further suggest that offering a variety
of investment incentives is not always in the best interest of
the host nations because investors them=zelves . do not consider
most of the 1ncentives, especially +tax conceszions when
planning out their investment strategiez. It i= contended that
it iz factorsz other +than incentives that induce investments
into a «country, such other factors ag infrastructural

development, home markets, availability of resources etc.

Finally the chapter reviews the literature on the methods that
are used to try and measgure the effectiveness of incentive
policieg and 1t is shown that, there 1 no theoretical

concenzsus on what method of measgure can be used, mainly because
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of the multiple effects that most incentive instruments have on

a company's costs and profitability.

1
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CHAPTER TWO

METHODOLOGY
Az stated in the introduction, *the main ailm of +this
dissertation is to establish, from the . point of view of the
investors themselves, how effective they think the irivestment
incentive policies of countries in SADCC have bgen influencing
foreign investorg' decisions to locate their investment in the
reéion. Thig is with a wview +to try and -establish +to what
extent the existence of such investment incentives and

perforwance requirements, attract foreign investment flows.

Bacause of limited time and resources, data was only collected
from four countries instead of all +the nine SADCC countries.
These four are Botswana, Malawi, Zambia and Zimbabwe. Thes=se
countries were chosen Dbecauze of their proximity, making it

easy to collect data.

Effectiveness of incentive policies are measured in this
dissertation by analysing the perception or views of existing
foreign companies from which data was collected. The
information collected from these companies was gtructured in
such a way that it ig possible to infer from the responses how
the incentive policies currently on offer in these countries
influencéd their decisions or would have influenced their
decigion to locate, from the prominence that investors place on
the incentive instruments actually in use in the four countries

from which data was collected.
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Data wazs collected in two stages. First a survey gquestionnaire
was sent out to sixty-five foreign owned companigs in the four
countries, +that is, +twenty each to Zambia and Zimbabwe,
fourteen to Botswana and eleven guestionnaires to Malawi based
foreign companies. The random numbers table sampling technigue
was u=sed in which the sixtynfive companies'were. sampled from a
total of one hundred footloose companies. The identiéy of such
companies for each country was sourced from. var;ous
publications including commercial magazines, Boltswana (1986)
and (1987), Malawi {1986), Zambia {1987). On Zimbabwé's
foreign companles, the. information wag obtained from Clarke

(1980}.

In order to make a detailed comparison of the
incentive/digincentives of the four countries, and eventually

come out with =some conclusions about +their effect, data

pertaining to investment policies wasg collected through
interviews with government officials of the countries
concernead. Initially guestionnaires were sent to government

departments, that is, twe to each country, to the Ministries or
equivalent of Finance, Econemic Planning and Development and
Ministry of Industiial and Technology to which officials in the
investment sections were asked about government views and
poiicy on foreign investment. The response in this regard was

very poor.
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The incentive and digincentive instrument=s from which
regspondents were required to respond to are fthose offered by
all the nine SADCC countries. Not all the thirty-five, plus,
ingtruments listed on the quegtionnaire are offered by any one
country, but the total number of different incentives offered
by each cdountry add up to this figure. Incentive instruments
in all +the SADCC countries were included in the gquestionnaire
because the emphasis of the diszertation is on establishing the
influence to investors of iﬁcentive policies.offered in all of

the SADCC ztates in general.

Company respondents were redquired to rank each of the incentive
(inducement) instruments ligted according to the importance
which each of +the instrument played in influencing the
corporation's decision to locate its investment 1in the
particular area/country chosen. The rankihg was 1Indicated for
each ligsted instrument by ticking in one of +the =iz columns

provided. Thesge columns were divided from “very important'

influenceg to "not considered' as zhown in Table 1.4 below.
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Table 1.4 shows an example of +the structuring of part of the
guestionnaire. The X in column 1 represents the
response.

Incentive
Instrument Ranking
Very Very Not
Important...... Inportant Considered
1 2 3 4 5 6
Example
Profit
remittance X

.The questionnaire also required respondents té indicate on each
of the eleven performance reqguirement instruments
(disincentives), which they congidered +to be impediments to
carrying out investment. Like the first part, they were asked
to indicate on a six-point scale as indicated in table 1.5

below.
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Table 1.5 Example of +the structure of gquestionnaire on
performance requirenments .

Performance Most Least
Requirements Detrimental Detrimental Do not
Inpediment.. Impediment Know
1 2 3 4 5 5]
Example

Domestic content
regquirements X

The third part of the guestionnaire agsked respondents to weigh
the influence of invesztment +to other Ffactors in making an
investment location decision. They were aszked to indicate
whether each of these other factors were either more important,
egqually important or less important than investment incentives,.
These other factors are market considerations, profitability,
skilled labor =supply, cheap labor =upply, infrastructural
development, resource availability, political congiderations

and any other factors not listed but which the company

cosidered.

