A Service of

ECOMNZTOR pr

Make Your Publications Visible.

Leibniz-Informationszentrum
Wirtschaft

Leibniz Information Centre
for Economics

Barthel, Fabian; Busse, Matthias; Osei, Robert

Working Paper

The characteristics and determinants of FDI in Ghana

HWWI Research Paper, No. 2-15

Provided in Cooperation with:

Hamburg Institute of International Economics (HWWI)

Suggested Citation: Barthel, Fabian; Busse, Matthias; Osei, Robert (2008) : The characteristics
and determinants of FDI in Ghana, HWWI Research Paper, No. 2-15, Hamburgisches

WeltWirtschaftsInstitut (HWWI), Hamburg

This Version is available at:
https://hdl.handle.net/10419/48252

Standard-Nutzungsbedingungen:

Die Dokumente auf EconStor durfen zu eigenen wissenschaftlichen
Zwecken und zum Privatgebrauch gespeichert und kopiert werden.

Sie dirfen die Dokumente nicht fiir 6ffentliche oder kommerzielle
Zwecke vervielféltigen, 6ffentlich ausstellen, 6ffentlich zugénglich
machen, vertreiben oder anderweitig nutzen.

Sofern die Verfasser die Dokumente unter Open-Content-Lizenzen
(insbesondere CC-Lizenzen) zur Verfiigung gestellt haben sollten,
gelten abweichend von diesen Nutzungsbedingungen die in der dort
genannten Lizenz gewahrten Nutzungsrechte.

WWW.ECONSTOR.EU

Terms of use:

Documents in EconStor may be saved and copied for your personal
and scholarly purposes.

You are not to copy documents for public or commercial purposes, to
exhibit the documents publicly, to make them publicly available on the
internet, or to distribute or otherwise use the documents in public.

If the documents have been made available under an Open Content
Licence (especially Creative Commons Licences), you may exercise
further usage rights as specified in the indicated licence.

Mitglied der

Leibniz-Gemeinschaft ;


https://www.econstor.eu/
https://www.zbw.eu/
http://www.zbw.eu/
https://hdl.handle.net/10419/48252
https://www.econstor.eu/
https://www.leibniz-gemeinschaft.de/

Hamburg Institute
of International
Economics

The Characteristics and
Determinants of FDI in Ghana

Fabian Barthel, Matthias Busse, Robert Osei

HWWI Research

Paper|2-15

by the
HW\WResearch Programme
World Economy

Hamburg Institute of International Economics (HWWI) | 2008
ISSN 1861-504X



Corresponding author:

Matthias Busse

Hamburg Institute of International Economics (HWWI)
Research Programme World Economy

Heimhuder Str. 71 | 20148 Hamburg | Germany

Tel +49 (0)40 34 05 76 - 660 | Fax +49 (0)40 34 05 76 - 776
busse@hwwi.org

HWWI Research Paper

Hamburg Institute of International Economics (HWWI)
Heimhuder Str. 71 | 20148 Hamburg | Germany

Tel +49 (0)40 34 05 76 - 0 | Fax +49 (0)40 34 05 76 - 776
info@hwwi.org | www.hwwi.org

ISSN 1861-504X

Editorial Board:
Thomas Straubhaar (Chair)
Matthias Busse

© Hamburg Institute of International Economics (HWWI)

December 2008
All rights reserved. No part of this publication may be reproduced,
stored in a retrieval system, or transmitted in any form or by any means
(electronic, mechanical, photocopying, recording or otherwise) without
the prior written permission of the publisher.



The Characteristics and Determinants of FDI in Ghana

Fabian Barthel*®, Matthias Busse®, and Robert OseiC

Abstract

Foreign Direct Investment (FDI) can be a valuable tool for development. However, not all
forms of FDI are equally beneficial for the host country. The paper analyses the
characteristics and determinants of FDI in a typical developing country: Ghana. Moreover,
key policy areas are indicated, in order to enable Ghana both to attract more FDI and to
increase the benefits from these capital inflows. The analysis combines qualitative and
guantitative methods and is partly based on data retrieved from the World Bank’s 2007
Enterprise Survey, and partly on our own survey of 54 multinational enterprises operating in
Ghana.

JEL Classification: F21, F23, 055
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1. Introduction

Numerous studies have shown that the inflow of foreign direct investment (FDI) can be quite
beneficial for the host country. This applies particularly to developing countries. In addition to
providing new capital, FDI is generally accepted as a means of incorporating new knowledge
from abroad. Multinational enterprise (MNE) theory proposes that MNEs have a
technological advantage over local firms that outweighs the cost of doing business in external
markets (Markusen 2002). The inflow of new knowledge may benefit domestic firms through
imitation and learning, increased competition in local markets, facilitation of human capital
mobility among firms, and vertical linkages; thereby increasing the productivity level and
sustaining a higher growth rate.

