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DEVELOPMENT IN SOUTH AFRICA & VENTURE

I.

INTRODUCTION

When Nelson Mandela addressed the United States Congress in the fall of
1994, he brought with him a message of hope for the new democracy in South
Africa.' For many, the reality that he related, a South Africa which united black
alongside white to work for the common development of the country, would
have been a cruel joke or simply apartheid propaganda in the recent past.2

Apartheid, the system that controlled South African society and politics
prior to the 1994 elections, did not call for an equal partnership in the growth of
South Africa. Under that system, South African blacks were not even citizens of
South Africa. Instead, they were citizens of supposedly independent homelands,
and were thus accorded rights only in their own "countries." At the same time,
whites depended on blacks for labor to generate the commerce that made possi-
ble the development of modem day South Africa, a South Africa only accessible
to whites. Because the homelands were desperately inadequate in both land
mass and level of development to support the black population of South Africa,
blacks were forced to find work outside the homelands in "white" areas. Thus
the homelands simply served as a repository for the labor force. The black ma-
jority was necessary for the development of white South Africa, but, paradoxi-
cally, their presence conflicted with the idea of a white South Africa.

Now that the fiction of nascent African nations in the midst of white South
Africa has been dismantled,3 South Africans, black and white, are presented
with the challenge of conciliation. President Mandela's address to the U.S. Con-
gress brought hope that, despite the legacies of apartheid which had left the
majority of the country in poverty and underdevelopment, conciliation was, in
fact, possible.4

1. Text of Nelson Mandela 's Address to Congress, (Cable News Network Television Broad-
cast, Oct. 6, 1994), available in LEXIS, NEWS Library, TCNN File. South Africa held its first ever
all-race elections on April 26-29, 1994. Gerald Lenoir, Jr., All-Race Elections in South Africa-
Power to the People, 24 THE BLACK SCHOLAR 11 (1995). Nationally the African National Congress
won 62.7% of the vote and 252 of the 400 seats in the legislature. The National party won 20.5% and
82 seats and the Inkatha Freedom Party gained 10.5% and 43 seats. Other parties won the remaining
23 seats.

2. The literal translation of apartheid from Afrikaans is "separatehood." JOSEPH LELYVELD,
MOVE YOUR SHADOW, Soutm AFRICA BLACK AND WHITE 26 (Penguin Books 1986).

3. The new South African constitution has erased the homelands from the maps and realigned
the country into nine provinces. See Jonathan Reuvid, The New South Africa-A Geopolitical Over-
view, in TiE ABSA BANK BOOK OF DOING BusrNEss IN SouTH AFRICA tbl. 1.1.2, 5 (1994). The
Republic of Botswana, Kingdoms of Lesotho and Swaziland were unaffected by the change. Id. at 5.

4. Conciliation though, does not include the use of a perpetual coalition rule rather than
democratically elected government, which the ANC has ruled out beyond 1999. ANC Seeks to End
South African Coalition Rule, CHICAGO TRIBuNE, Apr. 3, 1995, at 4. A healthy South Africa needs,
however, the participation of the white minority and distinct factions of the black majority, such as
the Inkatha Freedom Party. The white minority, if they repatriate, will certainly have an effect on
investor confidence, as would armed insurrection by Inkatha. After stability is established, a pros-
perous South Africa would not provide as much of a reason for dissatisfaction of any of the many
South African groups. Thus, the coalition may only be transitional.

2
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President Mandela also emphasized the use of the free market to promote
development and to further his argument for U.S. assistance. President Mandela
stated that perhaps:

the imperatives of this commercial marketplace will produce the magic elixir
which the great thinkers of all times have searched for, which sought to convince
all societies that the assertion was true and self-evident, that whatever our differ-
ent complexions, whatever our different racial characteristics, whatever our differ-
ent gender features, we are nonetheless all of us part of one indivisible and
common humanity.

5

President Mandela was hoping that his words would convince the U.S. Congress
to promote a foreign policy, free from cold war restraints, that would not simply
be a grant of foreign aid, but instead a partnership that would focus on economic
growth.

His emphasis on the free market was probably ironic to many South Afri-
cans, both black and white; he and other prominent black leaders had been
wrongly branded as communists by the apartheid regime. 6 Even those who
were previously aligned with communism or socialism have since put aside rev-
olutionary slogans for the vocabulary of the market.7 The previous South Afri-
can government carefully constructed its propaganda to create the appearance of
a conflict with communism that would justify its policies to Europe and the
United States. 8 The National Party governments claimed that the Soviet Union
had close ties to the ANC whose membership and leadership "included commu-
nists," and that the Soviets trained and funded South African refugees, and sup-
plied arms to the military wing of the ANC.9 In reality, however, the Soviet
Union had no vital interests in South Africa. Trade with Southern Africa and
the level of foreign assistance to Southern African states in which it was in-
volved was "insignificant." t0 The United States and its allies were effectively
deceived by the South African government. In the end, the Soviet Union profited
from the ideological battles of the cold war more from the West's apparent
moral apathy towards apartheid than from its own minimal involvement in
South African affairs."l

The propaganda message of the National Party government was also
adapted for its internal white audience. 12 White supremacy was perpetual and
would be protected "by force if necessary."' 3 Although some white businesses
and professional organizations argued that giving Africans a share in the free

5. Text of Nelson Mandela's Address to Congress, supra note 1.
6. LEONARD THOMPSON, A HISTORY OF SouTH AFRICA, 215-216 (Yale University Press

1990). Both of the highest officials in the ANC, Oliver Tambo and Nelson Mandela, were not
communists. Id. at 216.

7. See, Steven A. Holmes, Mandela Looking for Free-Market Investors, N. Y. TIMES, Oct. 3,
1993, at 15; see also, The ANCeptable Faces of Capitalism, THE ECONOMIST, Aug. 13, 1994, at 59.

8. THOMPSON, supra note 6, at 216.
9. Id. at 216.

10. Id.
11. Id.
12. Id. at 215-16 (quoting Hendrik Frensch Verwoerd, Prime Minister of South Africa 1958-

1966).
13. Id.

[Vol. 15:62
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DEVELOPMENT IN SOUTH AFRICA & VENTURE

enterprise system would provide an alternative to socialism and that a thriving
African middle class would be a political barrier to revolution, they were ig-
nored by the National Party. 14

Contrary to the image put forth by the South Africa government under
apartheid, South Africa was far from a model of capitalism. Much of the capital
in South Africa was concentrated in the mining interests that controlled many of
the other sectors of the economy. An equilibrium was achieved between the
inefficiencies of apartheid and the benefits that most businessmen received.
While businessmen would eventually come to resist apartheid, their resistance
was intertwined with the idea of holding power in the white population and
perpetuating apartheid in another form. In many ways the reform was simply a
mystification and reinvention of apartheid.

Apartheid effectively eliminated black competition and employed many
whites in the apartheid bureaucracy.' 5 The whites who benefited from apartheid
fought to preserve the system. 16 Some Afrikaner clergy, intellectuals, and busi-
ness leaders did begin to fight the system, arguing it was inefficient and im-
moral.' 7 However, these were the same groups that had either created1 8 or
accepted and reaped the benefits of apartheid for their own purposes in the past.

The direct effect of South Africa's cold war veil was that, during that time,
the United States' South African foreign policy started from the premise that
national development was only possible under white control. The American ap-
proach, described as "earnest but inconsistent dabbling that now gets dignified
every four to eight years under the rubric of 'policy,""' 9 failed to substantively
address the problems of South Africa. 20 International efforts to end apartheid
fared little better.2 '

Although apartheid and capitalism could have been perceived by the new
South African government as the same institution, President Mandela sought
foreign investment for South Africa and U.S. aid to encourage the free market.22

After the end of the cold war and the fall of apartheid, President Clinton was
presented with the opportunity to form policy directly addressing South Africa's
development. In the year prior to the elections, the Clinton administration was

14. MERLE LIPrON, CAPITALISM AND APARTHEID, SouTH AFRICA 1910-84 177 (1985).

15. THOMPSON, supra note 6, at 155, 163, 169, 188-89.

16. Id. at 223.
17. Id.

18. Id.
19. LELYVELD, supra note 2, at 219.

20. Id. at 219, 229. The Carter Administration, at least rhetorically, did more to challenge the
South African Administration with the ANC model of suffrage, one man, one vote. Thompson,
supra note 6, at 220.