They were also asked a range of open-ended guestions requiring
short answers, which tries +to highlight the folldwing pointe,
with a view to further establishing the esteem with which they

regarded the whole gquestion of incentives.
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a) Whether investors considered alternative countries in
the region in making their investment decigion=?

b}y Whether or not =uch investors were aware of incentive
policies offered in such countries?

The data collected was coded and input into the SPSS8X programme

which produced frequency tables of percentages of responses of

firms. The fregquencieg were analysed as follows:-

For any instrument (whether incentive or disincentive) to be
considered as an effective ingtrument, it had to s=satisfy two

conditions.
a) It had to have 30% or more response from all
respondents.

b) Such an instrument had to be in the “very
important' column in cases of incentive instruments and

“*most detrimental impediment'’ in the case of
performance requirements. The 30% mark wa=s chosen
arbitrarily and not in response to any Known

measurenent conventions.
Similarly for an ingstrument to be considered as ineffective in
influencing investment location decisions, it had als=so to
satisfy two conditions, that is=,
a) Had to receive 30% or more rezpon=e from respondentes
b) In the case of incentive instruments, had to be in the
*very Iimportant' and “not considered' columns (columnn
4, b and 6). In the case of performance redquirements
the instrument had to be in column= 4, 5 and 6, that
ig, “least impediments' and Do not Know' columns.
The instruments that were placed in between these cult-off
points were ignored as their influence are conslidered to bhe

guch that their presgence wag important, but not important

enough to influence any investment decisions.
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CHAPTER THREE

Investment codes and experience with SADCC countries

Zambia | ‘ :
Zambia's Investment Act was enacted by an act of parliament in
1986. The main objective of the Act was to revise the law
relating +to investment in Zambia, witﬁ‘the alm of promoting
investment and also providing related incentives. The Act

defines a foreign investor as follows:-

a) Any person who makes an investment in foreign exchange
valued in excess of US$35 000,00 in any business
enterprise 1In Zambia, or

b Any non-Zambia who maﬁes an.investment in ady business
enterprisge in Zambia. )

Part 5(v) of the Act deals with facilities and incentives, and
stipulates +that all business enterprises operating in Zambia
which are net earners of foreign exchange +through export of
non-traditional products or szervices =zhall benefit from the
following facilities:-

a) Retention of such percentage of their foreign exchange
earnings and +the utilisation for such purposes and on
such terms and conditionz, as,the minister responsible
for finance may from time to time determine either by

himgelf or through the Bank of Zambia.

a) Have access to any foreign exchange revolving fund
which may be set up to promote exports from Zambia.

c) Receive preferential rates of tax on part of their
income as parliament may from time to time provide.
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d} Have accesgs to any free trade zoneg which may be =set up
in Zambia.

2) Enjoy exemptions from the payment of selective
employment tax as may be prescribed by the Minister of
Finance, and

£f) Have access to preferential! borrowings as may from time
to time be declared by the government.
The following performance requirements muigt however be met at

the same +time if the investor is to enjoy the aforementioned

incentives:-

a) It is an exporter of non-traditional products or
gervices which result in foreign exchange earning in
any calendar year of at least 25% of its total gross
earnings for that year, or

b) It iz an enterprise which usez 4 high proportion of
local raw material and resources (including labour)
amounting to more than 75% of its total annual

operating costs, or
c) It 18 an enterprise which has more than B85% of its

labour force working in facilities located in rural
areas.

An enterprize that satisfies any twoe of the above conditions
would be classified as a “"priority enterprise". Priority
enterprises receive preference for government purchasing and
import licences, as well as relief from certain customs duties
and tarxes. Any enterprise which satisfies the above conditions

can al=zo apply for a certificate of incentives.

Under Section 26(l) of the Act, every holder of a certain

certificate of incentives is entitled to the following

incentives starting from the date of commencement of operations
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or the granting of the certificate of incentives, whichever is

the latter.

a) For a period of five years, a deduction from .
taxable income for each tax year of fifty percent {(50%)
of the total salaries paid to Zamblian manpower employed
in the enterprige during that tax year (provided that
the amount of salary of any such employee which 1s in
excess of five +times the nminimum wage for the time
being fixed for a general worker shall not be taken
into account for this incentive).

b} For a. period of five years, full exemption from tax on
dividends.

c) For a period of three years, exemption from
payment of selective employment tax and

c) For a period cof +ten years, a deduction from taxable
income of bO% of the expenses incurred during each tax

year on,

1) Any training programmhe agreed upon by the
Committee to train Zamblan employees and

ii) Any research and development programme agreed
upon, by the Committee conducted either by
the enterprige itgelf or through a recognised
research insitution for the purposgse of
adopting a technoleygy or product te local
conditions or of substituting a local inpu£
for an imported one.