Traditionally, foreign firms locate in developing countries with one or more of these
intentions in mind: resource, efficiency or market-seeking objectives. For a mining firm, for
example, the availability of natural resources is the key reason to invest in a particular
country. Therefore, the resource-seeking objective is paramount for such firms. In terms of
the efficiency-seeking objective it goes beyond the natural resource pull of countries. MNES
aim to take advantage of diverging factor resource costs across countries. For example, many
MNEs may outsource the production of labour-intensive products (or parts of the production
process) to low-wage, developing countries to reduce overall production costs. Finally, MNEs
might be interested in supplying a market through local production rather than through
exports (market-seeking FDI). Obviously, larger and/or fast-growing markets are more
attractive for this type of FDI.

It is important to note that the positive (growth) effects of these different forms of FDI in the
host country vary considerably, depending on the particular country and the policy
environment (Nunnenkamp and Spatz 2004). From a development perspective, developing
countries might be better off if they attract efficiency-seeking FDI in the form of full-scale
plants with cutting-edge technology and management practices, strong export orientation and
substantial integration in the supply chain of the multinational enterprise. Such investments

offer higher developmental benefits than FDI in the form of sub-scale plants that produce for

! See Markusen (2002), Navaretti and Venables (2004), Helpman (2006), and Caves (2007) for extensive
literature surveys.



the local market, may not use the latest technology, and are protected from international

competition (Moran 2006).

Against this background, this paper aims to examine the characteristics and determinants of
FDI for developing countries. Rather than focusing on a large number of host countries, it
concentrates on one particular country: Ghana. While large cross-country studies are able to
identify the factors that drive FDI and examine their impact across countries, they cannot
provide an in-depth analysis. This is the main advantage of a country case study. Ghana’s
proven track record in implementing political and economic reforms makes it a good choice
for such a study. In fact, Ghana was one of the first sub-Saharan African countries to carry out
market-friendly economic reform programmes. Beginning with the implementation of the
Economic Reform Programme (ERP) in 1983, the adoption of the Mining Code in 1986, the
enactment of the Investment Code in 1994, and the Free Zone Act in 1995, Ghana has greatly
improved the business environment for foreign (and domestic) investors (UNCTAD 2003). At
the time Ghana implemented the Investment Code, this code was viewed as best practice in
Africa.

While the reform agenda lost some momentum in the late 1990s, the World Bank (2008a) has
recognised Ghana for having implemented significant economic and institutional reforms in
recent years. In fact, Ghana belongs to the group of top reformers and continues to increase
the efficiency of its public services. On the political level, Ghana introduced a multi-party
democratic system in 1992, helping to ensure a key prerequisite for attracting FDI, namely

political stability.

Despite liberalising investment rules and improving the business climate, Ghana did not
receive as much FDI as the government had expected. Though absolute FDI inflows increased
in the 1990s, they started from a very low level in the preceding decade (Figure 1). Between
1993 and 2005, annual FDI inflows fluctuated between US $50 million and US $250 million.
In 2006, FDI rose to almost US $450 million. The fluctuations in the level of FDI reflect

erratic levels of investment and inflows linked to privatisation.



Figure 1: FDI in Ghana, 1980-2006 (US$ Million)
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Source: UNCTAD (2008).

Most of the foreign investment to Ghana is concentrated in the mining sector. According to
estimates by UNCTAD (2008), some 70 percent of total FDI inflows over the last 15 years
went to this sector.? Outside the mining sector, FDI inflows mainly went to the service sector
and light manufacturing (Table 1). FDI in manufacturing is predominantly resource-based, for
example in agro-processing. Within the service sector, Ghana has managed to attract
significant amounts of foreign capital in telecommunications and banking (UNCTAD 2008).
Hence, FDI flows to Ghana predominately consist of resource and market-seeking, rather than
efficiency-seeking foreign investment.

2 Since the Ghana Investment Promotion Centre (GIPC) does not record FDI in the mining sector, it is difficult
to obtain a full sectoral break down. Moreover, GIPC does not provide records for FDI in the Free Trade Zones.
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Table 1. Sectoral Distribution of Foreign Investment in Ghana, Average 1994-2002
(US$ Million and Percentage)

Sector Inward FDI (US$ Million) Percent of total FDI
Agriculture 204 11.5%
Building and construction 125.9 7.1%
Export trade 15.6 0.9%
General trade 101.3 5.7%
Liaison office 0.1 0.0%
Manufacturing 345.6 19.5%
Service 944.4 53.3%
Tourism 34.2 1.9%
Total 1,771.1 100.0%

Source: UNCTAD (2003). Notes: Figures refer to projects registered by the GIPC only and represent actual
transfers as communicated by the Bank of Ghana and the Ghana Customs, Excise and Preventive Services.
Investments in Oil and Mining are excluded.

