Private Sector Investment in Development

Peter Watson, Chairman, President & CEO

Overseas Private Investment Corporation

Aspen Institute - July 31, 2004

For the past 50 years, the United States has pursued a policy of supporting the economic development of less developed countries through a combination of economic development assistance, the promotion of U.S. private investment, and the liberalization of barriers to international trade and investment.  The United States has done so in the belief that economic poverty in major regions of the world breeds tension and conflicts, and ultimately threatens the security and economic prosperity of the United States. Globalization of the public media and greater awareness of the human illness and suffering that comes from severe poverty and related social ills have also created an increasing public desire to extend support. The threats created by terrorism before and since 9/11 have underscored the rationale of development assistance.  This paper seeks to report on what has been done to reinvigorate the Overseas Private Investment Corporation (OPIC) as an important economic development tool, and the challenges that remain in invigorating the role of the private sector in generating growth-enhancing investments in the developing world.

Half a century of experience in delivering development assistance has shown that there is no simple solution to jump-starting the development process. A few conclusions, however, can be drawn from the experience:

· The transfer of capital per se will not add much to development if it is not efficiently managed. The most effective way to assure efficient management is to have the capital managed by the private sector operating in a market-oriented environment, provided the local legal, policy and institutional environment creates the right economic incentive structure. The application of this principle has increasingly been extended to the management of physical and social infrastructure services, thus expanding the role of institutions such as OPIC that are targeted at supporting private investment.

· Foreign capital cannot serve as a substitute for domestic savings and investment because foreign sources of capital can only satisfy a modest portion of domestic investment needs. Foreign investment, however, can leverage and enhance the productivity of domestic savings, provided there is an institutional, legal and policy environment in the country that creates incentives for domestic savings and entrepreneurship. To be truly developmental, an agency such as OPIC has to look beyond the commercial aspects of individual investment projects and seek to enhance the development of a market-oriented policy environment and creation of opportunities for local entrepreneurship.

· The most valuable contribution of foreign investment does not come from the addition to the domestic pool of capital and the creation of jobs per se, but from the transfer of globally competitive technologies and business practices. Foreign investors bring packages of technology, management, quality control procedures, human resource practices and experience in managing external relationships that are ultimately transferred to local firms, increasing their productivity. To enhance their developmental impact, programs such as OPIC that promote private investment should also seek to create incentives for the effective transfer of global best practices and new technologies by investors.

· In order to satisfy the physical and social infrastructure requirements for self-sustaining growth, private investment has a key role to play. Governments cannot raise enough money to fund all such investments, and government bureaucracy is not well suited to efficient management. At the same time, the pricing and supply of the services have an important social dimension that requires significant government involvement. More generally, these types of projects are highly sensitive to the regulatory environment. Government and the private sector therefore have to form partnerships or other cooperative relationships that create the right economic and political incentives for stable investments in infrastructure projects. This is a difficult balance to strike, which will require continued innovation and experimentation. One of the challenges for private sector development agencies is to support innovation in the development of appropriate public/private cooperative arrangements or partnerships.

In summary, as the World Bank observed in its research paper on The Role and Effectiveness of Development Assistance:  Lessons from World Bank Experience:  “[m]ost effective approaches to development will be led by the private sector, but with effective government to provide the governance framework, facilitation or provision of physical infrastructure, human capital investments, and social cohesion necessary for growth and poverty reduction. The fundamental challenge in stimulating economic growth is to create the right economic incentives that will encourage local economic actors to build capital and to manage it efficiently.”

Since its inception in 1969, OPIC has been the U.S. government’s principal tool for promoting the flow of U.S. private investment to developing countries and transition economies to support their economic development. OPIC has carried out this mission by reducing the investment risks through political risk insurance and its political risk management practices, by offering guarantees on bank loans and bonds, by making direct loans to small and medium enterprises and by contributing financial support to venture capital funds. Through its history, OPIC has supported $150 billion in foreign investments.  It’s current portfolio of $12.5 billion is made up of $6.3 billion in insurance; $4.0 billion in investment guarantees and loans; and a funds portfolio of $2.2 billion. OPIC has accomplished this at no cost to the U.S. taxpayer, accumulating over $4 billion in reserves. Over its thirty-three year history, OPIC has paid out insurance claims of  $941 million, and has succeeded in recovering $740 million.  Setting aside the claims under current negotiations, OPIC’s recovery rate has therefore been close to 90 %. OPIC’s success in fulfilling this mandate has given life to the proposition that government leadership in managing the risks associated with foreign direct investment can effectively mobilize capital and human resources for development that would not otherwise be made available.