Angola

A law to encourage foreign investment wag enacted in 1979.
Foreign investments are guaranteed against nationalisation for
10 to 1bh years. If nationaliged, the invegtor isg entitled to
compensation, including accrued interesgst, in the currency of
the original investment. Profits of up to 25% of capital
invested can be transferred abroad each year, and this can he

in the form of exports of goods producs=d. Tax holidays and
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exemtpions from import duties may be allowed.

Bot=swana

In the manufacturing sector for new projects which do not
adversely affect existing firms, +there 1s a five year tax
heliday and grants for up to five years for the employment of
unckilled labour and for +training. In addition, there are
special grants to new or expanding businesgses, decided on a
case by case basis. All companies are also eligible for a-ls%
tax allowance for new buildings and a 15% allowance for new
rlant and machinery. There are certain exemptions from customs
duties and the possibility of infant industry protection under
the South African Customsg Union. The Botswana Development
Corporation is prepared te put up =ome of the reguired finance

as egquity capital or long term loans.

Lesptho

The Pioneer Industry Board can give "pioneer status" to new
factories, which involves a tax holiday of up to =six years or a
variety of tax allowances. Training grants of up to 75% are
available from the Lesotho National Development Cerporation.
The Le=sotho National Development Corporation alsco provides
loans and loan guarantees. It can provide factory buildings
and other infrastructure, and hag serviced indu=strial =sites.
Lesotho National Development Corporation policy is not te take

an equity position, except for agro-industries where a strong
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local content is expected.

Swaziland

Licences are required and purely foreign firms are allowed but
Joint ventures with local firms are preferred, ecpecially with
the Tibiyo Taka Ngwane Fund or the National Industrial
Development Corporation of Swaziland. There are tax holidays
in the early vearsg and varlious investmenﬁ allowances. Training
costs are deductible from income of double the actual costs.
Infant industry protection isg available under the South African
Customs Union. Raw materials  teo produce goods for export

outzgide the South African Customs Union are imported duty free.

Tanzania

Foreign investments require app;oval, but approved investors
are guaranteed full compengation in hard currency in the event
of nationalisation. In general, foreign investors are expected

to be the ninority partner in a joint venture.

Malawi

All manufacturing firms regquire an operating licence. In
exceptional cases, new firms may be given exclusmive protection
or tarlff protection for a limited periocd of time. Imnports for
the establishment of a new firm deemed to be of national
importance enter at concesgionary duties. Tax rebates are
allowed for imported raw materials and capital expenditure.

Serviced industrial sites are available.
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Mozamhigue

Mozambican legislation on direct foreign investment was enacted
in 1984 and guarantees the legal protection of the property and
property rights as well a= tax incentives. The code also
guarantees the +transfer abroad of exportable profit, re-
exportable capital and the repayment ef principal and interest
in the case of loang contracted by the foreign investor in the
international financial market used fcr the undertaking in

Mozambhique.

Eguipment for carrying out Ffeasmibility stﬁdies as well asg
imported raw and s=subsidiary materials for the production of
goods destined for export are exempt from customz duty. On
labour matters, investors 1in Mozambigque are free to recruit
according to their needs and have the right to digmiss workers
when it 1sg justified. All training costs are deductable from
taxable income at triple the actual cost. Tax exemptions will
be granted for 2 +to 10 years for new investment projectsE. An
office of Foreign Investment Promotion has been created, and
promises to process applications in three months. Foreign
investment and re-investment reguires government éuthorisation
and joint wventures with Mozambican sta£e or private firms are
expected except "in cases where high technology is used in the

production process".
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Zimbabwe

The Zimbabwe govenment produced an investment code in April
1982 entitled “The promotion of Investment: Poliey and
Regulationg”. This document replaced and updated the previous
document issued in September 19?2 entitled "Foreign Investment:

Policy Guidelines and Procedure=s".

The document defines a foreign investor as:

a)l Any company at leact 256 percent of whoge shares are
owned by non-Zimbabweans, or

b) Any partnership at least 25 percent of who=e
capital is owned by non-Zimbabweans.

Majority Zimbabwean participation in new foreign investment
projects isg emphasised and 1t 1is one criterion used for
assessing applications by foreign investors. In order to
facilitate guick decisions on investment proposals, the
government introduced a one-stop shop called +the Investment
Centre which would replace the existing Foreign Investment
Connmittee (FIC). The centre aimed to procesns investment

applications within 90 days.

The incentive provisiong that are contained in thilis document

are as fTollows:-~

1) Constitutional guarantees to compensate in full any
property that 1s nationalised or acguired.