In view of Ghana’s particular FDI performance, this paper addresses two main questions:
(1) How do domestic and foreign firms operating in Ghana differ from one another, and (2)
what are the main reasons why Ghana has not attracted more FDI (in particular, efficiency-
seeking FDI) so far? In line with these two questions, the remainder of this paper is structured
as follows: In Section 2, we compare and assess the characteristics of domestic and foreign-
owned enterprises operating in Ghana. Using the World Bank (2008b) “Ghana Enterprise
Survey 2007” data, we perform an econometric analysis to identify the principle factors that
explain the differences between domestic and foreign firms. In Section 3, we examine the
main determinants of FDI in Ghana using a new survey of 54 firms that are fully or partially
foreign-owned. In comparison to the Ghana Enterprise Survey data, the use of this further
survey allows a more in-depth analysis of the determinants of FDI. Based on the findings, the

paper ends with a summary of the main results and various policy implications in Section 4.

2. A Comparison of Domestic and Foreign Firms Operating in Ghana

The World Bank’s (2008b) Enterprise Surveys collect data from key manufacturing and

service sectors for more than 100 countries. For Ghana, the World Bank conducted the first



Enterprise Survey in 2007.% In that year, 616 firms were surveyed. Roughly half of the
surveyed firms (313) belong to the manufacturing sector, while the rest are agricultural and
other primary resource firms, construction companies and service sector establishments. This
sample characteristic matters, as we will distinguish between manufacturing and non-
manufacturing firms in the following analysis. In roughly five percent of all firms (28),

foreigners own either part or the entire company.

While the Enterprise Survey contains a wealth of information on the activities and growth
constraints of firms operating in Ghana, we are particularly interested in the characteristics of
foreign vis-a-vis domestic firms. Accordingly, we retrieved all relevant information that might

matter for the distinction between them and include the following variables in the analysis:

e Employees, quantifies the number of workers employed by the firm;

e Formal Training, represents a formal training programme for the workers of the firm
(dummy 0 or 1);

e Education Manager, stands for the educational background of the firm’s top manager,
ranging from 1 (no education) to 11 (postgraduate degree);

e Experience Manager, represents the number of years the manager has worked in the
sector the firm is operating;

e Access to Finance, refers to the ease of access to finance, ranging from 0 (no obstacles) to
4 (very severe obstacles);

e Bank Credit, quantifies the proportion of the working capital of the firm that was financed
through private or state-owned banks;*

e Value Added per Worker, measures the productivity per worker employed, computed as
total sales minus total costs (excluding labour costs and rental costs for land/buildings,
equipment and furniture) divided by the number of employees (in GH¢);”

e Investment, denotes total investment in percent of total sales;

3 According to the World Bank (2008b), the data retrieved from the 2007 Enterprise Survey are not comparable
with earlier firm surveys, e.g., the World Bank Regional Program on Enterprise Development (RPED) 1992 to
1994 survey. Above all, the questions, the approach, and the survey methodology have changed substantially.

* While Access to Finance provides information on the ease of obtaining credit, it does not give any evidence
regarding whether or not the firms used credit from banks to expand their operations. Bank Credit fills that gap
and, hence, acts as a complement.

® We have used different definitions of value added in the analysis, such as total sales minus costs of raw
materials and intermediate goods. Yet the results do not change much. We use data for total sales instead of total
production, as information for the latter is not available.



e Market Share, represents the market share of the firm in Ghana;

e Exports, measures the share of direct and indirect exports in percent of total production;

e Imports, stands for the share of imported material inputs/supplies in total material

inputs/supplies.

The base year for all variables is 2006 (Exports, Imports, Value Added per Worker,

Investment, and Market Share) or 2007 (all other variables). The means across various sub-

samples are provided in Table 2. On average, foreign firms are larger, have more formal

training programmes for workers, their managers possess a higher educational degree and are

slightly more experienced in the sector in which they operate, have easier access to credit (and

obtain more credit from private or state-owned banks), are more productive, have higher

investment levels, tend to export and import more, and have a higher local market share than

domestic firms. For both groups, that is, foreign and domestically-owned firms, the

corresponding figures for the manufacturing sector are usually higher than in non-

manufacturing sectors, though considerable differences exist, depending on the variable.

Table 2: Descriptive Statistics (Mean) by Subsamples

All Domestic firms Foreign firms
Variable firms All Manu- Other All Manu- Other
facturing facturing
#of firms| 616 588 292 296 28 21 7

Employees 27.8 224 37.1 7.8 140.9 184.2 11.1
Formal Training 0.3 0.3 0.2 0.3 05 0.6 0.3
Education Manager 4.7 4.6 44 4.8 7.1 7.6 5.6
Experience Manager 13.4 13.4 16.8 10.0 14.3 14.6 13.6
Access to Finance 2.7 2.7 2.7 2.7 16 1.7 14
Bank Credit 4.7 3.8 4.2 34 23.9 30.4 4.3
Value Added per Worker 9,780 9,190 2,710 15,600 22,200 7,930 65,100
Investment 5.8 5.6 4.2 7.0 9.2 10.9 41
Exports 35 2.9 54 04 16.1 215 0
Market Share 10.0 9.6 8.5 111 18.6 16.2 31.3
Imports 25.7 25.1 21.2 36.7 36.0 40.1 6.7

Source: Own calculations based on World Bank (2008b) data.