21. THOMPSON, supra note 6, at 215.
22. The majority of U.S. sanctions against South Africa were removed on July 10, 1991 and

the U.S. Export-Import Bank could insure and provide credits for U.S. exports to South Africa as of
February 20, 1992. Peter Bowles, Legal Aspects of Doing Business in South Africa-An American
Perspective, 1 (an address to Washington Conference, Africa 1990's and Beyond, July 22, 1994)
(on file with the Berkeley Journal of International Law).

1997]
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criticized for ignoring free market oriented programs that were developed in the
1980's in favor of programs that focused on basic human needs.2 3

Whether in response to such criticism or because the results of the South
African elections necessitated a recharacterization of the nature of U.S. South
African foreign policy, the Clinton administration subsequently chose to pursue
a path that would emphasize the use of free market mechanisms to encourage
development. President Clinton announced a package of aid that included tradi-
tional forms of aid such as loan guarantees, up to $150 million, for basic neces-
sities such as housing and electrification.24 He also included a $100 million
enterprise fund to encourage the growth of small and medium-sized compa-
nies.25 In conjunction with these efforts, the Overseas Private Investment Cor-
poration would create two equity funds equaling $150 million.2 6 Additionally,
the plan included a cooperative commission between the United States and
South Africa to promote energy, education and development projects. 27 Follow-
ing the initiatives of the Reagan and Bush Administrations in generating export
based growth, the Clinton Commerce Department also designated South Africa
as one of several Big Emerging Markets (BEMs) deserving special attention
because of the potential for U.S. exports.2

This aid package, particularly the use of the enterprise fund, is an essential
first step towards development in South Africa. Enterprise Funds have their
origins in the Small Business Investment Company (SBIC) Act. The SBIC pro-
gram is a domestic development tool that was instrumental in creating the U.S.
private venture capital industry. Though the program suffered from many
problems in its early days, it also had many successes. As a model for develop-
ment it influenced the Support for East European Democracy Act, a Bush Ad-
minitration initiative, which served as the basis for Enterprise Funds in Eastern
Europe, Russia and the Newly Independent States.

A further step, however, must be taken soon. The initial efforts towards
South African Development will establish a firm foundation for small and me-
dium-sized businesses. Real growth will come from businesses that wish to ex-
pand and provide more revenue and more employment. Growth companies have
been the focus of venture capital in the United States and should also be a focus
of South African development. The SBIC program should be the model for the

23. Thomas P. Sheehy, Beyond Dependence and Poverty: Rethinking U.S. Aid to Africa, HERI-

TAGE FOUNDATION REPORTS, June 25, 1993, available in LEXIS, EXEC Library, HERPTS File.
This report specifically proposed the establishment of an Index of Economic Freedom that would be
a "quantitative gauge of a country's economic freedom," to be used to determine where U.S. aid was
deserving or not. Id.

24. Steven Greenhouse, U.S. Pledges Over $1 Billion in Aid Projects for South Africa, N. Y.
TIMES, Oct. 6, 1994, at A6.

25. Id.
26. Id.
27. Id.
28. National Export Strategy: The Second Annual Report of the Trade Promotion Coordinat-

ing Committee, Hearings Before the Subcomm. on Economic Policy, Trade, and the Environment of
the House Foreign Affairs Comm., 103rd Cong., 2nd Sess. 37 (1994) (statement of Ronald Brown,
Secretary of Commerce).

[Vol. 15:62
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DEVELOPMENT IN SOUTH AFRICA & VENTURE

new enterprise fund. A return to the fundamental principles underlying the
SBIC program would best serve this new enterprise fund. It would also either
encourage a domestic South African program or create and nurture a thriving
private venture capital industry which would invest in South African growth
companies.

A strong South Africa will bring stability to the region. Its relatively
peaceful transition to democracy and the potential success of a new black-major-
ity-ruled-nation in Africa will do much to dispel the myths and stereotypes that
surround African development. Success in South Africa extends far beyond its
own borders and even the continent of Africa. A healthy South Africa, a success
in South Africa, would encourage investor confidence in emerging markets as a
whole.

This article will begin by discussing venture capital in Part II, emphasizing
the role of the SBIC program and its importance as a model for enterprise funds
used throughout Eastern Europe. Part III of the paper will then provide some
historical context regarding South African development. Part IV will review the
present status of South African economic development and the ANC govern-
ment's response through its Reconstruction and Development Programme. It
will also summarize current foreign aid efforts in South Africa and describe the
Southern Africa Enterprise Development Fund. Finally, Part V will provide rec-
ommendations regarding the proper direction of the Fund.

II.
VENTURE CAPITAL AND DEVELOPMENT

A. Venture Capital

Venture capital has attracted a great deal of public interest in the United
States as a result of its critical role in the success of numerous high technology
entrepreneurs in the 1980s and 1990s. 29 Both private and "public" venture capi-
tal, in the form of the Small Business Investment Company (SBIC), have been
critical to the success of many companies, including Digital Equipment, Federal
Express and Apple Computer.30 The venture capital industry had an estimated
500 companies and a capitalization of $17 billion in 1985.31 There are three
types of organizations that make up the venture capital industry.32 The most
successful are the independent private venture capital firms.

3 3 The Federal gov-

29. Daniel H. Case, In and Standish H. O'Grady, An Overview of Venture Capital, in START-
UP COMPANIES: PLANNING, FINANCING AND OPERATING SUCCESSFUL BUSINESSES 6-2 (RICHARD D.
HARROCH ED., 1996). See also, INVESTMENT ADVISORY COUNCIL, FINANCING ENTREPRENEURIAL

BUSINESS: AN AGENDA FOR ACTION, AN ANALYSIS OF THE SMALL BUSINESS INVESTMENT COMPANY

PROGRAM TOGETHER WITH FINDINGS AND RECOMMENDATIONS CONCERNING ITS EFFECTIVE OPERA-

TIONS 26, Feb. 1992 [hereinafter ADVISORY COUNCIL].
30. Id. at 6-9 (quoting Kotkin, Why Smart Companies are saying NO to Venture Capital, INC.,

Aug. 1984, at 65-75).
31. Case, supra note 29, at 6-2.
32. Id. at 6-11.
33. Id.

1997]
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ernment also licenses Small Business Investment Corporations, 34 which com-

prise the "public" side of the venture capital industry. Finally, large financial

institutions and corporations also maintain venture capital subsidiaries. 35

The venture capital industry grew out of the financing needs of small and

medium-sized firms which generally have trouble obtaining financing from
traditional routes such as banks. Start-up companies have a particularly difficult
time securing initial financing.36 One commentator has set out 11 possible indi-

rect and direct sources for start-up financing that do not involve private venture

capital or wealthy friends or relatives. 37  The direct sources are: state funds,

potential customers or suppliers, community development funds, and bank
loans.38 The indirect sources, which often steer entrepreneurs to direct sources,

are accounting firms, venture capital database networks, small business incuba-

tors (multi-tenant arrangements that provide support and office space set up by a
company that helps to seek out financing), and attorneys. 39 Another source of

needed funds are "angels," successful entrepreneurs who often invest more in
other entrepreneurs than do private venture capitalists. 40 Many of these sources,

both indirect and direct, are outgrowths of, or have been influenced by the ven-

ture capital industry. Furthermore, none of these sources can always meet the
needs of all entrepreneurs.

Venture capital is a long term capital commitment, sometimes referred to

as, "patient capital", and requires high risk and illiquidity tolerance. 41 Abnor-
mally high risk and returns are characteristic of venture capital. 42 Though ven-

ture capitalists are not managers, they are owners and actively participate in
management decisions of portfolio corporations. 43 A venture capitalist is a part-

ner to the entrepreneur "as an equity investor, as an active partner to en-

trepreneurial management and, through the board of directors' involvement as
lead investor, as manager of last resort. '

As a partner, the venture capitalist provides more than just funding to an
enterprise. A good venture capitalist has experience in developing products for

market and can steer a venture towards maturity.45 The increase of the popular-
ity of venture capital has brought its share of short-sighted venture capitalists as
well.46 Thus, entrepreneurs must carefully choose the venture capital compa-
nies with which they will work.4 7

34. Id.
35. Id.
36. Marie-Jeanne Juilland, Alternatives to a Rich Uncle, VENTURE, May 1988, at 62.
37. id. at 62-68.
38. Id.
39. Id.
40. Elizabeth Conlin, Adventure Capital, INc., Sept. 1989, at 32.
41. Case, supra note 29, at 6-5.
42. Id. at 6-4.
43. Id.
44. Id.
45. Id. at 6-9.
46. Id.
47. Id. at 6-10.