2) Acceded to +treaties for +the protection of foreign
investment for exanple, Zimbabwe ig now a member of the
Multilateral Investment Guarantee Agency (MIGA). The
government has expressed willingness to negotiate
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mutually =atisfactory bilateral investment treaties
with governments whoze nationals are likely +to invest
in Zimbabwe. In addition government has also acceded
to the 1965 Convention on the Settlement of Investment
Disputes betwsen states and nationals of other states
and to the New York Convention on the Recognition and
Enforcement of Foreign Arbitral Awards. ’

Export incentives, where export-oriented projects are
presently given special access to foreign exchange in
order to finance imports +through the operation of two
eXport incentive schemes.

i) An Export Revolving Fund, which guarantee
manufacturing companies producing for export
automatic access +to foreign exchange in order
to finance the import content of any conficmed
export ofrder.

ii) A Bonus Scheme, where exporters who increase
their export earnings from one year to the next
are allocated 25 percent of +the incremental
value of the ezxports to cover the import of raw
materials which could be used in producticen for
the domestic market.

On incomes and labour policies, the government
stipulated that salaries and wages would be determined
through collective bargaining within parameters
ezstablished by government. Greater flexibility is
promised with regard to the current labour regulations
dealing with termination of employment.

The Remittance of Income is structured such that 014
Investment, +that is, +that made prior to 1 September
1879, can remit only 25 percent of net after tax
profits, declared either as dividend, branch or
partnership profits. On the other hand dividend and
partnerzhip profits remittances on existing eguity
capital introduced to Zimbabwe from external sources
after 1 September 1979 (New Investment), iz allowed
immediate repatriation equivalent to 50 percent of ner
after +tax profits. A=z a further inducement to new
invegtment in high priority projects government may
allow only in exceptional caseg immediate dividend and
profit remittances in the range of 5O percent to 100
percent of net after tax profit for a period stipulated
at the time of the investment.

With respect to dividend as it applies to both old and
new investment, any dividends declared in excess of 25
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percent or B0 percent of net after tax profite
regpectively must after deduction of 20 percent of the
Non-Resldent Shareholders Tax (NRST) on the excess, bhe
raid to the local blocked account of +the foreign
ghareholder. These blocked funds may gither be
remitted to the foreign shareholder through the medium
of +the 12 year Government External Bonds for an
individual s=zhareholder, and 20 yzar Government External
Bonds for a company, or they c¢can be reinvested in a
project approved by +the Exchange Control Projects
Review Committee, in which ecase the blocked funds
qualify for venture capital status, with the attendant
50 percent remittance and disinvestment rights after b
years.

In May 1987, Govenrment liberalised the use of blocked
funds by amending Exchange Control regulations which
reguired a matching of new investment funds from
external sources on a 50/50 basgis. Foreign
gshareholders# can now use blocked funds for reinvestment
purpoges in approved projects, and depending on the
type of project and its contribution to exports, import
savings and employment, the external element will vary
from 50 percent to zero.

Foreign companies have got access to local credit
facilities 4dnd may borrow locally at least +the
equivalent of 25 percent of their shareholder's funds
and increaged local borrowingsg may be allowed with the
approval of the Reserve Bank.

In April 1988, the nominal income +taxz rate for
corpeorate bodies was reduced to 50 percent, which i=s
the rate at which taxable income ig currently taxed.
In the determination of taxable income a variety of
deductions are allowed.

a) Depreciation allowances for Dbuildings,
articles, implements, machinery and untengils
in regpect of industrial, agricultural, hotel
and mining activities. These allowances may be
taken over +the 1life of +the ascet or as 100
percent Special Initial Allowance, representing
accelerated depreciation.

b) Expenditure {hot of a éapital nature) on
research. )

c) Expenditures incurred before the commencement
of busginems=.
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d) An investment allowance of B0 percent of the
cost of buildings erected and egqupment
purchased exclusively for the training of
employees.

In the “Growth Point Areas', commercial and industrial
operations carried on in these designated areas are
entitled to a Special Initial Allowance of 100 percent
of the construction cozt of commercial buildings, plus
an extra investment allowance of 15 percent of the cost
of construction of commercial and industrial buildings
including staff housing.

Withholding taxes are levied at source on the

following incomes from Zimbabwean source payable to
persong not resident in Zimbabwe:

Dividends (Non-Resident Shareholder's Tax) 20 percent
interest (Non-Regident's Tax on interest) 10 percent
fees (Non-Resident's Tax on Fees) 20 percent Royalties
(Non-Resident's Tax on Royalties) 20 percent.

Double Taxation Treaties have been signed with the
United Kingdom, Federal Republic of Germany, German
Democratic Republic, Soulh Africa, Bulgaria, Norway and
Sweden. It iz expected that +treaties will =hortly be
concluded with the Netherlands, Romania, and Canada.