Institutions like OPIC that support and leverage private investments in developing and transition economies have an important role to play in any development assistance strategy. In fact, the historical record with respect to economic development over the past half-century would suggest an increasing role for OPIC and its sister agencies. Private investment has clearly emerged as the key driver of development. Yet the flow of private investments has slowed considerably in recent years, even as official development assistance has declined substantially.  Table 1 shows data for the period from 1991 to 2003 during which time private net capital flows declined from a peak of $300 billion in 1997 to $168 billion in 2003, while net official flows continued to decline steadily from $62 billion in 1991 to $20 billion in 2003.  As seen from the table, foreign direct investment, which delivers the greatest development effect, declined from a peak of $184 billion in 1999 to $135 billion in 2003:

Table 1:  Net Long-Term Resource Flows to Developing Countries, 1991-2003

	
	
	1991
	1992
	1993
	1994
	1995
	1996
	1997
	1998
	1999
	2000
	2001
	2002
	2003

	Net Long Term Resource Flows
	
	124.2
	153.7
	220.9
	222.4
	260.2
	306.6
	341.4
	336.7
	271.8
	261.1
	210.3
	175.2
	187.6

	   Official Flows
	
	62.2
	54.3
	53.4
	46.0
	54.1
	30.3
	40.7
	53.4
	47.4
	35.3
	35.3
	21.3
	20.0

	   Private Flows
	
	62.0
	99.4
	167.6
	176.4
	206.1
	276.2
	300.7
	283.3
	224.4
	225.8
	174.2
	153.8
	168.2

	      Capital Markets
	
	26.4
	52.2
	101.0
	86.3
	99.3
	145.5
	128.2
	105.0
	40.1
	59.1
	-0.9
	6.7
	

	          Debt Flows
	
	18.8
	38.2
	50.0
	51.2
	63.3
	96.5
	98.1
	89.4
	5.6
	8.2
	-5.3
	1.8
	

	              Bank Lending
	
	5.0
	16.3
	4.1
	9.3
	30.9
	32.2
	45.6
	51.9
	-23.3
	-6.1
	-17.0
	-9.4
	

	              Bond Financing
	
	11.0
	11.1
	36.7
	38.1
	30.7
	62.3
	49.6
	40.9
	29.5
	16.9
	10.1
	12.7
	

	              Other
	
	2.9
	10.8
	9.2
	3.7
	1.7
	2.1
	2.9
	-3.4
	-0.5
	-2.5
	1.7
	-1.5
	

	          Equity Flows
	
	7.6
	14.1
	51.0
	35.2
	36.1
	48.9
	30.1
	15.6
	34.5
	50.9
	4.4
	4.9
	14.3

	      FDI
	
	35.7
	47.1
	66.6
	90.0
	106.8
	130.8
	172.5
	178.3
	184.4
	166.7
	175.0
	147.1
	135.2

	Source: World Bank, Global Development Finance, 2002, 2003 and 2004.


The decline for most of the developing world is even more pronounced than is indicated above, if we take account of the fact that much of the recent private investment has gone to China.  Net private flows to China have increased from $32 billion in 1998 to $71 billion in 2003.  In contrast, net private flows to Brazil during this period declined from $38 billion in 1998 to $13 billion in 2003, illustrating the problems facing even relatively successful countries such as Brazil.

While the recent slow-down in the global economy undoubtedly has had a major impact on the decline of foreign private investment in the developing world, so has the increased risk and uncertainty resulting from the financial crises in East Asia, Latin America and Russia, and the political uncertainties created by an increase in terrorism. OPIC is the right instrument to offset the impact of these events on the flow of private investment by helping private investors to better manage and to reduce these risks and uncertainties.

The challenge for OPIC is not only to offset the decline in the net flow of private capital to much of the developing world, but also to get more support for development out of existing flows of private capital. This means achieving a higher development impact from investments in countries that have achieved self-sustaining growth but continue to struggle with an uneven distribution of development benefits across regions of the country or across social groups. This also means directing more of the investment flows to less developed countries that have failed to achieve any real development, particularly countries in Sub-Saharan Africa and the Middle East, as well as in parts of Central and South Asia and the Pacific Islands. While the lack of development in most of these countries is most often due to political instability, inappropriate macroeconomic policies, corruption, the absence of secure property laws and the lack of a market-oriented regulatory environment that discourage both foreign and domestic private investment, properly structured foreign private investments can make a difference in moving countries in the right direction by demonstrating the economic payoff from policy reforms that will enhance such investment.