7

Zahralddin-Aravena: Development in South Africa and Venture Capital: The Challenges a

Published by Berkeley Law Scholarship Repository, 1997



DEVELOPMENT IN SOUTH AFRICA & VENTURE

The venture capital industry is involved in many different types of busi-
nesses, but the basic objective remains constant.48 Venture capital concentrates
on start-up and emerging companies that are likely to provide high returns, have
demonstrated management expertise, and possess "proprietary or innovative
products and services useful in rapidly growing markets."'49 Venture capital
does not focus on mature or experienced companies. 50

B. The Small Business Investment Company

Congress passed the Small Business Investment Company Act (SBICA) to
address the financing deficiency that existed for small and medium-sized busi-
nesses.51 The Small Business Administration (SBA) assists the privately-owned
Small Business Investment Companies (SBICs) by guaranteeing or purchasing
their securities.5 2 While banks, trade creditors and government loan programs
were adequately serving small business' short term needs at that time, there was
a great deficiency of long term loans and equity, especially for growth
companies.

53

Small business financing is a priority for several reasons. Job creation and
innovation are characteristic of small business. In the 1980's, 80 percent of job
growth came from small and medium enterprises (SMEs).54 Small business is
also a dominant sector in terms of its impact on the economy. Small businesses
comprised 99 percent of all U.S. businesses in 1992, accounted for 53 percent of
all sales, and produced 50 percent of G.D.P. 55 In addition, high technology,
particularly the computer, electronics and biotechnology industries, predomi-
nantly consists of SMEs, which have the necessary flexibility to foster innova-
tion, an essential element for success in high technology.56 Finally, SMEs are
also at the forefront of the global export drive. In the 1990's, exports by SMEs
nearly equaled those by the Fortune 500.57

The SBIC program allows the SBA to license private corporations and part-
nerships which provide management and financing to entrepreneurs and which
have access to long term debt guaranteed by the U.S. government. The SBIC is
very similar to the private venture capital firm; it provides equity financing and
long term debt to small business entrepreneurs. The main difference is that the
SBIC uses federal government guaranteed debt which it must supplement with

48. Id. at 6-5.
49. Id.
50. Id.
51. ADVISORY CouNcR, supra note 29, at 18-19.
52. 1992 SMALL Bus. ADMIN. ANN. REP., at 25 [hereinafter ANNUAL REPORT].

53. ADVISORY COUNCIL, supra note 29, at 18-19.

54. Douglas Seay et al., Why Governors Support NAFTA (And Washington Doesn't), HERI-
TAGE FOUNDATION REPORTS, June 15, 1993, available in LEXIS, EXEC Library, HFRPTS File.

55. ANNUAL REPORT, supra note 52, at 5.

56. Venture Capital Gains Incentives: Hearings Before the House Ways and Means Comm.,
105th Cong., 1st Sess. (1997) available in LEXIS, NEWS Library, FEDNEW file. See Gary Slut-
sker and David C. Churbuck, Whose Invention is it Anyway?, FORBES, Aug. 19, 1990, at 114.

57. Daniel J. McConville, Numbers Game, WORLD TRADE, Mar. 1995, at 33-34.

1997]

8

Berkeley Journal of International Law, Vol. 15, Iss. 1 [1997], Art. 5

http://scholarship.law.berkeley.edu/bjil/vol15/iss1/5



70 BERKELEY JOURNAL OF INTERNATIONAL LAW

its own private capital. Only after all private equity is lost does the government
contribution become jeopardized.

Though the activities of the SBA are regulated in order to insure the proper
implementation of the Act and to avoid fraud and mismanagement, the regula-
tions only affect the SBIC and not the ventures the SBIC will manage. For
example, the SBIC must make investments in small business concerns. The
Small Business Administration must also consider the need for financing in the
geographic region before granting an SBIC a license. 58 The licensing process
requires submission of a business plan to the SBA that addresses the SBIC's
account management suitability, forecasts and capital capabilities. 59

Critics of the SBIC program point to its record in the late 1950's as a
program "littered with mismanagement, failure, and abuse,"6 ° that resulted in
dozens of SBICs going bankrupt at the end of the 1980's.61 Many of these
problems can be attributed to the maturing of the SBICs and to normal business
cycles. 62 In fact, the overall record of the SBICs has been good. From 1959 to
1991, the regular SBICs had an internal rate of return of 7.6 percent. 63

As a result of such problems, the program has been the subject of much
oversight, including Senate Small Business Committee Hearings in 1990 and
1991 and a 1992 report of the Investment Advisory Council (IAC).64 The IAC
report concluded that the "results assured the IAC that it was dealing with a
fundamentally sound program, rather than with a tattered, government-money-
losing operation... ,,65 The report emphasized that SBICs had created owner-
ship opportunities and jobs. 66 In fact, the report determined that job creation
was more efficient in SBICs than in Fortune 500 companies with each $38,000
invested through a SBIC creating one job as opposed to $54,000 for a Fortune
500 company.67 It also found that corporate SBICs had generated $500 million
dollars in tax revenue, excluding partnership revenue and tax revenue from the
actual companies that received venture capital from the SBIC' S.68 As a result,
the IAC report concluded that the SBIC program has a good performance record
and has not been a loss to the Federal government. 69 In addition, private inves-
tors have made a profit of $1.8 billion "on after tax income and realized gains,
net of losses, from 1966 through FY 1990. ' 7o

58. Small Business Investment Company Act of 1958 § 301(c), 15 U.S.C. § 681(c) (1958).
59. SMALL BusINEss ADMIN., SMALL Busne-ss INVESTMENT COMPANmS, Ti SBIC PRO-

GRAM 8 (1994).
60. Richard Florida, What Start-ups Don't Need is Money, INc., Apr. 1994, at 28.
61. Id.
62. ADVISORY CouNcwr, supra note 29 at i.

63. Id. This internal rate of return is calculated net of a 4.3% historical charge-off rate. Id.
64. Id.
65. Id. at ii.

66. Id. at 24-25.
67. Id. at 25.
68. Id.
69. Id. at 32.
70. Id. at 33.

[Vol. 15:62
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Recent problems in the program include an increase in SBICs in liquida-
tion, decreases in both SBIC creation and private capital entering the program,
and two prominent failures that exposed the SBA to a potential $45 million
lOSS. 7 1 Several different reasons have been given for the rise in the program's
problems. The most prominent was that small businesses did not have sufficient
funds to pay interests and dividends to the SBICs so that the SBICs could ser-
vice government debt.72 This limited the effectiveness of financing; it could not
be used in a productive manner by the entrepreneurs, but instead had to go to-
ward servicing the debt.7 3 SBICs were also prevented from refinancing high
interest rate debt acquired in the 1980s due to high prepayment penalties and
prepayment prohibitions. 74 Moreover, the abolition of regulatory reviews re-
duced the SBA investment division's ability to assess potential problems.75

Throughout the 1980's the program was run under the threat of imminent elimi-
nation, causing inefficiencies in the operation of the program as well as the
erosion of the SBA's regulatory response.7 6 The recession also aggravated
these problems. 77 Most of these problems were addressed by the Small Busi-
ness Equity Enhancement Act of 1992, which adopted many of the IAC's report
recommendations.7 8

More important than the actual performance of the SBIC program is its role
in the development of the private venture capital industry. This development is
consistent with one of the Act's primary goals which was to maximize the par-
ticipation of private capital. 7 9 By the mid 1980's, the private venture capital
industry's capital capacity was ten times the size of the SBIC program.8 0 Even
the mistakes of the SBICs have proven beneficial to the private industry, provid-
ing valuable lessons and highlighting areas for future improvement. Also, the
SBIC program has created an "apprenticeship program for venture managers,"
who then move into the private venture capital industry. 81 This is particularly
evident in the Specialized SBIC program, which targets entrepreneurs who are
socially or economically disadvantaged. It is the nature of the program as a
development tool that made it a model for several programs that have been used
to encourage international development.

71. ANNUAL REPORT, supra note 52, at 4.
72. Id. at 11.
73. Id.
74. Id. at 12.
75. Id.
76. Id.
77. Id. at 15.
78. ANNUAL REPORT, supra note 52, at 26. Private capital sources were expanded under the

Act by allowing the participation of public and private pension funds. Id. Maximum leverage was
increased to $90 million and the ratio of leverage to private capital was reduced to promote larger
capital formation and to reduce the government's risk. Id. A new type of participating security was
created to avoid the problems of using long term equity to service debt that is incurring interest at the
present. Id. at 27. The Investment Division was also given back its powers of review. Id.

