
Economic Commission for Africa

Economic Report on

Africa 2006
Capital Flows and Development Financing in Africa





Economic Commission for Africa

Economic Report on

Africa 2006
Capital Flows and Development Financing in Africa



Ordering information

To order copies of Capital Flows and Development Financing in Africa by the 
Economic Commission for Africa, please contact:

Publications
Economic Commission for Africa
P.O. Box 3001
Addis Ababa, Ethiopia

Tel: +251 11 544-9900
Fax: +251 11 551-4416
E-mail: ecainfo@uneca.org
Web: www.uneca.org

© Economic Commission for Africa, 2006
Addis Ababa, Ethiopia

All rights reserved
First printing December 2006

ISBN: 92-1-125103-6
Sales Number: E.06.II.K.3

Material in this publication may be freely quoted or reprinted. Acknowledgement is requested, together with a copy of 
the publication.

Edited, designed and printed by the ECA Publications and Conference Management Division (PCMS).



iiiTable of Contents

Table of Contents

Acronyms	 ix

Foreword	 xi

Acknowledgements	 xiii

Overview	 1

1	 Recent Economic Trends in Africa and Prospects for 2006	 31
1.1	 Introduction	 31

1.2	 The global economy was largely favourable in 2005	 32

1.3	 Overall growth performance in Africa remained strong	 33

1.4	 Macroeconomic balances continue to improve	 42

1.5	 Despite high growth performance, important development challenges remain 	 47

1.6	 Growth prospects for 2006 are positive	 56

1.7	 Conclusion and policy recommendations	 59

References	 61

2	 Capital flows to Africa and their impact on growth	 63
2.1	 Introduction	 63

2.2	 Trends in capital flows to Africa	 65

2.3	 Determinants of capital flows to Africa	 77

2.4	 Impact of capital flows on African growth and economic development	 82

2.5	 Conclusion 	 87

References	 89

Appendix A: Tables 	 95

Appendix B: Debt Relief under HIPC and MDRI	 97



iv Economic Report on Africa 2006

3	 Capital Flows and Factor Markets	 99
3.1	 Introduction	 99

3.2	 Foreign direct investment (FDI) and domestic labour markets 	 100

3.3	 FDI and domestic investment	 108

3.4	 Official development assistance and domestic factor markets	 110

3.5	 Remittances also play an important role in investment and job creation	 112

3.6	 Case studies: FDI, domestic investment and job creation in Ethiopia and Ghana	 114

3.7	 Conclusion and policy recommendations	 123

References 	 124

4	 Capital Flows and Economic Transformation	 127
4.1	 Introduction	 127

4.2	 Africa needs structural transformation: what can capital flows do?	 129

4.3	 Key constraints to structural transformation in Africa	 137

4.4	 Experiences of capital flows and economic transformation in Africa	 144

4.5	 Conclusion and policy recommendations 	 150

References	 153

5	 Economic Policy, Institutional Environment and Capital Flows	 157
5.1	 Introduction	 157

5.2	 A sound macroeconomic environment is essential for attracting capital flows	 158

5.3	 The gains from economic reforms for capital flows have been small	 161

5.4	 Capital inflows have posed challenges for macroeconomic policy management	 164

5.5	 African countries need to further consolidate macroeconomic stability	 167

5.6	 The institutional environment for increasing capital flows to Africa	 168

5.7	 Conclusion	 175

References	 177

6	 Absorption Capacity and Management of Capital Flows	 183
6.1	 Introduction	 183

6.2	 Financial Development and Absorptive Capacity	 183

6.3	 Managing capital flows	 194

6.4	 Policy Recommendations	 199

References	 201



�Capital Flows and Development Financing in Africa

Boxes
1	 Import Substitution Strategies (ISSs) and Africa’s failed transformation	 12