OPIC has been successful in applying sound business principles to the management of a government program that delivers incentives to private investment in the developing world. It has prudently managed the political and commercial risks involved, and negotiated agreements with host governments that have kept claims to less than $1 billion over OPIC’s history and have enabled OPIC to recover over 90% of claims paid, as referred-to above.  The net result has been to achieve important developmental benefits at no cost to the taxpayer. Despite this success, OPIC over the years experienced a decline in public support, partly because it was often seen as competing with the private sector rather than effectively complementing and supplementing what the private sector could do on its own. OPIC also became so immersed in its investment banking function that it failed to think more deeply about its developmental role. In order to shore up political support, OPIC began emphasizing its role in supporting U.S. exports. This tactic backfired as policy experts began to wonder why the United States needed two agencies oriented towards the promotion of exports.

When I assumed the leadership of OPIC three years ago, the Administration’s key priority in refocusing OPIC was to strengthen the agency’s consciousness of its developmental mission. Accordingly, over the past three years, we have:

· increased the agency’s focus on underserved regions of the world such as Africa, Central Asia and the Middle East.  For example, OPIC support for Africa increased from investments amounting to $90 million in 2001 to about $1 billion in 2003;

· encouraged investors to pursue public-private partnerships and public/private cooperative arrangements where such arrangements would help to deliver more development benefits and increase local support for the investment.  A project for drilling water in many African villages, for example, was structured to create support for education and health programs in the villages involved; and 

· developed a critical analytical tool for measuring the developmental contribution of individual projects and the effectiveness of the agency in supporting development. 

Another key priority has been to develop a more complementary and mutually supportive relationship with private insurers. In response we have:

· negotiated a protocol with the insurance industry under which OPIC gives private insurers a first right of refusal on new insurance contracts and under which OPIC and the private insurance industry seek to maximize complementarity through coinsurance and reinsurance arrangements; 

· established new partnership arrangements with other government agencies and private firms under which the partners help to market and distribute OPIC products to interested enterprises.; and

· developed an objective measurement tool for assessing the additionality of OPIC support.

An OPIC publication entitled Development Update: Expanding OPIC’s Development Impact Assessment published last year provides a more in-depth explanation of the analytical tools developed by the agency for measuring the developmental impact and additionality.

A third priority has been to make OPIC programs more accessible to small business investors in the United States.  Small firms, in many cases, are better suited to serve as role models for local entrepreneurs in poor countries than the big multinationals.  Moreover, some of the most inventive enterprises in the United States, in areas such as renewable energy, microfinance, village-water and sewage systems, are small enterprises that do not have large support staffs with extensive experience in international financial transactions. We came to the conclusion, therefore, that OPIC could play a more important role in helping such firms. We also realized, however, that any effort in this direction would not yield substantial results unless OPIC made some fundamental shifts in the way it did business with small and medium enterprises, including a shift from financing based on collateral to financing based on cash-flow analysis, a restructuring of fees, a reduction in the documentation requirements and the provision of a linked political risk coverage. We also realized this required a different mindset, and so we established a new department to handle these transactions. The result has been gratifying. The number of small business projects increased from sixteen in 2002, to thirty-one in 2003 and is expected to exceed fifty in 2004.  This accounts for a majority of the total number of projects that OPIC will have in 2004.

A fourth priority has been to expand OPIC support for housing and the development of mortgage markets, both to help meet a pressing social need in many of these countries and to unleash local savings by enabling households to borrow against their housing assets and to use these funds to finance small enterprises.  Hernando de Soto in his now well-recognized work, The Mystery of Capital, points to the critical role that the creation of marketable household assets can play in developing the basis for capital accumulation in poor societies, and he has initiated a number of path-breaking projects in his native Peru and in Egypt.  To date OPIC has committed $504 million of support for housing investments (this includes funds, insurance and finance) in thirteen countries.  Another fifteen applications are currently under consideration: representing an additional eight countries, the majority of which are in sub-saharan Africa.  Two important examples of OPIC-supported projects in the housing sector are:

· South Africa Housing:  OPIC is providing a $15 million guaranty to help build 90,000 homes for low-income families in South Africa.  The homes will provide shelter for up to half a million people.

· HIV-AIDS Housing:  OPIC is providing $250 million in a 10-year direct loan to Housing for HIV, Inc; Housing for HIV will raise an additional $50 million from others.  The $300 million fund pool will be invested and net investment proceeds will provide annual income that will be used to assist mortgage holders with HIV to maintain homeownership.  The project stands to help at least 350,000 South Africans obtain new mortgages and keep their homes.