79. Id.
80. ANNUAL REPORT, supra note 52, at 10.
81. Id.
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C. Venture Capital and International Development:
The SEED Act and Enterprise Funds

In 1989, the U.S. Congress saw a need to encourage development in the

post socialist world in order to secure democracy. The Support for East Euro-

pean Democracy (SEED) Act was a development package whose policy priori-

ties were to provide "cost effective assistance to those countries of Eastern

Europe that have taken substantive steps toward institutionalizing political de-

mocracy and economic pluralism." 82 Democratic institutions, such as a fair elec-

tion system, a free press, an independent judiciary, and a non-partisan police and

military establishment were all mentioned as objectives. 83 The statute also spe-

cifically addresses the promotion of a free market economic system. 84

Some SEED programs included encouraging multilateral financing from

the World Bank and International Monetary Fund85 and from other financing

institutions such as the Overseas Private Investment Corporation86 and the Ex-

port-Import Bank.87 Other assistance focused on concessions from the U.S.

government such as "Most Favored Nation" status, 8 8 eligibility for the Genera-

lized System of Preferences, 89 and encouragement for U.S. investment such as

exempting bonds from tax code rules affecting below market loans. 90

Congress also included a provision for "Enterprise Funds." 9 1 Congress
provides funding to establish and support these funds which were "designated"

by the President and "governed" by a board of directors.92 The funds provided

loans and grants, made equity investments, and provided technical and training

assistance to encourage private enterprise in Eastern Europe.9 3 Although the

Enterprise Funds were provided funding by the U.S. government, 94 use of pri-
vate U.S. venture capital was also to be an essential aspect of the potential suc-

cess of the funds.95 The fund's activities focused on four categories: those with

economic motivations, those with a political objective, those intended to create

lending institutions for small and medium sized businesses, and those that

served a monitoring and communication function between the fund and the U.S.

federal government.

The funds have been important in these Eastern European countries be-

cause their immature financial markets have not been able to finance private

enterprise in such an unstable investment climate. Small and medium sized

82. 22 U.S.C. § 5401(a) (1989).
83. 22 U.S.C. § 5401(b)(1).
84. 22 U.S.C. § 5401(b)(2).
85. 22 U.S.C. § 5401(c)(1).
86. 22 U.S.C. § 5401(c)(12).
87. 22 U.S.C. § 5401(c)(13).
88. 22 U.S.C. § 5401(c)(11).
89. 22 U.S.C. § 5401(c)(10).
90. 22 U.S.C. § 5401(c)(16).
91. 22 U.S.C. § 5401(c)(5).
92. Id.
93. Id.
94. 22 U.S.C. § 5421(e).
95. 22 U.S.C. § 5421(i).

[Vol. 15:62

11

Zahralddin-Aravena: Development in South Africa and Venture Capital: The Challenges a

Published by Berkeley Law Scholarship Repository, 1997



DEVELOPMENT IN SOUTH AFRICA & VENTURE

businesses have primarily suffered in those countries for many of the same rea-
sons they suffer domestically, particularly because of their lack of access to
capital.

The increased volatility and underdevelopment of the markets in these
countries make the small business lending activity and the technical assistance
activities essential. Because of the crisis situation in these countries, small busi-
ness lending is done without using traditional lending criteria. The small lend-
ing programs are similar to the technical assistance activities because they both
emphasize education. The lending programs are also similar to the venture ac-
tivity in that they generate positive financial returns.

The venture activity focuses on SMEs with commercial potential. The fund
will evaluate proposals from local entrepreneurs, foreign companies, employees
or management of parastatals interested in privatization, and joint ventures be-
tween foreign and local entrepreneurs and investors. SMEs are also a focus of
venture development because they are catalysts for new employment. In the
developing world, large corporations are not particularly innovative. Nor do
they produce the majority of the employment. Moreover, they are often havens
for entrenched elites who may find entrepreneurs unwelcome competition. The
ideal target for enterprise fund investment closely resembles the traditional ideal
target for venture capital in the United States. The SME should either have a
strong domestic position or high exports. The SME should also have a proven
management team, viable business plan, growth potential and a solid asset base.

The Enterprise Fund Division of the Agency for International Development
(AID) has a portfolio of two types of funds, the Central European Enterprise
Funds and the Newly Independent States Enterprise Funds. Funds for Poland
and Hungary were specifically created by Section 201 of the SEED Act. Fol-
lowing the establishment of the Poland and Hungarian funds were the Czech and
Slovak-American Enterprise Fund (CSAEF), the Bulgarian-American Enterprise
Fund (BAEF), the Baltic-American Enterprise Fund (BAEF), the Romanian En-
terprise Fund (RAEF), and the Albanian Enterprise Fund (AAEF),9 6 which were
all established in Eastern Europe and the Baltic and belong to the CEE portfolio.

The Newly Independent States (NIS) portfolio consists of several other
funds that were set up to address the problems in Russia and the Central Asian
and Western NIS, but some have special policy purposes and do not focus on
SMEs. 9 7 The Russian-American Enterprise Fund was set up in 1993 and oper-
ates much like the other Enterprise Funds. 98 Three other funds, (collectively
known as the "Special Privatization Restructure Program" (SPRP) funds), one of
which was administered primarily by the Agency for International Development
(AID), have been established in Russia. 99 Other funds that have been estab-

96. U.S. AGENCY FOR INT'L DEV., ENI BUREAU CIRCULAR, EASTERN EUROPE ENTERPRISE

FUNDS 1 (1994). The last three of these funds, BSAEF, RAEF, AAEF, were not yet operational as
of Spring 1994. Id.

97. Id.
98. Id.
99. Id.
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lished in this portfolio are the Central Asian American Enterprise Fund and the
Western NIS Enterprise Fund.' 00

The General Accounting Office drafted a status report for the U.S. Con-
gress in the Spring of 1994 on the Enterprise Funds created by the SEED Act:
the Polish-American Fund, the Hugarian-American Fund, the former Czech and
Slovak Federal Republic-American Funds, and the Bulgarian-American
Fund.' 0 ' The report was to serve as a guide for the other Enterprise Funds being
created for other Central and Eastern European countries and the NIS. 10 2 The
GAO report stressed that it was difficult to fully assess the ultimate success of
the investments made by the Enterprise Funds.' 0 3 The information showed that
the Polish fund had net losses and the Hungarian and Czech and Slovak funds
were lacking so much information that no financial analysis could be com-
pleted. 104 The Bulgarian fund had not been in operation long enough to produce
financial reports.' 0 5 However, the Polish and Hungarian funds only reported
two failed investments and the net Polish losses were expected in light of the
high risk in Poland and because the enterprise fund was new. 10 6

The enterprise funds have also created jobs and educated a new business
class.1 0 7 Further, the funds have served as a source for business information for
investors interested in the countries. 10 8 This is a very important distinction be-
tween the Enterprise Funds and the private venture capital industry. The enter-
prise fund's goal is not only a return on the investment, but also to benefit the
ventures and business environment of the country."° 9 The funds are intended,
however, to become "sustainable." It is hoped that they will be able to function
without any more Congressional disbursements because these are expected to
become depleted in the future. 01 The Special Advisor for East European
Assistance does not expect any more funding to become authorized for the pro-
gram."' For the 1992 fiscal year investment revenues for the Polish, Hun-
garian, Czech and Slovak funds only covered between 16 to 39 percent of
operating expenses, bad debts and currency losses."t 2 In order for the funds to

100. Id.
101. Id. Other reports were listed in a background study prepared by the Institute for East-West

Studies as follows: the GAO report (discussed above), the Audit of the Regional Mission for Euro-
pean Management of Cash Held by the Eastern European Funds conducted by the Inspector General
of AID January 1994, and the summer 1994 AID review of Enterprise Funds. INSTITUTE OF EAST
WEST STUDIES, BACKGROUND STUDY, THE AMERICAN ENTERPRISE FUNDS 15 (June 23, 1994) (here-
inafter "EAST-WEST").

102. UNrrED STATES GENERAL ACCOUNrIN OFFICE, GAOINSIAD - 94-77, ENTERPRISE
FUNDS: EVOLVING MODELS FOR PRIVATE SECTOR DEVELOPMENT IN CENTRAL AND EASTERN EUROPE

1, 2 (1994).
103. Id.
104. Id. at 5.
105. Id.
106. Id.
107. Id. at 2-3.
108. Id. at 3.
109. Id. at 14.
110. Id. at 31.
111. Id.
112. Id. at 31.
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be self-sustaining there must be a shift from direct loans and development goals
to "high risk investment portfolios that will both generate cash returns and pro-
vide the necessary credentials for the attraction of private capital for fee-based
investment management."' 13

These Eastern European funds have served as a model for a $100 million
fund that is currently being developed for Southern Africa, with South Africa
receiving approximately half of the financing. As the history of Enterprise
Funds has shown, a country's political and cultural landscape can present partic-
ularly unique challenges for the creation and success of economic development.
South Africa faces its own unique challenges, including the apartheid legacy
which was closely associated with South Africa's version of capitalism.