Customg Duty, Surtax and Import Tax are levied on
varioug items imported into Zimbabwe. However, the
rates on itemsz of primary interest to potential
investors are said to be wvery modest. The main

provigions are:-

a) Customs Duties which range from O percent teo 50
percent, with me=zt items of interest to investors
being in the range of 5 -~ 20 percent. Rates of
Import Tax range from 12.5 -20 percent.

b)) Many raw material=z and compenents are either
imported duty free or at rebated rateks of duty.
Industrial drawbacks allows full remission of duaty
on ‘Ltheoese imported raw materials and components
contained in exported goods.

A recent concessicon announced by Government provides

for the refund of Import Tax on the importation of new
goods of a capital nature, ecarmarked for approved new
projects which are either, priority projects, that is
those which involve exports oer create an appreciable
number of job opportunities or introduce new techhology
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or any type of projects which are located in a
designated “growth point' area.

The Incentive and Disincentive instruments mentioned in the
previous section for the nine SADCC states are placed togather

in table 1.6 below which show the number of countries offering

each one of the stated instrument.

Table 1.6 Incentive and Diﬂincéntive Ingstruments

Incentive/Disincentive
Measures Country

A B L M MO S5 T 2Z2pn 121

Import Duty Concesgions X X ¥ X ¥ X X X
Credit guarantees ¥ X

Interest rate on foreign loans X X

Factory Building tax exemptions ¥ X ¥ X X
Dividend tax exempltionsg X

Dividend withholding tax X ¥ X X X
Housing allowance fot personnel ¥ X % X
Incentives for hotel contruction X
Accelerated depreciation X - X X X
Double taxation agreements X X X X
Tax holidays ’ ¥ X X

Export subsidies | X o4 X
Guarantees against government

competiltion i X hd

Tariffs ¥ X X
Quotas h
Exclusive licences p 4

Subsidised imported inputs | X X X X

Assi=s=tance in feagibility

and marketing studies X X
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Table 1.6 (continued)

Incentive and Disincentive Instruments

Incentive/Disincentive
Meazsures Country .
A B L M MO 8 T ZA ZI

Job training subsidies X X X b4
Minimum wage laws
Employing naticnals X X

Incentives for management

of enterprisaes X
Profit remittance ¥ X X ¥ % X X X X
Controls on remittance
dividends/profits X X X
Import Licence reguirements - X ¥ X ¥ X X X X X
Excluszive operationg by state X X X
Total number 9 13 16 9 10 13 8 7 16
Source: SADCC 1986, “Investment Policies and Mechanism of
S8ADCC countries'. Dar-es-Salam, Printpak
Note: The letters A,B,L,MO,8,7,2A,Z2I are initialws, for
the SADCC ¢ountries, that is, Angola, Botawana,
Lesotho, Malawi, Mozanbique, 8waziland, Tanzania,

Zambia and Zimbabwe respectively.

The number of incentives and performanece requirements in each
of the SADCC countries are by no means large when conpared to
the average number of incentives offered in developed countries
which are gaid to range from a low of 17 to a high of 32 per
country. This does not algo fit well into theory which states
that poor countries will tend +to offer large numbers of

different incentives to attract more inflows of foreign,
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capital. Thusz SADCC countriez do not geem to give much
prominence to investment incentives and this could be elther
because they are ignorant about the importance of incentives or
because they have realisged that incentives are not as

influential as they are claimed to  be in attracting

invegtmnents.

It iz also not easy to say whether or not S8ADCC couniries are
engaging in competitive bids +to attract foreign investment
through incentives. This iz especially so when one uses
Guisinger's criterion for determining competition because the
SADCC countries incentive policiesg =zatisfy two of the four
conditioﬁs that must apply for competition +to exilst. The=ze
are, the uge by' countries of more factor incentives, Fhat ism
those incentives that mostly affect the prices of factore of
production and the dependence on the inflow of foreign capital
for development. On the other ﬁand SADCC countries also
gatisfy two of the four conditions that should exist to
indicate a non-competitive situatien and these are, the use of
a emaller number of investment incentive=z and the minimal

linkage of incentives with performance reguirementes.
- = P
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+  CHAPTER 4
DATA ANALYSIS AND CONCLUSION
The analysiz wstarts by reviewing daté collected from the
governments with an attempt to highligﬁt whether the four
countries engage in competitive strategies to offer‘incentives
to foreilgn companies. Thiz is a test to See‘whether the
gituation is +the =ame as in other regional areas where
empirical studie=s have conecluded that there is gubstantial
competition in this regard. Furthermore,; competition for
incentives lead such countries to loose sight of what
incentives intend to achieve and incure vunnecessary costs in
trying to outbid each other by offering incentives arbitrarily,
while the levels of investment flows remain constaﬁt or evean

decline.