While these simple means can provide a first impression of the differences between domestic

and foreign-owned firms, they cannot simultaneously take various factors into account which

characterise foreign ownership. Thus, we proceed with a multivariate analysis.

In the analysis, we test four main hypotheses regarding the characteristics of foreign firms

versus domestic enterprises:




(1) Foreign-owned firms use their dominant position in the local (Ghanaian) market to crowd
out domestic competitors. To test this hypothesis, we use the firm size (Employees) and
Market Share.

(2) Foreign firms are more productive than their domestic competitors because they offer
more training programmes to their workers, employ managers with a better education and
more experience, and invest more. For this hypothesis, we use labour productivity as the
main indicator (Value Added per Worker) along with Formal Training, Education
Manager, Experience Manager, and Investment.

(3) Foreign firms have an advantage in comparison to domestic enterprises, as they have
easier access to credit. Here, Access to Finance and Bank Credit are the main variables of
interest.

(4) Foreign firms could be a burden for the current account, because they source a higher
percentage of their material inputs and/or supplies from abroad in comparison to domestic
enterprises. However, foreign firms might have a higher probability to export their
products. Hence, the net impact on the current account is uncertain a priori. We test the
hypothesis on the current account using Exports and Imports.

To compute the likelihood that a firm is foreign-owned, we first use a simple probit model.
The dependent variable (Foreign), takes the value 1 if a foreign firm owns 0.1 percent or

more of the establishment, and 0 otherwise.

Our basic probit model specification reads as follows:
Pr(Foreign :]ij) =y (Foreign,) 1)

where y(.) is a cumulative distribution function and x; represents the set of explanatory

variables introduced in the previous section.®

® For Employees and Value Added per Worker, we use the natural logarithm to reduce the skewness in the data.
In fact, tests on the functional form of the model specification showed that the logarithmic version should be

preferred.



We start with the full sample, which includes all firms and sectors reported in column 1 in
Table 3. Foreign-owned firms are indeed substantially larger than domestic enterprises.
Considering the statistically significant coefficient for Employees, on average, a marginal
change in the number of workers employed is associated with a 4.5 percent increase in the
probability that the firm is entirely or partially owned by foreigners. The results also show
that foreign firms are not likely to offer more formal training, do not have more experienced
managers, are not more productive, and do not invest or export more than domestic firms.
However, Exports is only slightly below the 10 percent significance level. On the other hand,
managers of foreign firms have a higher educational degree and face less financing problems

(and have, thus, better access to credit).

We then add Market Share to the set of explanatory variables, as information for this indicator
is available for fewer firms (column 2). However, we do not obtain a statistically significant
coefficient at conventional threshold levels (10 percent level or better). The outcome for this
variable (and all other variables) is quite similar if we focus only on manufacturing firms
(columns 3 and 4). Also, foreign firms are not likely to import more material inputs and/or
supplies.’

" We add Imports only in the manufacturing sub-sample, as there is no import data for non-manufacturing firms
that provide information on market shares. In other words, the additional regression for all firms using import
data would be identical to the regression reported in column 4.
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Table 3: Determinants of Foreign Ownership, Probit Regressions

All firms Manufacturing firms
Variables (1) (2) 3) (4)
Ln (Employees) 0.0451*** 0.0711*** 0.068** 0.0955*
(2.70) (2.75) (1.97) (2.46)
Formal Training 0.0018 -0.0028 0.007 0.0089
(0.12) (-0.18) (0.28) (0.34)
Education Manager 0.0109*** 0.0122*** 0.0155** 0.0191***
(2.87) (2.87) (2.24) (2.95)
Experience Manager -0.00036 -0.00087 -0.0013 -0.00161
(-0.39) (-1.03) (-1.21) (-1.33)
Access to Finance -0.0131*** -0.0146*** -0.0147* -0.0183**
(-2.80) (-2.67) (-1.85) (-2.08)
Bank Credit 0.00098*** 0.00102*** 0.0012** 0.0183**
(2.73) (2.56) (2.45) (2.30)
Ln (Value Added per Worker) 0.0123 0.0188 0.0184 0.0194
(0.92) (1.08) (0.63) (0.67)
Investment -0.00027 -0.000215 -0.00011 -0.000557
(-0.74) (-0.50) (-0.18) (-0.63)
Exports 0.000595 0.000612 0.00059 0.000443
(1.55) (1.52) (1.33) (0.94)
Market Share -0.000054 -0.00112
(-0.09) (-1.54)
Imports 0.00048
(1.37)
Observations 616 494 313 292
Pseudo R? 0.36 0.44 0.47 0.49

Notes: (Average) marginal effects are displayed; significance at the 10, 5, and 1 percent level is denoted by *,
** and ***, respectively; t-values are reported in parentheses; standard errors are heteroskedasticity-robust;
constant term not shown.