III.
A HISTORICAL SUMMARY OF SOUTH AFRICAN DEVELOPMENT

AND CAPITALISM

A. The Historical Legacy

The legacy of apartheid and the path of South African economic develop-
ment has significantly impacted the ability of South Africa to develop modern,
capitalist institutions. After the Anglo-Boer war, an effort was undertaken to
rebuild South Africa's economy, with the gold mining industry taking a leading
role. 114 The gold industry was a key to South Africa's modernization because it
financed the transportation and manufacturing infrastructure.1 15 A labor
shortage, however, impeded economic development because Africans, the most
populous people, remained in rural areas working as tenant farmers." 6 A gov-
ernment commission was chartered to study the development problem and con-
cluded that mining interests had difficulties making a profit because they could
not employ labor at low wages.' 17 Confronting a different dilemma, the com-
mission also pointed out that while economic development was the key to bring-
ing western civilization to South Africa, such development might inadvertently
threaten western civilization by strengthening the Africans.' 18

Prior to the formation of "apartheid" as a coherent policy, a system of seg-
regation and territorial separation was instituted to solve both the issue of labor
shortage and the fear of strengthening the Africans. Under the Native Land Act
of 1913, it was illegal for Africans to purchase or lease land outside designated
tribal reserves. Two-thirds of the population, which was to increase to three-
fourths, was moved onto thirteen percent of the land mass. 119 The Native Land

113. Id.
114. JOHN CELL, THE HIGHEST STAGE OF WHITE SUPREMACY, THE ORIGINS OF SEGREGATION IN

SouTH AFRICA AND THE AMERICAN SouTH 59, 65 (1989).
115. Id. For a more thorough description of the central role gold mining played in South Af-

rica's development, see FREDERICK JONSTON, CLASS, RACE AND GOLD (1966).
116. CELL, supra note 114, at 197.
117. Id.
118. Id. at 195.
119. Id. at 79.
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Act sought to end African economic self-sufficiency by making it difficult for
Africans to farm, thereby forcing them to seek work in white industry. In con-
junction with the Native Land Act, exploitation bars' 20 laws limited the civil,
political, and economic rights of Africans and color bars 12 reserved certain po-
sitions in industry for whites. Through this system whites achieved the dual
ends of promoting economic development and preserving their own social and
political superiority.

Apartheid emerged as a concept and policy in the 1940's. 122 Apartheid can
be loosely defined as a racial classification system used by the South African
government to identify the rights and privileges of citizens in South African
society. Under the apartheid regime, Africans lived on "homelands," and their
rights to buy property and work were sharply limited.

Apartheid was undoubtedly motivated by racism, but it cannot be under-
stood solely as a racist phenomenon. Political motivations were another source
of the policy. Afrikaners in South Africa, impatient with British rule, formed
the National party which attacked other political groups for what it saw as am-
bivalence on the race issue. 123 The National Party espoused a simple plan for
race relations, separation between the races, or apartheid.124

South African race policy was also a complex and flexible response to the
process of economic development in South Africa. Afrikaners increasingly faced
social strains as urbanization and industrialization proceeded to change the once
rural economy. As they moved to the cities, Afrikaners began to compete with
Africans for jobs. 12 5 Apartheid thus emerged as a response to both Afrikaner
nationalism and Afrikaner economic dislocation.

Eventually, of course, a variety of factors, including domestic resistance
and international pressure, brought an end to apartheid. Although an analysis of
the diverse factors that contributed to apartheid's fall is beyond the scope of this
article, it is worthwhile to note that resistance did emerge from within the South
African business sector which began to feel the costs of apartheid by the 1980's.
Manufacturing interests despised the costs associated with dealing with the bu-
reaucracy. The exploitation color bars had extreme bureaucratic costs and were
very inefficient. The job color bar was also inefficient, causing a dearth of
skilled and semi-skilled workers. The black majority also had tremendous buy-
ing power which was going to waste because wages could not be increased.
Ignoring this vast market stunted the growth of many manufacturing indus-
tries.1 2 6 Additionally, management was concerned with wildcat strikes. Be-
cause no unions existed, there was no viable method of negotiation with labor.
Apartheid represented a tax upon business, both in real terms and in the form of

120. JOHNSTON, supra note 115, at 46.
121. Id. at 71.
122. THOMPSON, supra note 6, at 185-86.
123. DAVID HARRISON, THE WHITE TRIBE OF AFRICA: SOUTH AFRICA IN PERSPECTIVE 99-100

(1981).
124. Id. at 150; LELYVELD, supra note 2, at 26.
125. Id. at 66.
126. HILLEL TICKTIN, THE POLITICS OF RACE DISCRIMINATION IN SOUTH AFRICA 40-41 (1991).
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excess bureaucracy. The inefficiencies could no longer be submerged beneath
the surface of the apartheid economy or behind the facade of government
efforts. 

127

B. Market Distorting Effects of Apartheid

Apartheid and National Party control affected the South African economy
in many ways other than their brutal effects on the Asian, Coloured and African
populations. The Nationalist government was far from a bastion of capitalism,
even beyond its treatment of the Africans. The Nationalist economic plan bor-
rowed a great deal from socialism and mercantilism. The apartheid state created
a tremendous apartheid bureaucracy that employed virtually all white Afrikaners
and helped to eliminate the under class of poor whites that existed during British
rule.

128

The National Party was greatly assisted in achieving political control in
1948 by the "poor white problem," which arose because the rural Afrikaner had
not adapted to the expansion of South Africa. Quite simply, many rural
Afrikaners ran out of land after years of poor agricultural practices and popula-
tion growth. Unable or unwilling to adapt to urban life, which was largely con-
trolled by the English speaking South Africans, many rural Afrikaners were in a
state of utter poverty. As one commentator has explained:

In all the attention paid to South Africa's race problems, it was frequently over-
looked that the economy was substantially a socialist economy. Indeed, apartheid
was ushered in by a socialist trade union that wanted the state to protect it from
competition from lower-wage black labor. The edifice of racial laws, state-sanc-
tioned licensure, nationalized industries, protective trade policies and suffocating
regulation were all part of a widespread politicization of affairs in South
Africa. 

129

South Africa was essentially practicing "'ethnic socialism for whites"' by pro-
viding "an array of government services rivaling those in the richest nations." 13

0

The National Party government also nationalized many industries in its ef-
fort to secure economic control of South Africa, especially from English South
Africans. 1 3  As a result, the South African government now owns around 30%
of all South African assets. 132 Another commentator described the National
government after it gained control in 1948 as one of the "most comprehensive
systems of import control outside of Japan, which ensured permanent protection
for local industries which had begun to develop with the industrial expansion

127. THOMPSON, supra note 6, at 157.
128. See HARRISON, supra note 123, at 65-83.
129. Steve Hanke and Sir Alan Walters, After Apartheid, What?, FORBES, July 18, 1994, at 84.
130. Bruce Stokes, South African Gold?, NAT'L I., June 11, 1994, available in LEXIS,

BANKNG Library, NTLJNL File.
131. See generally, Tim Cross, Afrikaner Nationalism, Anglo-American and Iscor: the Forma-

tion of the Highveld Steel and Vanadium Corporation, 1960-70, Bus. HIST., July 1994, available in
LEXIS, NEWS Library, ASAPII File.

132. Elizabeth Weiner and Alan Fine, Walking the High Wire-Can Mandela Satisfy Town-
ships and Business, BUSINESS WEEK, May 2, 1994, available in LEXIS, ASIAPC Library, BUSWK
File.
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promoted by the state before the war and fostered by it."' t 3 3 The electricity,
railways, steel, fertilizer, chemicals, and later even oil, industries all became the
public enterprises that helped create the white middle class. 134

Once the National Party acquired significant companies, they used these
companies to negotiate purchases of parts or controlling interests of privately
owned companies. In 1969, Harry Oppenheimer, head of the multinational
American-Anglo Corporation (AAC), related the following in his annual
statement:

Recently the state owned sector of the economy has been growing fast and di-
rectly and indirectly has been moving into areas which used to be reserved for
private enterprise. In South Africa it has never been the practice to nationalize
private owned industries, but the agencies of the state are now increasingly step-
ping in to acquire control of private business by the means of market
operations.