2	 Export Processing Zone in Mauritius 	 14

3	 Micro-level institutional reforms are improving but more is needed to encourage investment 	 17

4	 ECA’s contribution to capacity building for capital market development	 20

5	 Aid inflows and the exchange rate in African countries	 21

6	 South African experience with capital and exchange rate management	 22

2.1	 Equity flows to South Africa - an exception	 71

2.2	 Experiences with debt relief: Uganda and Mozambique	 76

2.3	 Nigeria’s debt deal 	 77

3.1	 Wage premiums in foreign-owned enterprises	 105

3.2	 Mobilizing remittances through collective migrant organizations	 114

3.3	 Unilever’s subsidiary creates thousands of jobs in Ghana	 122

4.1	 Import substitution strategies (ISSs) and Africa’s failed transformation	 144

5.1	 Experience with inflation targeting in South Africa	 162

5.2	 The Export Processing Zone in Mauritius	 176

5.3	 China’s success in attracting foreign capital	 177

6.1	 ECA’s contribution to capacity building for capital market development	 196

6.2	 South African experience with capital and exchange-rate management	 198



vi Economic Report on Africa 2006

Figures
1	 Resource gaps in African countries, 1980-2003 (% of GDP)	 1

2	 Net financial flows to Africa, 1993-2005 (billion USD)	 2

3	 Real GDP growth rate in Africa, 2003-2005 (%)	 4

4	 Resource inflows to Africa, 1980-2003 (current USD billion)	 7

5	 Corruption, Rule of Law and Regulatory Quality in Africa and other regions, 2004 	 15

6	 Cost of starting a business and enforcing contracts: Sub-Saharan Africa and other regions	 16

1.1	 Real GDP growth rate in Africa, 2003-2005	 34

1.2	 Top 10 and bottom 5 performers in Africa in 2005 (% real GDP growth)	 35

1.3	 Growth of real GDP in African oil- vs. non-oil economies, 2003-2005	 37

1.4	 Growth by sub-region, 2003-2005	 39

1.5	 Top 10 and bottom 5 performers in Africa, 1998-2005 (% average annual growth)	 41

1.6	 Official development assistance to Africa (constant 2003 $billion)	 46

1.7	 African countries with at least 25% investment-GDP ratio, 2000-2003	 48

1.8	 Gross domestic fixed investment and saving (% of GDP) in Africa, 1975-2003	 49

1.9	 Top 10 and bottom 5 performers in human development, % change in HDI between 1995 and 2003	 51

1.10	 Gender gap in enrolment (female/male ratio) in 2002.	 55

1.11	 Projected real GDP growth rates by subregion, 2006 (%)	 56

2.1	 Resource gaps in 36 African countries, 1980-2003 (% of GDP)	 63

2.2	 Resource inflows to Africa, 1980-2003 ($ billion)	 65

2.3	 Resource outflows from Africa, 1980-2003 ($ billion)	 66

2.4	 ODA receipts by African subregion, 1980-2003 (% of GNI)	 68

2.5	 Inward FDI and GNI, Africa compared to World, 1980-2003 (%)	 69

2.6	 Net FDI inflows and profit repatriation on FDI, 1980-2003 ($ billion)	 70



viiCapital Flows and Development Financing in Africa

2.7	 Workers’ remittances by African subregion, 1980 - 2003 (% of GNI)	 73

2.8	 Debt stocks and debt service payments of African HIPC and non-HIPC countries, 1980-2003 	
(% of GNI)	 75

3.1	 Net FDI inflows and gross capital formation in Ethiopia ($US), 1990-2004 (% of GDP)	 117

3.2	 Net FDI and gross capital formation in Ghana ($US), 1990-2004 (% GDP)	 120

3.3	 FDI’s contribution to gross capital formation in Ghana and Ethiopia, 1990-2004 (% GCF)	 121

4.1	 Agriculture’s value added as a percentage of GDP in Africa and other regions, 1970-2003 (% of GDP)	 132

4.2	 Industry’s value added, 1970-2003 (% of GDP)	 132

4.3	 Agricultural value added per worker in Sub-Saharan Africa (constant $US 2000)	 133