Next, we run OLS regressions using the share of foreign ownership as the dependent variable
(shareforeign), ranging from O to 100 per cent. As can be seen in Table 4, the outcome is
quite similar to that using the binary dependent variable (Foreign). While the significance
levels for some variables are a little bit lower, in the case of the educational background of the
manager, for example, we obtain for the same set of variables significant coefficients (with

the same sign).
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Table 4: Determinants of Foreign Ownership, OLS Regressions

All firms Manufacturing firms
Variables (1) (2) 3) (4)
Ln (Employees) 2.808** 4.422%** 3.592** 4.053**
(2.54) (2.95) (2.40) (2.24)
Formal Training 0.262 -0.345 1.518 2.105
(0.15) (-0.18) (0.52) (0.64)
Education Manager 0.979** 0.993** 1.209 1.265*
(2.44) (2.23) (1.62) (1.68)
Experience Manager -0.00163 -0.0309 -0.0681 -0.0718
(-0.016) (-0.33) (-0.55) (-0.55)
Access to Finance -1.757*%** -1.888*** -1.839** -2.025*
(-3.04) (-2.82) (-1.98) (-1.96)
Bank Credit 0.204** 0.199* 0.310** 0.305**
(2.10) (1.94) (2.25) (2.21)
Ln (Value Added per Worker) 0.406 0.502 0.271 0.250
(0.66) (0.74) (0.25) (0.23)
Investment -0.00894 -0.000672 0.0129 0.0201
(-0.35) (-0.022) (0.24) (0.36)
Exports 0.146 0.138 0.112 0.0902
(1.35) (1.26) (1.00) (0.77)
Market Share 0.0377 -0.0939
(0.34) (-0.68)
Imports 0.0469
(0.92)
Observations 616 494 313 292
R 0.18 0.23 0.28 0.29

Notes: Significance at the 10, 5, and 1 percent level is denoted by *, **, and ***, respectively; t-values are
reported in parentheses; standard errors are heteroskedasticity-robust; constant term not shown.

In addition to these eight regressions, we run numerous robust checks, such as using the logit
rather than the probit model, employing maximum likelihood rather than OLS regressions,
excluding outliers, changing the definition of value added per worker, or dropping
independent variables that are closely associated with each other (multicollinearity). The
outcome, however, does not change much (results not shown).® Still, we obtain no robust
results for Exports and Value Added per Worker or for the other variables that are not

significant in the regression analysis so far.
Regarding the four main hypotheses, the results can be summarised as follows:

(1) Once we take their larger firm size (and other firm characteristics) into account, foreign

firms are not likely to have a larger market share. Hence, we reject hypothesis 1.
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(2) Foreign firms are not more productive than their domestic competitors, after controlling
for firm size and educational background of the management; while they do employ
managers with a higher educational degree, they do not offer more formal training or
invest more. So we reject hypothesis 2.

(3) In comparison to domestic firms, foreign enterprises face less credit constraints and are in
a better position to finance their expansion; this could — at least partly — explain the larger

firm size of foreign firms. We thus find support for hypothesis 3.

(4) Foreign firms are neither more likely to import nor to export in comparison to domestic
enterprises. Hence, foreign firms are neither a burden for the current account nor a drain

on foreign exchange, and we reject hypothesis 4.

Our results for productivity and exports are at odds with those obtained by several previous
studies, which found that foreign firms are more productive than local (domestic) competitors
and export a larger share of their production.”’ In fact, one of the key reasons to produce
abroad is the superior productivity and management performance of multinational enterprises.
The diverging results of our analysis could — to some degree — be explained by the particular
data set we have used. The Ghana Enterprise Survey 2007 provides information only on 28
foreign-owned firms, which could have an impact on the results, as a more comprehensive
survey of foreign-owned firms would increase the probability of obtaining representative
results (and lower the statistical threshold for getting significant results). For example, the
sectoral distribution could differ between foreign and domestic firms, even though both
operate, for example, within the manufacturing sector. Given the low number of foreign firms

in Ghana, however, any comparison of further sub-samples would not be very fruitful.

Second, the results could be explained by the fact that FDI flows to Ghana predominately
consist of resource and market-seeking investment flows. Particularly the latter form of FDI
could imply that Ghana attracts foreign investment in the form of takeovers of local firms
(e.g., in the service sector) or in agro-processing, food & beverages or light manufacturing. If

these acquired companies do not (yet) use the latest technologies in the production process,

8 All results that are not reported in this study can be obtained from the corresponding author upon request.
° See, for example, Moss et al. (2005), who compared domestic and foreign firms in Kenya, Uganda, and
Tanzania. Caves (2007) provides a survey of the literature.
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their productivity levels might be low despite of foreign ownership. Also, market-seeking FDI
does not lead to a significant increase in exports. These reasons might at least partly explain

why the pro-development effects of FDI in Ghana are still far below the potential.