In addition to Afrikaner nationalism, the government began to stress national
security as a justification for the increasing number of publicly-owned
industries. 

1 36

Racial discrimination in South Africa led to the concentration of capital in
South Africa.1 3 7 As late as 1991, over half of the shares on the Johannesburg
Stock Exchange (JSE) were controlled by the family of Harry Oppenheimer, the
owners of AAC. 138 The next biggest company is Barlow Rand which is 20
percent owned by AAC.139 The Oppenheimers also exert tremendous influence
through AAC's commercial, financial, and industrial subsidiaries, as well as
their ownership of Barclays Bank. 140 The family possesses power in all indus-
tries but agriculture.

14 1

The overall market is consistent with the AAC control: "More than 80% of
market capitalization on the Johannesburg Stock Exchange is estimated to be
controlled by six conglomerates, which has arguably dulled the market in South
Africa."' 4 2 The South African market is very illiquid because the larger institu-

133. TIcKTN, supra note 126, at 34.
134. Id.
135. TICKrns, supra note 126, at 110 n.80.
136. Id. at 102 n. 11. The Sharpville crisis and the voluntary arms ban to South Africa became

the basis for the increased national security agenda. Id. Control over the domestic steel and engi-
neering industry became imperative especially when Britain, perceived as a hostile government,
nationalized many of its industries which had interests in South African companies. Id.

137. Id. at 35.
138. Id. The information regarding the Oppenhiemer family should not be construed as an opin-

ion as to their political views towards apartheid. This decision is left to the reader. It should also be
noted that the Oppenheimers have been critics of the inefficiencies and contradictions of apartheid,
especially in apartheid's relation to capitalism.

It should be noted that the government wielded incredible power, power that even the Anglo-
American Corporation and the Oppenhiemer's would have to respect. See LnPrON supra note 14, at
175 (discussing the reasons why practice and theory were not closer in time in South Africa includ-
ing the government's power which necessitated a unified front from business on certain issues). Id.

139. Id. at 105 n.31.
140. ld. at 35.
141. Id. at 36.
142. South African Minister to the United States Dana Du Rand, The New South Africa: Invest-

ment Opportunities in Reconstruction and Development, Address at the International Law Section of
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tions prefer to hold rather than trade their shares.1 4 3 Only seven percent of the
654 companies listed on the exchange actively trade shares. 44 According to
Sean O'Connor, managing director of Standard Bank Group, one of the top four
banks in South Africa, "These holding companies ... exist in a maze of share
ownership and cross directorships, which in turn has produced a myriad of sub-
sidiaries. These companies have interests in every facet of the South African
economy, from precious metal mining to life insurance and the export/import

",145business...
Although privatization has been very popular worldwide in emerging econ-

omies which are moving away from protectionist policies, it has only recently
become an economic strategy in South Africa. One example of this new priva-
tization effort is the recent announcement that Telkom, SA, the South African
national telecommunications giant, was to be purchased at a value of about 30
billion Rand. 146

Other reforms have also been enacted recently. President Mandela has en-
couraged the holding companies to "'unbundl[e]' their tightly held holdings ....
'They are selling off non-core business and thereby creating opportunities for
qualified buyers .... . 147 This reform is slowly making the market more
liquid. 14 8 Also, a "venture capital market" (VCM) exists, which is essentially a
smaller exchange for SMEs. 149 It has recently revised its listing requirements
from R2 million to R500,000.15 0 As of September, 1994, there were only six
companies listed.' 5 ' The VCM is considered to be "largely moribund,"'152 but
the listing adjustments are geared towards resurrecting the market. The changes
came as the result of a study conducted by a JSE sub-committee to determine
how the exchange should adapt to the new South Africa. 1 53

A second new sector on the stock exchange has been created, the "Finan-
cial Redevelopment" sector which serves trusts and investment holding compa-

the Washington, D.C. Bar Association (June 28, 1994). 1995 figures were comparable. Six holding
companies still controlled nearly 85% of the Johannesburg Stock Exchange: Anglo-American Corp.,
over 43% of the listed companies; Rembrandt Group, 13%; Sanlam, 10 percent; Liberty Group, 7
percent; and Anglovaal Group, 4 percent. Gracian Mack, Getting in on the Ground Floor," BLACK
ENTERPRISE, May, 1995, available in LEXIS, NEWS Library, BLKENT File.

143. Joseph Contreras, Roadblock on Diagonal Street, INsrrroNAL INVESTOR, Sept. 1994, at
109, available in LEXIS, BANKING Library, INVEST File.

144. Mack, supra note 142, at 79.
145. Id.
146. South African Telecom Operation Reportedly to be Privatized, AXF NEws, Apr. 3, 1995,

available in LEXIS, NEWS Library, EXTAFX File.
147. Mack, supra note 142, at 79 (quoting Wallace Ford II, a former deputy Commissioner of

the New York State Department of Commerce and now a partner in the New York law firm of
Marks & Murase).

148. Id.
149. Duma Gqubule, JSE Making a Place for Black Business, AFRICAN BusINEss, Sept. 1994,

at 12, available in LEXIS, BUSFIN Library, ABI File.
150. Id. The previous nearly $600,000 is out of reach for many black entrepreneurs. Contreras,

supra note 143, at 109.
151. See Gqubule, supra note 149, at 12.
152. Stock Market Set to Open Up, THE FINANCIAL POST, May 4, 1994, available in LEXIS,

NEXIS Library, FINEST File.
153. Id.
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nies that focus on emerging business in African areas. 154 The JSE requires that
directors of a Financial Redevelopment company cannot be involved in the day
to day management of the businesses in their portfolio of companies and that
they must limit their investment in each to only 20% of total assets.' 55

The effect of apartheid on the majority of the population and the economic
development of South Africa have created great challenges for the acceptance
and success of the free market in South Africa. Yet it is inappropriate to equate
the free market and capitalism with the earlier development of South Africa
which was a product of a mixture of mercantilism and socialism. Though there
is significant debate as to whether capitalism was a major contributor to the
creation and maintenance of apartheid or whether it was capitalism that would
eventually contribute to the system's collapse,' 56 this discussion is best left for
other forums. What is important about the evidence that has been presented in
this historical summary is that the market mechanisms were manipulated under
the guise of capitalism to achieve white control in South Africa. An awareness
of this history will allow those involved in South Africa's development to under-
stand the African majority and its plight and prevent any other government,
white or African, from manipulating government and commerce in such ways
again.

IV.
AN OVERVIEW OF THE SOUTH AFRICAN ECONOMY AND CURRENT

DEVELOPMENT EFFORTS

A. The Present State of South African Economic Development

As the historical summary above demonstrates, apartheid has given capital-
ism a daunting legacy to overcome. The resulting political and economic land-
scape has exacerbated traditional problems for entrepreneurs and start ups. For
example, a great disparity exists between white and black development due to
the planned economic dependency that white South Africa imposed on black
South Africa. There is also a noted difference between black and white
wages.' 57 White South Africans earn approximately $14,500 annually, close to
three times the average wage of black South Africans. 158 Whites comprise only
13 percent of the population, yet are responsible for 50 percent of consumer
spending.' 59 This racial disparity is further exemplified by the fact that nearly

154. Id.
155. Id.
156. THOMPSON, supra note 6, at 206 & n.49.

157. Ken Wells, The Mandela Effect, Optimism is Replacing Fear and Uncertainty in New
South Africa, THE WALL STREET JOURNAL, Oct. 24, 1994, at Al, A7.

158. Id. Notably, most Black South Africans earn close to $500 annually because many of them
are part of the informal sector, such as street vendors and taxi cab drivers. Id.

159. Len van Zyl, South Africa's Foreign Trade and its Role in Southern Africa, in ABSA
BANK BOOK OF DOING BUSINESS IN SOUTH AFRICA 11-13(1994).
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75 percent of South African commerce takes place in four urban areas covering
3 percent of the country.' 60

South Africa faces other significant challenges as well. High population
growth, political depravity, and equally depraved economic policy have pro-
duced unemployment, a wide gulf in development between the black and white
communities, an uncompetitive industrial sector and few opportunities for for-
eign investment under the current period of political transition.