4.4	 Agricultural use of tractors per worker in Africa and other regions (1960-2004)	 134

4.5	 Bilateral ODA flows to Africa by sector (% of total)	 135

4.6	 Bilateral ODA flows to the energy sector in Africa ($ million)	 135

4.7	 Gross capital formation (% of GDP)	 139

4.8	 Energy production in Sub-Saharan Africa and other sub-regions, 1971-2002 (million kwh)	 142

4.9	 Average capital flows to Tunisia ($US million) 	 148

4.10	 Foreign direct investment in Mauritius (BoP, current million of $US)	 150

5.1	 Real Effective Exchange rates for Selected African countries 	 167

5.2	 Corruption, Rule of Law and Regulatory Quality in Africa and Other Regions, 2004 	 171

6.1	 Bank credit to the private sector (% of GDP) in sub-Saharan Africa	 190

6.2	 FDI and financial development, 1994-2003 	 192

6.3	 FDI and manufacturing sector growth, 1994-2003	 193



viii Economic Report on Africa 2006

Tables
1	 Summary of growth performance over 1999-2005 	 5

2	 Interest rate spreads and interest rate differentials in selected African countries	 19

1.1	 Distribution of fiscal deficits in Africa, 2004 and 2005 (number of countries)	 42

1.2	 Distribution of inflation rates in Africa, 2003-2005 (number of countries)	 43

1.3	 Progress in achieving the MDGs in Africa	 52

1.4	 Gender gap in education, 1990-2002	 54

A1	 Level and variability of capital flows as per cent of GNI (1980-2003)	 95

A2	 Selected capital flight estimates for sub-Saharan Africa	 96

3.1	 Estimates of employment effects of foreign versus domestic investment in sub-Saharan African 	
countries, 1990-2002	 104

3.2	 Investment projects in operation in Ethiopia – July 1992 to July 2005	 118

3.3	 Employment creation in foreign versus domestic projects in Ghana, January 2001 – September 2005	 122

4.1	 Correlation between capital flows, growth and industry’s share in GDP	 138

4.2	 Correlation between capital flows, growth and manufacturing’s share in GDP	 138

4.3	 Growth accounting decomposition by region, 1960-2000 average	 140

4.4	 Indicators of economic growth and transformation in Tunisia, Mauritius and Nigeria, 1970-2003 	 146

5.1	 Comparison of Corruption Perception Index across Regions, 2005	 172

6.1	 Average interest-rate spread and interest-rate differential in African countries	 191

6.2	 African capital markets: key characteristics	 194

6.3	 Financial risks, and examples of warning signs and policy responses 	 200



ix

Acronyms

AATIC	 Asia-Africa Trade and Investment Conference
ACGD	 African Centre for Gender and Development 
AfDB	 African Development Bank
AGOA	 African Growth and Opportunity Act 
AIDS	 Acquired Immunodeficiency Syndrome 
APRM	 African Peer Review Mechanism 
AU 	 African Union
BoP	 Balance of Payments
CMA	 Common Monetary Area
COMESA	 Common Market for Eastern and Southern Africa
COSATU	 Congress of South African Trade Unions
CSO	 Civil Society Organization 
DAC	 Development Assistance Community
DRC	 Democratic Republic of Congo
DFID	 Department for International Development/UK
ECOWAS	 Economic Community of West African States
EIC	 Ethiopian Investment Commission
EIU	 Economist Intelligence Unit 
EPZ	 Export Processing Zone
EU	 European Union 
FAO	 United Nations Food and Agriculture Organization 
FONDAD	 Forum on Debt and Development
GCF	 Gross Capital Formation
GDI	 Gross Domestic investment
GDP	 Gross Domestic Product
GDS	 Gross Domestic Savings
GIPC	 Ghana Investment Commission
GNI	 Gross National Income
HDI	 Human Development Index
HIV	 Human Immunodeficiency Virus	
HDI	 Human Development Index 
HIPC	 Heavily Indebted Poor Country 