3. A Case Study of the Determinants of FDI in Ghana

As already mentioned above, foreign firms that locate in a developing country such as Ghana
do so with resource, market, and/or efficiency-seeking objectives in mind. Factors that act as a
pull for firms for which the resource-seeking objective is primary are easy to pin down. For
mining, oil exploration and oil production companies, the availability of natural resources are

key in terms of the factors that influence the decision of the firm to locate in a given country.

For the second set of objectives, that is market-seeking objectives, one may be inclined to
argue that it will not be too important for a country such as Ghana. The size of Ghana’s
market measured by its GDP is small compared to that of neighbouring countries like Nigeria.
In 2007, for instance, Ghana’s GDP was about US $15.25 billion, compared to US $165.69
billion for Nigeria (World Bank 2008c). This suggests that, holding others factors constant,
MNEs considering a location in this region should have a preference for Nigeria, where the
market is more attractive. However, market potential, although correlated with market size,
could be the more relevant factor (see inter alia UNCTAD (1996), and Nefussi (2006)). This
is particularly important, as other variables remain essential in the decision of a firm to locate
in either Ghana or other FDI host countries within the sub-region (see Asiedu (2002)). Also,
as argued in Lucas (1993), the importance of market may be overstated when one fails to take

into account the export orientation of the host country.

Objectives of the efficiency-seeking kind of FDI suggest that MNEs will relocate to a
developing country to reduce their production costs. This has become particularly relevant in
recent times, when price competition, induced by globalisation, has forced firms to
continuously seek cost-reducing measures (Eckel 2003). This variable is normally expected to

be particularly important for non-mining MNEs in Ghana.
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In addition to these factors, other parameters that reduce the risks generally associated with
investments, such as the economic and political environment, have been found to be highly
relevant (Asiedu 2002). In this section we attempt to investigate the relative importance of
these factors in influencing the decision of firms to locate in Ghana. In other words, we try to
answer the question of whether market-seeking or efficiency-seeking investments are
predominant in Ghana. The answer to this question has important implications regarding
whether the pro-development benefits of foreign investments in Ghana are being maximised.
We make use of a firm-level survey of 54 foreign owned firms undertaken in 2008. In
addition, we discuss how the country can maximise the benefits of FDI.

The 54 interviewed foreign firms are from 17 countries. Generally, the firms in this sample
can be considered large, with an average of 557 employees (or 375 without the four mining
firms in the sample). About 55 percent of these firms have employees ranging from 50 to 500,
whilst about 26 percent have more than 500 employees. The majority of the firms interviewed
are from Europe, with Germany topping the list with 13 firms. Germany is followed by the
Netherlands with nine, and the UK and France with seven and five, respectively. There are a
total of sixth North American firms (four and two from the US and Canada, respectively). The
only African country which features in the sample is South Africa, with three firms.™® Of the
firms in the sample, twelve percent are in agriculture, twelve percent in food and beverages
and another twelve percent in retail sales. There are also nine percent each in agro-processing
and other manufacturing, seven percent in financial services and six percent each in IT,
mining and other services. This compared quite well with the general sectoral breakdown of
FDI flows to Ghana.

Factors that Determine FDI to Ghana

According to the data, the most important factor influencing the choice of Ghana as an
investment destination is the macroeconomic and political environment (Figure 2). Nineteen
of the 54 foreign firms interviewed in Ghana said the macroeconomic and political

environment was the most important reason for a foreign firm to invest in Ghana.

10 Although the sample is not random, the distribution across countries of origin is fairly consistent with the
general distribution of FDI by geographic origin.
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Figure 2: Most Important Factors Influencing Firms’ Decision to Invest in Ghana (Full
Sample)
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Source: Company Survey (2008).

This finding is consistent with that of Ahlquist (2006), who finds that FDI inflows tend to
increase under more stable and democratic governments. Of the three key variables discussed
(resource, market, and efficiency-seeking factors), the market-seeking factor seems to be the
most important. About 28 percent of the firms identified this as the most important variable
among a list of variables that included macroeconomic and political environment.* This
supports the results by Nunnenkamp and Spatz (2002), who find that market-related
determinants are still the dominant factors shaping the distribution of FDI to developing
countries. The next most significant factor are a country’s natural and physical resources. Not

surprisingly, this factor is the most important for the mining companies.

When firms were asked to pick the three most important macroeconomic and political factors
influencing investments today, political stability constituted about 33 percent of the responses
(Table 5). This was followed by the economic growth performance (20.1 percent), exchange
rate regime (16.5 percent) and inflation (12.2 percent), in that order. A factor such as the
access to and cost of credit came up only about ten percent of the time. This is consistent with

the result from Section 2, where we find that foreign firms have better access to credit
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compared to local firms. As expected, smaller (foreign) firms cite access to and cost of credit
as an important factor, which influence investment decisions more often than larger (foreign)

firms.