The government officials who were interviewed, were asked a
number of guestionsg which +tried to higﬁlight-tha guestion of
competition. On  the gqueation about what influence other
regional country incentives had on government's dwﬁ policies,
the response by the Zimbabwe official was +that there iz
indirect liaison with other countriss but other countries'
policies are considered for posscible implementation in Zimbabwe
only if experience shows  tLthat such policies have been
successful dn  thosge countrieg. Zambia s=aid zhe liaised with
other countries, for purposes of exchange of ideas but that

such policies had very little influence te its own investment
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policies. Malawi had a response similar to that of Zambia and
there was no response from the Botswana government. However,
all these countries admitted to having intimate knowledge about

-

each other's incentive policies.

In response to a guestionh about +their wviews about the
harmonigation of incentive policies in the SABCC region, Zambia
gaid =she favoured +the idea especially in regard +to the
imnplementation of regional project?, while Malawi =aid that she
would firstly need to be made aware of the implicatioﬁé of =such
a move. Zimbabwe and Botswana both said there was no poli;y

yet on the issue of harmonisation.

On the gquestien of whether sach of the countries viewed other
SADCC countries’ incentive policies as competitive or not,
Malawi. replied +that they were competitive while Zimbabwe was
not sure what the position was and Zambia said some policies
were competitive but not all of them. Botswana did not
rezpond. However, all +the countries gaid they had increased

the number of incentive instruments offered to investore.

The above response suggest +that there is a tendency by these
countries to engage in competition eof a hidden and subtle
character, that 1is, they are competing but would net want to

ghow or admit openly.



74

Assumptions

In order to remove or neutralise sgome of the problems which
effect measurement of effectiveness of incentives, the

following assumptions are made:-

1) The effects of investment policies can be measured
along a gimple dimension whoze values are known to the
investors, and the cumnulative value of incentives less
the wvalue of disincentivesg can be determined by the
investor in a manner wimilar to the way in.- which the
rate of effective protection provides on scale for
asseszging the strength of tariff protection.

This assumption is necessary in order to make +the responses of
the firmg wvalid, that is, we must assume that when they
indicated that a specific instrument wasg very important or not
considered in the decizion +o make an investment location
decision, it was not =imply out of the respondent's head, but
the response was a result of a known method of measure by the
firm of such factors.

2) Thoze incentive ingtruments for which the majority of
firms stated to be in the “very ilmnportant' category are
effective enough to influence their investment location
decision. Similarly +thoge 1in the “mo=zt deterrent’
category are such impediments az to potentially prevent
investors in localing in the country implementing such
performance regquirenents.

Thisg assumption iz made because ag stated 1in Chapter Two,
effectiveness of incentives and performance requirements was
going to be determined in this dizsertation from the point of
view of +the investor, that is, as to how the investor thought

each instrument affected or would affect the investment

location degision. The respondents were made to understand
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that any indication in +the wvery important column of the
gquestioner would mean ‘that, that instrument was important
enough to influence a location decizion. Also since incentives
do vary aceross countries, that 1=, if an incentive is not
offered, it will perhaps be regarded as immaterial_ in that
country; The responges would theﬁ be expected to differ
between countries for thie reason. However the guestionnaire
to the foreign invesztorsg (respondents) was structured in such a
way that they respond not only +o those incentives thatlare
offered in their specific country in which they are based, but

regspond te all the incentives offered in all the nine SADCC

countries as though they were offered in their host country.

Tables 1.7 =-1.9 Dbelow, indicate the interpretation of the
rezults to guestions posed to the sampled companies in the four
countries with a view to establishing whether or not incentive

policies are influential in decisicns to invest.



76

Table 1.7 Percentage responses to the guestion about how each incentive
instrument affects the corporation's decigion to cheoose a location
for investment

Incentive Very Eszentially Almost Very Un- Not
Instrument Important Important Impeortant Important important Considered

Import duty
concessions 28 17 17 5] - 33

Customs duty
exemptions on
capital imports 28 28 22 5] - 17

Preferential

entry for

imported

foreign capital 11 11 28 28 6 i7

Ezemplions on
imports of raw
materials 28 17 17 6 & 28

Duty reduction
on expeort of

goods

manufactured 22 - 22 17 } 6 33
Profit

remittance 50 17 11 11 - 11

Remittance of
loan interest
and principal 3@ 11 11 5] - 33



Table 1.7 (continued)

PERCENTAGE RESFONSES

Incentive Very Ezsentially Almost Very Un- Not
Inzstrument Inportant Important Important Important important Ceonsidered
Profit

remittance in
form of export
of goods - 6 17 17 6 56

Incentives far
reinvestment of
profit in host

countries 11 28 22 17 6 17
Tazx exemption

for interest

paid on

foreign loans 11 - 1 17 17 56
Dividend tax

exenption 22 11 22 22 - -
Income ta=z

exemption on

initial

operations 17 11 22 17 11 22

Tax concessions

on office

egquipment for

business 7

start-ups 6 17 23 22 & 22



Table 1.7 (continusd)

PERCENTAGE RESPONSES

Incentive Very Essentially Almost Vey-Un Not
Instrument Important Important Important Important important Considered