A fifth priority has been to revive the OPIC Funds program, which had lost support in both the Administration and the Congress as a result of some major losses and a deal structure that unduly favored the private investors in light of their potential gains. We developed a new model structure for OPIC supported-funds that better balanced the capital at risk by private investors and their potential rewards; we established an arms-length structure and objective criteria for choosing fund managers, and we developed asset allocation plans that could serve as frameworks for channeling fund resources into priority area and building support among stakeholders.

One of the things we have tried to do across the board is to inject a greater awareness of the impact of investment projects on the full range of stakeholders in the host country, and to structure projects in such a way as to create incentives for key stakeholders to support the success of the project.  For example, in the water project I mentioned earlier, water boards comprised of local citizens, mainly women, are established at each well site.  These water boards are encouraged to sell the water for a penny a bucket to finance the maintenance and to give the communities a sense of well ownership.  In addition, Living Water has located the wells on the properties of schools, orphanages and hospitals-not only ensuring an “oversight” of well maintenance and usage, but also providing additional benefits by improving the services these organizations can provide to the community; e.g. books & science rooms at the school and better facilities at the orphanages and hospitals.

The initiatives in these five areas helped OPIC to obtain support in Congress for legislation reauthorizing OPIC for another four years. The legislation received wide bi-partisan support and has firmly reestablished OPIC as a key development tool of the U.S.

Looking ahead, there are a number of key challenges:

First, we must develop political support for removing some of the legislatively imposed restrictions that now limit OPIC’s scope and effectiveness.  For example, current legislation restricts OPIC benefits to enterprises that are substantially owned by American citizens, which OPIC has long interpreted as requiring more than 50% ownership by American citizens.  This fails to recognize the realities of the modern world, namely that many foreign firms established in the United States employ American workers, are run by American managers and add most of their value in the United States.  In order to build such political support, OPIC needs to devise new avenues for engaging its key stakeholder communities in a dialogue over its aims and policies.  OPIC has made an effort in recent months to increase the transparency of its internal workings to key constituencies.  As part of the Reauthorization of its statute, OPIC has also agreed to establish an Accountability Mechanism, under which affected stakeholders in host countries can bring issues related to individual projects to a senior manager outside the loan processing departments. 

Second, OPIC has to find a better way of balancing the economics and politics of infrastructure projects. Many private investments in infrastructure projects have gone sour because host governments found it politically expedient to repudiate the rate setting agreements that were part of the deal. Power projects in India, Indonesia, Argentina and Colombia have proven particularly difficult. Not surprisingly, the flow of private investments into such projects has been significantly reduced.  To overcome the extreme reluctance of private investors to pursue such projects, creative new ways will have to be found to balance risks and rewards for private investors in a way that is both commercially viable and politically realistic. Some interesting work has been done in this area by the World Bank and by individual countries such as Brazil. A new product developed by OPIC, political risk insurance against the non-honoring of a guarantee provided by the host government, could also prove a useful feature of new public-private partnerships in this area.

Third, OPIC needs to return to its initial innovative role by identifying specific political risks that are of greatest concern to U.S. private investors and developing appropriate insurance products that will address these risks. One such area of risk is regulatory risk. The major challenge here is to find a way of segregating punitive, quasi-confiscatory regulatory actions from the normal day-to-day regulatory decisions. One approach would be to develop a set of objective tests or criteria for evaluating measures that might give rise to a justifiable claim. Another area where further work could help lead to a product more useful to business is in the area of contract frustration, where the government is acting in the dual capacity of commercial partner and regulator.

Fourth, OPIC could significantly expand its activities in managing political risk as against its insurance of risk. OPIC manages political risk in a number of ways, including the negotiation of bilateral agreements with host governments, the structuring of individual projects and the evaluation of projects in terms of their development contribution.  OPIC is now considering whether it can identify business practices that would help to reduce particular political risks and for which OPIC could offer investors lower rates. OPIC would thus be following best practices in other segments of the private insurance industry, whereby consumers receive reduction in rates for such risk reducing factors as proximity to fire hydrants and safe driving records.

Fifth, OPIC is thinking how it could more effectively support investment by immigrant communities in the United States in their countries of origin, and how it could help to leverage remittances by temporary workers in the United States into more substantial investments in their home countries. Many of these ethnic communities have followed the example of previous immigrant groups in developing their own financial institutions in the United States:  institutions that could play a more significant role in channeling investment funds to their home countries, but are circumscribed by current bank regulations that limit the scope of international activities by small banks.