Table 5: Factors Determining FDI in Ghana (By Size of the Firm)

50 or less 51 to 500 More than 500 Full
employees employees employees sample
= Political stability 36.0% 32.9% 31.4% 33.1%
P
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Source: Company Survey (2008); Notes: The proportions are based on responses and not the respondents.
Respondents were asked to select at most three factors.

In the case of the regulatory and institutional environment, protection of investors and
investment incentives, as well as trade regulation and strategy, are the most important
variables. The issue of protection of investors is especially important for firms with 25 percent
or less foreign ownership.** The higher the foreign ownership of a firm, the less concern it

1 MNEs were asked to pick only one variable from among the set of variables presented to them — i.e. the most
important one.

12 Disaggregated results for further subcategories not shown. Again, the detailed results from the company
survey can be obtained from the authors.
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has about getting protection from the host state (Ghana). This is consistent with the common
view that large MNEs are ‘well connected’ in Ghana. Likewise, the investment incentives
variable is the most important variable for firms with between 51 and 75 percent foreign
ownership. Firms see the potential for growth of the Ghanaian market as the most important
variable regarding the extent to which the market acts as a pull for foreign investments.
Almost 42 percent of the respondents mentioned this as the most important market potential

factor.

Firms were asked what their investment plans were for the medium term. The majority of the
firms (about 81 percent) said they will increase their investments over the next three to five
years (Figure 3). However, eight percent of the firms said they will decrease their investments
over the period. A further eleven percent of the firms said they were unsure about which

direction their investments will go over the next three to five years.

Figure 3: Firms’ Investment Decision over the next Three to Five Years (Full Sample)
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Source: Company Survey (2008).

The macroeconomic and political environment remains the main reason why firms will

expand their investments in the next three to five years. Other factors, such as the market size,
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natural and physical resources, and the regulatory environment all remain important in

positively influencing inward investments.

These results suggest that the market-seeking objective is an important one for foreign firms
currently operating in Ghana. This factor, coupled with the fact that Ghana’s market is
relatively small, may explain why the level of non-mining FDI in Ghana remains low in spite

of the significant improvement in the macroeconomic and political environment.

Constraints to Maximising FDI in Ghana

Given the relatively small size of Ghana’s market, it is not surprising that it does not attract
significantly more non-mining FDI. Assuming that the market potential situation will not
change significantly in the short to medium term, the country must look to attract more of the
‘efficiency-seeking’ type of FDI. How can it do this? We try to answer this question, among

others, by looking at some of the major constraints faced by foreign firms in Ghana today.

Table 6: Most Difficult Obstacles Facing Firms (By Size of the Firm)

50 or less 51 to 500 More than 500

employees employees employees Full sample
Access to land 22% 71% 69% 62%
Registering property 11% 54% 23% 38%
Dealing with licenses 44% 32% 23% 32%
Employing workers 33% 25% 46% 32%
Getting credit 22% 32% 23% 28%
Enforcing contracts 22% 29% 15% 24%
Starting a business 22% 14% 23% 18%
Paying taxes 44% 14% 8% 18%
Trading across borders 22% 11% 23% 16%
Protecting investors 11% 11% 0% 8%
Closing a business 0% 4% 0% 2%
Power 0% 0% 8% 2%
Past record of existing mining activity 0% 0% 8% 2%

Source: Company Survey (2008). Percentages are based on respondents.

We note that the most significant challenge facing foreign investors in Ghana today is access
to land — about 62 percent of the firms said this is a problem (Table 6). This result holds
regardless of the size of the firm. Other factors that also came up, albeit less strongly, include

registering property (38 percent), dealing with licences (32 percent) employing workers (32
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percent) and getting credit (28 percent). It is important to note that apart from three additional
variables (access to land, power and past record of other mining companies), the variables are
the same as those used in the Doing Business Report produced by the World Bank. In the
2008 Doing Business Report, it is noted that the areas where Ghana made significant
improvements over the 2007-2008 period included registering property, getting credit, starting
a business, trading across borders and enforcing contracts (World Bank 2008a). However,
MNEs mention two of these areas (registering property and getting credit) as still being
problematic. This suggests that while some progress has been made, a lot more needs to be
done to attract more of the efficiency-seeking type of FDI.

Table 7: Most Important Concerns Relating to the Labour Force

50 or less 51 to 500 More than 500

employees employees employees Full sample
Quality/productivity of labour 47.4% 33.3% 36.0% 36.5%
Availability of skilled labour 21.1% 29.6% 28.0% 26.9%
Cost of labour 5.3% 20.4% 24.0% 19.2%
Reliability of labour 26.3% 16.7% 4.0% 15.4%

Source: Company Survey (2008).