Despite these problems, South Africa possesses many important advantages
that will assist with its attempts to remedy these problems. It has a wealth of
natural resources, an expansive domestic market of 40 million people, an inter-
nationally comparable transportation infrastructure, a modem banking and fi-
nancial infrastructure with the twelfth largest stock exchange in the world, and
an established, entrepreneurial and diverse private business sector. South Africa
has the 25th largest economy in the world with a GDP of $120 billion.' 6 1

South Africa will also benefit from an apartheid dividend. 162 Apartheid
required, at least to a certain point, that education, housing and health care sys-
tems be duplicated for whites and Africans.1 63 The eradication of such an ex-
pensive system will free funds that can be used for development. The bloodless
return to democracy should also provide billions that would have been spent on
defense and security.' 64 Finally, the trade and investment bans operating during
apartheid necessitated the creation of internal reserves, including strategic oil
reserves and excess electricity, which will no longer be required. 165

South Africa's strong educational system will also assist its development
efforts. Though the South African labor force was greatly affected by the educa-
tional deprivation of apartheid, education is extremely valued in South Africa.
This includes correspondence and vocational schools that are "well-attended and
of a higher caliber than some in the United States." 166 While South Africa's
labor force does not yet compare with Canada's, Japan's and Switzerland's, as
the media sometimes suggests, its rural labor force is comparable to those in
China, Vietnam, Indonesia, India, Turkey and Brazil.' 67

160. ERNST & YOUNG, DOING BusINEss IN SOUTH AFRICA 7 (1993). These urban areas are
Pretoria-Witswatersrand-Vereeniging (PWV) around Johannesburg, Durban-Pinetown in Natal, the
Cape Peninsula, and Port Elizabeth-Uitenhage in the Eastern Cape. Gold mining is centered in the
Witswatersrand, which produces 60% of the economic activity of the country, and is the financial
and industrial center of South Africa. Id. at 7.

161. Alex Pham, Mandela Won't Have Easy Time Wooing Investors; Efforts Hurt By Politics,
Economy, THE BOSTON GLOBE, Oct. 6, 1994, available in LEXIS, NEXIS Library, BGLOBE File.
Though commentators are quick to point out that General Motors topped $133 billion in 1993. Id.

162. Stokes, supra note 130.
163. Id.
164. Id. It might be argued that internal control will continue to require the expenditure of

significant funds on security. On the other hand, military intervention into neighboring countries
and the paranoid obsession with internal control that occurred during the apartheid era most likely
involved a higher level of security expenditures than is required to provide internal security today.

165. Id.
166. Id.
167. Barbara J. Morrow, Discarding Investment Myths: A Global Investor's Perspective,

N.Y.L.J., Nov. 21, 1994, at S5.
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The existence of an expansive South African informal economy in the face
of criminal persecution and bureaucratic morass testifies to the entrepreneurial
spirit of Africans. For example, in late 1993, a mall consisting of a self service
supermarket, bakery, dry cleaners, pool hall, liquor store, shoe repair service,
photo studio and hair salon opened in a black settlement.' 68 Though most white
South Africans regard the settlements as "sinks of riot and neglect,"' 16 9 the
Masakhane Mall, developed with only limited governmental assistance, has be-
come a symbol of the power of black entrepreneurship once freed from
apartheid. 170 The stores were made from converted 8-by-20 foot sea cargo con-
tainers which is much less expensive than building a permanent structure. 1 7 1

The containers were acquired from a cargo company inexpensively and advertis-
ers have been secured for the wall space on the mall, all with the help of white
businesses.' 72 One consultant to the project stated: "You don't have to throw
lots of money at the problem. . . . [a]ctually, if you throw a couple of people at
the problem, you can do a lot.' 17 3 While anecdotal, this report is inspiring and
illustrative.

In addition, the Asian communities, which include a large Indian merchant
class, have a strong tradition of entrepreneurship.' 74 One of the significant dif-
ferences between apartheid and segregation was that, while segregation only
affected Africans, apartheid extended the regime of artificial racial division to
Asians and Coloureds. Cries of "unfair competition" were directed at Indians,
who in 1970 with 36,426 companies and total annual sales of R50,000 provided
the greatest competition to white small retailers.' 75 Merchant districts were re-
zoned for larger Afrikaner office buildings and convention centers under the
relocations of the Group Areas Act. One of the groups to suffer the most, partic-
ularly in regard to the existence of established centers of commerce, were the
Asian merchants.

176

Although South Africa does have some barriers to investment, there is hope
that many of them will fall in the near future. The illiquid nature of its markets
and some reforms have already been discussed above. The markets and other
barriers, such as South African foreign exchange controls, tariffs and other trade
restrictions, do not appear to dampen the enthusiasm of potential investors. 177

Many are optimistic that the restrictions will be changed by Mandela's govern-
ment, 17 8 especially because South Africa has lost its status as an international

168. Bill Keller, A South African Mall That Black Know-How Built, N.Y. TIMES, Sept. 12,
1993, available in LEXIS, NEXIS Library, NYT File.

169. Id.
170. Id.
171. Id.
172. Id.
173. Id.
174. LnProN, supra note 14, at 125.
175. Id.
176. Id.
177. See generally Greenhouse, supra note 24, at A6. See generally, Bowles supra note 22.

(providing a concise introduction into the legal restrictions on doing business in South Africa).
178. Id. Jude Kearney, a senior official at the International Trade Administration in Washington

believes that Mandela's administration is dedicated to opening up trade. Id.
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pariah and thus its need for isolationist policies. One such reform has been im-
plemented. The dual exchange rate system, in which foreign investors get a
more favorable rate when putting money into South Africa then when taking it
out, was abolished in mid-March 1995 as part of a larger overhauling of the laws
affecting foreign investment.179 South Africa is also a signatory to GATT, so
over the next five years its trade barriers should fall.180

Mandela's government has already begun the process of reforming govern-
ment policies, in the form of budget plans, in order to "instill the confidence of
foreign and domestic investors in the future financial and fiscal policies" of
South Africa. 18  In fact, the 1994 South African budget cut the corporate tax
rate and withholding on royalties to nonresidents and eliminated the import
surcharge on capital and intermediate goods.182 Other reforms are being consid-
ered, but the South African government has indicated that it wants to proceed
only after thorough study of potential changes and reforms. 183 The government
has also appointed a commission, the Katz Commission of Enquiry, to analyze
the effect of the present tax system on foreign finance, investment and trade.1 84

Pessimists complain that South Africa is simply too small a market to at-
tract foreign investments, especially as compared to the potential in markets
such as Mexico and China.' 85 The reality is that it has both the largest GNP in
Africa, likely to double in a decade or so, and its market is almost completely
"untapped."' 1 86 Also, though African communities suffer from a poor infrastruc-
ture, white South Africa does have a very advanced transportation and financial
infrastructure. South Africa is connected with the rest of the sub-Saharan sub-
continent through "rail, road, sea, air and telecommunications," making South

179. S.Africa's new currency starts trading, UNrrED PRESS INTERNATIONAL NEWS STORIES
1995, Mar. 13, 1995, available in LEXIS, WORLD Library, UPI File. South Africa's currency
entered the international market on its own Monday after the government Friday abolished a dual
currency system.

The financial rand, introduced in 1960, was used by foreigners investing in South Africa while
a second currency, the commercial rand, was used for domestic transactions. Foreign investors and
South African businessmen have long called for the scrapping of the volatile financial rand, citing it
as a major obstacle to South Africa's efforts to attract foreign investment. Liebenberg described the
creation of a single currency as the government's first step toward full liberalization of South Af-
rica's economy, which still maintains other controls such as restrictions on South African residents
investing abroad. Id.

180. Bill Keller, In Mandela's South Africa, Foreign Investors Are Few, N.Y. TIMES, Aug. 3,
1993, at . Some say bringing down barriers will discourage countries like Japan from building
facilities in South Africa because it will be cheaper to simply import goods into South Africa. Id.

181. Ray Eskinazi, South Africa Proceeds Cautiously to Win Foreign Investors, 5 J.INT'L
TAX'N 404 (1994).

182. Id. at 404-05. The 1994 budget was designed to instill confidence in foreign and domestic
investors in the future financial and fiscal policies, inter alia, by reducing the nominal corporate tax
rate and, consequently, also the withholding tax rate on royalties payable to nonresidents. Id. It also
abolished the 5% import surcharge on all capital and intermediate goods. Id.