Sixth, there is considerable room for OPIC to take a more proactive role in promoting development through investment.  For example, OPIC could more proactively identify new investment opportunities in other countries that arise from USAID funded grant projects or the negotiation of new investment agreements negotiated by USTR.  By following more closely what other U.S. government agencies and the development banks are doing to open doors for new private sector investment in particular countries, OPIC could help to stimulate interest by potential investors in new opportunities.

Seventh, OPIC needs to be given greater flexibility in using its own resources to expand its activities. OPIC’s administrative budget and the implicit subsidies it can contribute to the enhancement of particular projects are limited by an appropriation giving OPIC the authority to expend up to a set amount of its own money for these purposes. OPIC currently returns about $200 million to the Treasury every year.  These funds go into OPIC’s reserves, which currently amount to $4.86 billion.  From a budget authority point of view, these funds go into the funding of the foreign affairs budget of the United States. In the past, these limits have not unduly limited OPIC’s program. As a result of some of the recent initiatives, however, OPIC is increasingly constrained in what it can do to support investment projects and to enhance their contribution to the development process. It would make sense to examine whether it would make sense to give OPIC the authority to expand the expenditure of its own resources in a prudent way.

Looking beyond OPIC, there is much work to be done in making private investment a powerful engine for growth in the developing world, particularly in those regions and countries that have been left behind. Private investment within a stable institutional and legal framework has proven to be the key to economic growth and the reduction of poverty. Voluntary private savings are more easily mobilized as a source of capital than taxes, and private investors operating in a market environment can achieve higher levels of economic efficiency and productivity than can governments operating in a political environment. 

As noted earlier, foreign private investment cannot make up for the absence of the right government policies and institutions and the resulting absence of domestic private savings and investments.  The political will for establishing a good investment climate has to come from the country itself, and cannot be externally imposed without considerable difficulty. Foreign investment can add to the local stock of capital, but at best can add only a fraction of the capital that can be mobilized through domestic savings.  Foreign investment, however, can play an important catalytic role in a private-investment driven growth strategy by nudging government policies and institutions in the right direction—both by providing sufficiently large carrots that can help overcome domestic political resistance at crucial moments and by inserting into the domestic political environment managers with extensive experience in helping governments in formulating effective policies and in establishing a constructive dialogue between business and government. 

Achieving a real break-through, however, would require the coordinated efforts of a number of different agencies. USAID, TDA, MCA, ExIm and USTR all have important roles to play in cajoling and helping countries to adopt the right policies and institutions for mobilizing the energies and creativity of private sector investors. While each of these organizations have different roles to play in managing US international economic policy interests, they generally pursue compatible aims with respect to the promotion of a market-oriented policy framework that creates the proper economic incentives for private investment in developing countries. For the most part, however, they pursue these aims independently of each other.  Some level of coordination is achieved through the Trade Policy Coordination Committee, but the focus of that coordination is more narrowly focused on the advancement of U.S. commercial interests rather than the achievement of other goals such as economic development. There has been some talk about merging some of the agencies involved, including a proposal to merge ExIm and OPIC. That would be a mistake since they have different missions. It would be highly desirable, however, to establish a development-oriented coordination mechanism.

A more coordinated approach could achieve exponentially more than has been possible in the past. Creating economic development is all about transforming a whole economic system, creating new opportunities and developing the physical and social infrastructure that will support the pursuit of such opportunities.  If any of these elements are missing, self-sustaining economic growth will simply not happen. An investment may create a few more jobs; an aid project might add a road or improve some laws.  But they will not generate economic development unless they happen in a coordinated fashion.

This brings me back to economic incentives. I believe that the key thing we have learned over the 50 years of development assistance is that it is not enough to finance a road, a steel mill, a dam or a hospital, you have to make sure that the host country’s laws, regulations, policies and institutions encourage the local population to build capital on their own and to manage it efficiently. Hernando de Soto made a major contribution to our understanding of economic development by pointing out the relevance of this basic fact of life for any effort to promote economic development.

Creating the right economic incentives also means avoiding the creation of a donor-dependent incentive structure, whereby the principal incentive for key stakeholders in the recipient countries is to perpetuate the flow of grants as a source of income rather than in maximizing the contribution of such resources to the economic development of the country. The advantage of private investment, provided the governance environment is right, is that it aligns private and social goals and it provides a rigorous and unforgiving test for the continued inflow of resources, namely the market test.
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