Foreign firms operating in Ghana raise two main concerns in relation to the labour force:
workers generally have low productivity and are not adequately trained. Also problematic,
particularly for the smaller MNEs, is the reliability of labour (Table 7). Clearly this is one
area that will put off the efficiency-seeking firms. In other words, one of the key aims of an
efficiency-seeking MNE in relocating to a developing country such as Ghana is to take
advantage of cheaper labour. However, the results suggest that Ghana may not yet be

attractive for these types of MNEs from the labour market perspective.

4, Summary and Policy Implications

Foreign investment can make a valuable contribution to development. However, not all types
of FDI provide the same benefits. In terms of absolute investment levels, the vast majority of
FDI in Ghana is concentrated in the mining industry. While this sector provides additional
jobs and foreign exchange through increased exports as well as royalties and taxes, extensive

technology spillovers are less likely to occur. In contrast, Ghana has not received much
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efficiency-seeking FDI in manufacturing and assembly sectors, which, on average, offer
higher positive growth effects in the long run.

But how exactly can a country like Ghana attract more efficiency-seeking FDI? Among the
most important reasons for not receiving more FDI, we identified access to land, property
registration and the labour market (regulations, availability of skilled labour, labour
productivity). Factors such as credit seem to be less problematic for foreign investors,
particularly the larger MNEs. With respect to FDI to the non-mining sector, political stability
has been key to attracting and sustaining investment to Ghana. Outside of the mining sector,
the next most attractive sector for FDI in Ghana is the food and beverages sector.

Based on these key results of the study, we are able to draw some broad policy implications,
which would enable Ghana to attract more (efficiency-seeking) FDI and enhance the pro-
development impact of foreign investment at the same time. To pull in more FDI, Ghana
needs to speed up reforms in land administration and property registration. Currently, these
impose additional costs on foreign firms. Above all, this is important for smaller firms, which

are unlikely to know important personalities to help them in securing their land and property.

Also, it is important that the GIPC works more closely with the labour unions in Ghana as
well as the labour commission, to make the labour market more business friendly. The labour
market is an important determinant of FDI, as most of these foreign firms are likely to be
operating in the tradable sector. Within the context of current trends in the world economy, it
is important that firms harness competitive advantage from all areas of their operation. This is
not to say that foreign firms should be allowed to exploit workers. However, it is important
that the labour unions see themselves as partners in the bid to attract and maximise the pro-
development benefits of foreign investments to Ghana. In a similar vein, the labour
commission must be seen and equipped to decisively deal with conflicts that may arise

between the labour unions and firms.

Within the manufacturing sector, it could be useful to focus on a few sectors for attracting
FDI rather than to attempt to get FDI from a large number of heterogeneous industries. This
approach could partly increase growth and employment effects through clusters, i.e., through
positive externalities of a group of firms within the same industry. Possible sectors for this
FDI promotion strategy could be, for example, agro-processing, food and beverages, and light

manufacturing. In the first two sectors, Ghana could take advantage of its natural comparative
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advantage for a number of agricultural products and increase the total value added of the
entire production process. Within the light manufacturing sector, enhanced MNE production
of, for example, wood products could offer sizeable gains, as it would make use of both scale
economies and MNE knowledge of foreign markets and consumer preferences. Indeed,
whatever sectors the FDI strategy focuses on should be consistent with the current seven-year
Development Plan being prepared by the National Development Planning Commission
(NDPC 2006).

In order for Ghana to benefit more from the presence of international investors by means of
technological spillovers, the linkages between Ghanaian suppliers and MNEs need to be
strengthened. Currently, Ghanaian industrial capabilities are inadequate with respect to
offering more of the high-quality products MNEs would like to source domestically. They
also lack the capacity to benefit from technological spillovers. It could be useful to develop a
national technology strategy that focuses on key sectors for development and involves all
parties concerned with science and technology. The main advantage of such a programme is
that it could raise the awareness of the value of technological knowledge by, for example,
beginning with an analysis of current strengths and weaknesses, identifying priority sectors
and setting up an action plan which both mobilises resources and enhances commitment by

stakeholders.

Despite recent improvements in secondary school enrolment ratios and — in comparison to
other sub-Saharan African countries — the prevalence of relatively high literacy rates, there is
a shortage of adequately skilled workers. This applies in particular to technical and
managerial skills. As a consequence, Ghanaian firms cannot take advantage of the spillovers
as much as would be possible. The key actors should make the education sector more
functional and meet the needs of firms. Foreign firms continue to complain about workers’
productivity levels, as well as the shortage of skilled work in Ghana. The starting point to
solving this problem is to understand which types of foreign investors the country wishes to
attract and the manpower needs of these investors. Armed with this information, the
educational sector should then begin to work to ensure that the country has the right cadre of

workers to meet the demands of foreign firms.

To conclude, Ghana has great potential to attract more FDI and to use foreign investment to

better promote development. With a wealth of natural resources, relative political stability and
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an excellent geographic position, ensuring access to markets in Europe and the sub-region,
Ghana is a suitable place for foreign investors. However, policy makers should continue, and

reinforce, the reform agenda.
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