Tax concessions
on employing
nationals 11 11 6 17 22 33

Factory building
tax exemptions 11 11 (5] 17 17 39

Double taxation
agreements 11 11 33 28 6 11

Industrial
tebates and
drawbacks 1 - 28 6 11 44

Credit lcoan
guarantees 11 5] 17 11 28 2B

Guzrantes against
caonfiscation and
nationalization 61 ) - 6 22 X 6 6

Signatory to the
settlement of
digputes 11 6 6 5 28 44

Guarantee to
compenszate on
nationalisation 61 11 - 6 & 17



Table 1.7 {(continued)
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PERCENTAGE RESPONSES

Incentives which
cut launching
costs 22

Jobh training
subsidies

28]
2V ]

Accelerated
depreciation 56

Assistance in
feasibility and
narket gtudies -

Government
competition
protection
guarantee -

Houvsing
allowance for
perscnhnel -

Exclusive
licences 11

Incentives
which cut
production

costs 6

28

33

39

[
(=Y

11

17

28

22

17

17

22

50

17

L2
w

i1

11

17

11

11

17

11

17

17

33

28

22



Table 1.8 Percentage

responses

to

guestion

congidered each of the instruments to

investments.

= abkout how much the corporations
be impediments

to carrying out

PERCENTAGE RESPONGES

Performance Reg. Mo=t Secaond Lezs Least Do Not
(Digsincentives) Detrimental Most Det. Det. Det. Det. Know
Domestic content

requirement 33 6 22 17 22 -
Tariffs - - 50 22 <] 22
Quotam 17 5 33 33 5] 6
Dividend withholding

tax 11 17 17 22 11 22
Controls on remittance

of dividends 56 & 11 22 6 -
Foreign exchange

controls 671 11 1i 5] 5] -
Import licence

regquiremnent 28 17 11 11 18 6
Exclusive operations

by the state 6 6 33 22 11 22
Minimum wage laws 11 - 28 17 33 11



Table 1.8 (continued)
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PERCENTAGE RESPONSES

Performance Req. Most Second Less Least Do Mot
(Digincentives) Detrimental Most Det. Det. Det. Det, Know
Labor protection
laws 11 - 22 28 28 11
Restriction on :
employmant of
expatriates 22 & 17 22 28 5
Note: The figures in the columns are in percentages, and for each

row represent the percentage of companies responses to each

instrument in the approgriate column.



Table 1.9 Shows the- percentage responses on guestions about how the
corporation weiged the influence of investmant incentives
te "other factors®', in making and investment location decision.

PERCENTAGE RESPONSES

Other Factors More Equally Less
Important Important Important No response
Market congiderations b6 22 17 &
Profitability 44 22 28 )
Skilled labour supply 5] 67 22 5}
Cheap labour supply 17 11 67 5
Infrastructural
development 17 61 17 &
Regource availabkility 22 28 44 6
Political
considerations 28 30 2g 5]
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Az =stated earlier on, "effectiveness' was to be measured by
inffering from the investors's responses  as to which
instruments affected them the most in making their investment
location decision. The results on incentive instruments in
their order of prominence to‘ investors (Table 1.7) are as

follows: -

Effective Instruments (Those whose effect is considered enough

to influence investor location decision)

Guarantees Against Confiscatien on Nationaligation

Guarantees to Compensate on Nationalisation
- Profit Remittance

Depreciation Allowances on Fixed Agzets

1

Remittance of Loan Interest and Principal

Inaeffective Instrumenfs

(Instruments that firme =aid were not conszidered during the
investment decision)
- Tax Ezemptions for interest paid on foreign loans
- Profit remittance in form of export of goods
- Signatory to the settlements of disputes
- Housing allowance for personnel
- - Tax concesslone on employing nationals
- Credit loan guarantees
- Industrial rebates and drawbacks
~ Duty reduction on export of goods manufactured
- Preférential Entry for imported foreign capital
- Exclugive licence incentives
- Job training subsidies
- Income tax efemptions on initial operations
- Government competition protection guarantee

- Double taxation agreements
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- Incentives for re-inve=zement of profit in the host
country

- Import duty concessions

- Incentives which cut production costs.

The overall average response to all the incentive instrumentg

came up with the following results:-

20% of the firms indicated that incentives offered in SADCC

countries are very important, hence influential 1in their

investment decisions. 49% of +the firms 4did not consider
incentives in their investment declislons. The rest fell in
hetween and their response can best be described as

indifferent.

Table 1.8 shows the effect/influence that performapce
reguirements (digsincentive dinstruments) have on investors'
decision to locate as perceived by the foreign investor. In
this case investors were asked +to indicate on a six-point
scale, whether each one of the eleven ingtruments listed in the
table was considered as an impediment or not to carrying out
investment. The results are as follows:-

a) Instruments considered deterrent enough to affect
investment decision.