Acronyms



� Economic Report on Africa 2006

ICT	 Information and Communication Technology
IDA	 International Development Association/WB
ILO	 International Labour Organization/UN
IMF	 International Monetary Fund
LDC	 Least Developed Country
MENA	 Middle East and North Africa
MNC	 Multinational Corporation
NEPAD	 New Partnership for Africa’s Development
NER	 Net Enrolment Rate
M&A	 Mergers and Acquisitions
MDG	 Millennium Development Goal 
MSE	 Medium and Small Enterprise
MDG	 Millennium Development Goal
MDRI	 Multilateral Debt Relief Initiative
NEPAD	 New Partnership for Africa’s Development
NGO	 Non-governmental Organization
NICI	 National Information and Communication Infrastructure
ODA	 Official Development Assistance
OECD	 Organization for Economic Cooperation and Development 
REC	 Regional Economic Community
R&D	 Research and Development
REER	 Real Effective Exchange Rate
SAP	 Structural Adjustment Programme
SME	 Small and medium enterprise
SRO-CA	 Subregional Office for Central Africa/ECA
SRO-WA	 Subregional Office for West Africa/ECA
SRO-NA	 Subregional Office for North Africa/ECA
SRO-SA	 Subregional Office for Southern Africa/ECA
SSA	 Sub-Saharan Africa	
UN	 United Nations
UNDP	 United Nations Development Programme
UNEP	 United Nations Environmental Programme
UNHCR	 United Nations High Commission for Refugees
UNICEF	 United Nations Children’s Fund 
UNCTAD	 United Nations Trade and Development Conference
UNU	 United Nations University
WAEMU	 West African Economic and Monetary Union
WFP	 United Nations World Food Programme



xi

Continuing the economic recovery since the mid-1990s, African countries gener-
ally recorded strong growth in 2005, a major turnaround after decades of eco-
nomic stagnation. However,   growth remains uneven across countries, and in 
many countries, fast growth has not been accompanied by substantial gains in 
employment or poverty reduction. The African continent thus continues to face 
challenges of achieving and sustaining higher growth rates as well as translating 
growth into employment and poverty reduction.

Constraining the ability of African countries to accelerate and sustain growth are 
various imbalances, between exports and imports, between resource inflows and 
debt payments and between domestic savings and domestic investment.  African 
countries thus need to mobilize more domestic and external financial resources, 
including official and private capital flows, to fill the financing gaps in order to 
accelerate growth and sustain higher levels of growth.

This year’s Economic Report on Africa places capital flows at the centre of the debate 
on development financing and examines how external capital can help countries 
accelerate growth and reduce poverty. The Report’s objective is to shed light on 
how more and better-managed capital flows could help African countries achieve 
their development goals. 

The Report notes that African economies are still on the sidelines of financial 
globalization.  Capital flows have not responded significantly to macroeconomic 
reforms since the mid-1980s, and the volume of capital inflows – official and 
private – still falls short of Africa’s needs to fill its resource gaps. Moreover, capital 
flows to Africa are highly volatile and unpredictable, increasing macroeconomic 
uncertainty and undermining government’s ability to design and sustain long-
term development plans.

Foreign capital inflows are concentrated in extractive industries, explaining in part 
their limited impact on employment and economic transformation.  Efforts to 
attract additional external capital to Africa must be accompanied by strategies to 
encourage more sectoral diversification of foreign investment, especially targeting 
activities with high potential for employment generation.

Even as African countries seek ways to increase the inflows of official and private 
capital, they need to be aware of the potential negative effects of a surge in these 
inflows on their economies. The Report points out that with appropriate capital 
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management strategies, African economies could absorb higher external capital 
with minimal adverse effects. In other words, there is ample room for scaling 
up external resources to support Africa’s efforts to accelerate growth and reduce 
poverty.

It is my belief that the analysis and recommendations in this year’s Report will 
be a valuable input to policymakers in Africa and the international development 
community, in their efforts to mobilize the increased financial resources needed to 
achieve the internationally and nationally mandated development goals.

Abdoulie Janneh 
Executive Secretary
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