- Foreign ethange controls
- Controls eon remittance of dividends
bh) Thoze regarded as less or non-deterrent instruments
- Labour protection laws

- Regtrictions on employment of expatriates
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- Minimum wage laws

- Import licence regquirements

- Quotas restrictions

- Domestic content requirement

~ Dividend withholding tax

- Exclusive operations by the state
Overall average response was sﬁch that 24% o0of +the investors
indicated +that the performance reqﬁirements in wuse by the

countries are potentially deterrent, while 47% =said they did

not mind such performance requirements.

Table 1.9 analyses the relative importance that foreign
investors placed investment incentives with other factors that
affect investment considerations. Companies were asked how
they weighed the influence of investment incentives in making
an invesztment decigion to @uch other factors as market
considerations, profitability, =skilled labor s=supply, cheap
labor, infrastructural development, rezources availability as
well as political considerations.
The response was as follows:-~
1. More important factors:
- Market considerations
~ Profitability
2. Factors considered equally important to incentives
- Skilled labour s=supply
- Infrastructural development

- Political considerations



84
3. Factors considered to be less important

~ Cheap labour

- Respurce availability?
The company respondents were also azked gquestions that tried F
highlight whether or not foreign investors look around the
SADCC cegion in search for a country that offers the most
liberal or attractive investment incentves. Sixty-one percent
(61%) of the investorg said, they did not consider alternative
countries in SADCC as possible places  for investment and
thirty-three percent (233%) of +the comapnies were ignorant of
the +type of incentives offered by other countries in the
region. Of the thirty-one percent (31%) companies that looked
at alternative countries, only thirty-three percent s=said the
country they chose had on a comparative basis better

incentives.

Sixty-seven percent of the investors in the sample said they
did not =eek to be granted special incentives. This indicates
either, contentment with +the ones available or the relative

uninmportance of incentives to the companies decisgion to invest.
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CONCLUSION

The resultz appear to suggest that out of the wvariety o?
incentives offered, very few seem to matter to invéastors in
influencing their decisions to locate their investment in a
particular area or country. The incentives that were cited a=
influential are, profit remittances, the right to remit loan
interest and principal, guarantees against confiscation and
nationali=sation, guarantees to compensate on nationaligation
and depreciation allowances on fixed assets. This is out of a
total number of about 29 or more different incentive facilities
offered in the SADCC statesm. This wide range of incentives
include, tas concessions, official financial support
facilities, subsidies and other measures pertaining, liberal

exchange contrecls, labor and environmental standards.

On the other hand, investors do not appear to he seriously
concerned with the variety of performance reguirements
(di=sincentives) that these countries have effected +to try and
éaintain some control of the activities of investors. Out of
about eleven or so performance requirements, the sampled
investors cited only two performance regquirement aa adversely
affecting +Ltheir investment decigions, theze are foreign
exchange controls and controls on remittance of dividends and

profits.
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In the light of arguments that mozt incentives are necessary in
order to neutralise the effect of pe}formance reguirements,
that is, controls on invesltor's activities, this study suggets
that countries can place controlling measures on investors
without compensatory measures. Investors expect government;-to
act in +this manner. However, performance requirements must be
realistic and maybhe countries need to concentrate on a few key
regquirements ingtead of prolifering requirements, some of which
mayhe incampatible with one another, for example where the
emphagis on increasing the local content of inputs in
production is combined with ambitious and stringent targets for

export expansion.

By gaying that certain instruments are not effective does not
necessarily mean +that a c¢ountry should do away with such
instruments. However, countrlies zhould not make such policies
the main focus for their attention and give them undue
prominence, engaging in competitive bidding with each other to
facilitate such incentives, because they would end up losing
revenues and scarce resources hy offering supetr concessions in

the false hope that such inducements would attract the foreign

investor into their country.

One is therefore not advocating for the complete removal of the
existing incentives, but =zuggesting that countries in SADCC co-
cordinate their incentive policies in order +to abolish

rampetitive bidding and to attract investors in ways that are



89
legs costly te their economies. Abolishing incentives
completely would be counter-productive in that inves=stors

perceive a place without incentives az more rigkier.

A= a concluding note therefore, it seems that investmerit
incentives are not an efficient and equitable means of

overcoming the problem of investment shortage.
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NOTES

At the time of writing this dig=sertaiton, the new
Investment Code for Zimbabwe wag still under formulation.
This Investment Code was finally published in May 1989, but
for the purpose of thisg tudy, there iz not much difference

with the previous guidelines document, that the new

Investment Code replaced.

Footleoogse industries or companies are those industries
which are not restricted to investing only in places with a

particular type of natural resource or advantage.

Resource availability was congidered by investors to be
legsg important in influencing location decision than
investment incentves because the companies analysed were

Footloose industries.
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