183. Id.
184. Id. at 404.
185. Id.
186. Jenny C. McCune, Into South Africa: Is there long term potential for U.S. companies in

one of the last remaining untapped markets-or are They Just Pitfalls, 83 MGMT. REV. 51, No. 7
(July 1994), available in LEXIS, NEWS Library, MANREV File.
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Africa a "gateway" to Africa's other markets.' 87 In fact, the International Fi-
nance Corporation (IFC) has indicated that it hopes to spur development in
South Africa so that technology and prosperity can be imported from South Af-
rica into its poorer neighbors.' 88

South African high priority areas can be grouped into two categories. The
first is improvement of the social infrastructure, focusing on education, electrifi-
cation, hospitals, low cost housing, roads, telecommunications, and water and
sewage. 189 The second is to "beneficiate" or import value added South African
natural resources.1 90 Social infrastructure improvement is labor intensive and
does not affect the balance of payments to any great degree.1 91 Social infra-
structure also encourages growth in a wide variety of sectors of including, but
not limited to, building supplies, appliances, furniture, steel and transport. 92

All of these industries can meet capacity and have the potential for growth, but
the initiative and speed at which they will is dictated by the public sector.1 93

Social infrastructure should also include, as emphasized in the RDP, develop-
ment of businesses in the townships and creation of industry in the African ar-
eas, which was intentionally stunted during the apartheid era.1 94 It is one thing
to remove territorial separation from government policy and legislation, it is
quite another to change the reality of the transient apartheid worker.

South Africa has an advantage in natural resources and the infrastructure to
exploit its resources as long as the balance of payments does not fall to a level
that hinders growth.1 95 This aspect of South African growth depends on private
sector initiative with some public sector assistance from the Industrial Develop-
ment Corporation of South Africa and tax incentives. 196 Two types of potential
natural resource growth exists: capital intensive mining projects and labor inten-
sive agricultural projects.1 97 Many believe that the capital intensive mining
projects hold the key to any long term sustainable growth because they will

187. van Zyl, supra note 159, at 13. The President of the UK Board of Trade, Michael Hesel-
tine, who lead the largest UK trade mission to any country in 1994, emphasized that South Africa
was poised to become the "gateway to the rest of Africa for British Investment and Trade." See
South Africa Set to Become UK Gateway to Rest of Africa, EXrEL EXAMINER, July 27, 1994, avail-
able in LEXIS, BUSFIN Library, EXTEX File.

188. John Roberts, World Bank South Africa: Bank Pledges Cash for Black Entrepreneurs,
INTER PRESS SERVICE, Oct. 5, 1994, available in LEXIS, WORLD Library, INPRESS File.

189. Malcolm Macdonald, Industrial Development in South Africa: An Overview of the Poten-
tial High Growth Areas in South Africa, THE ABSA BANK BOOK OF DOING BUSINESS IN SOUTH
AFRICA 34-37 (1994).

190. Id.
191. Id.
192. Id.
193. Id.
194. Duma Gqubule, "What Real Benefits for Entrepreneurs," AFRICAN BUSINESS, Aug., 1994,

available in LEXIS, BUSFIN Library, ABI File.
195. Macdonald, supra note 189, at 34-35.
196. Id. at 35.
197. ld.
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allow for a period of respite that can be used to train and develop an "interna-
tionally competitive, more labour intensive, industrial export sector."' 98

B. The Reconstruction and Development Programme

Through the production of the Reconstruction and Development Pro-
gramme (RDP), the South African government has acknowledged the imbalance
in development created by the policies of the previous South African govern-
ment. The ANC, with assistance from many non-governmental organizations
and research organizations, produced the RDP in order to empower the black
majority and rebuild the economy. 199 The stark contrast in the level of develop-
ment between white and black South Africa was emphasized as a driving force
behind the creation of the RDP.20 0 The elimination of social imbalance and the
poverty that was orchestrated by the apartheid regime is an essential policy goal
of the RDP.

Equally essential is the means to reach that goal. In particular, the RDP
wanted to move towards a state policy that would create jobs and an industrial
strategy that would emphasize small and medium sized businesses. The RDP
states in its own self description that it represents a marked change in South
African government because it seeks to work in an open partnership with all
sectors of the country. 20 1

The main challenge faced by the RDP is balancing "social development
and industrial expansion." The RDP seeks to resolve this dilemma through in-
vestment in social development, i.e. education and social infrastructure. 2

Quite significantly, the RDP is directing its investment into projects which will
be self sustaining.

The RDP creates a linkage between reconstruction and development, essen-
tially redistributive processes, and growth, which are traditionally perceived to
be contradictory.20 3 Traditionally, growth has been viewed as a "measurable
increase in the output of the modern industrial economy," and development as
"a marginal effort of redistribution to areas of. . .poverty. ' '2° 4 The RDP views

198. Id. Much of South African economic success still comes from mineral exports, including
gold which garnered over 25 percent of total exports in 1988 and diamonds which accounted for 9.5
percent of South Africa's total exports in 1992. Jonathan Reuvid, An Overview of Economic Per-
formance, in THE ABSA BANK BOOK OF DOING BUSINESS IN SOUTH AFRICA 15 (2d ed. 1994).

199. Tripartite Alliance, Reconstruction and Development Program, Final Copy, at 1 [hereinaf-
ter RDP].

200. Id. One portion of the introduction reads as follows.
Our History has been a bitter one dominated by colonialism, racism, apartheid, sex-
ism and repressive labour policies. The result is that povery and degradation exist
side-by-side with modem cities and a developed mining, industrial and commerical
infrastructure. Our income distribution is racially distorted and ranks as one of the
most unequal in the world. Lavish wealth and abject poverty characterize our society.

Id.
201. Id.
202. Jonathan Reuvid, An Overview of Economic Performance, in TE ABSA BANK BOOK OF

DoINo BUSINESS IN SOUTH AFRICA 18 (1994).
203. RDP, supra note 199, at 2-3.
204. Id.
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growth as an essential national goal, but strives to take into account sus-
tainability, distribution, and the long term effects of growth.20 5

The RDP seeks a sustainable program that will rely on the commitment and
actions of the South African people. The RDP stresses that "[d]evelopment is
not about the delivery of goods to a passive citizenry. It is about active involve-
ment and growing empowerment." 20 6 The RDP notes that the segregation in
commerce and industry, where large white dominated conglomerates control
most of the formal economy as well as labor policies, effectively festricted
skilled labor to whites.20 7 As a result, the African majority is underskilled and
small and medium sized enterprises have been ignored by the market.20 8 The
RDP also notes that many industries were benefiting from government protec-
tion, which reduced competition and discouraged investment in research and
development and training. 209

The Industry, Trade and Commerce chapter of the RDP expressly focuses
on use of micro, small and medium sized enterprise (SMEs). 2 10 The language in
this section of the RDP stresses the job creation benefits of entrepreneurship,
especially as a means to empower the black majority.2 1' The RDP also explains
that SMEs can be used to improve skills and management training.21 2 The RDP
lists the four most significant problems traditionally experienced by SMEs as
"the lack of credit, access to markets, skills and supportive institutional arrange-
ments."'2 1 3 Laws, such as the Group Areas Act, which prohibited Africans from
owning land, deterred entrepreneurs who sought loans because they did not have
land to put up as collateral.2 14 Business Schools were either segregated or fi-
nancially restrictive.

2 15

Government policy is directed towards encouraging SMEs through "joint
marketing strategies and technological development" 21 6 and through SME fa-
vored procurement policies.217 The RDP also lists legislative reform as a prior-
ity to simplify licensing and remove barriers to SME prosperity, such as zoning
restrictions, the lack of debt collection mechanisms, new market sites and access
to existing sites to sell goods.21 8 The RDP also focuses on the problems of
female entrepreneurs, such as daycare, because women form the bulk of the

205. Id.
206. Id. at 2.
207. Id. at 1.
208. Id.
209. Id.
210. SME as a term includes micro-enterprises as well, which in turn, include the informal

sector of the economy.
211. Id. at 34.
212. Id.
213. Id.
214. Michael Wang, Bringing down barriers; Canadian-backed group supplies expertise, pro-

motes South Africa's entrepreneurs, THE GAZErm, Jan. 5, 1993, at B5, available in LEXIS,
NSAMER Library, MONGAZ File.

215. Id.
216. RDP, supra note 199, at 34.
217. Id.
218. Id.
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micro enterprise sector.219 Technology is singled out as an essential component
in the RDP, both as a force to ensure global competitiveness and as a central
aspect of worker training.220

In addressing financing, the RDP requires financial institutions to lend
more to black-owned enterprises.22 1 The RDP mandates the reorganization of
the Small Business Development Corporation (SBDC), 222 as well as reform in
the Industrial Development Corporation (IDC)2 2 3 and other development corpo-
rations which had ignored SMEs and were corrupt in their lending practices.224

The SBDC is supposed to provide the following for SMEs: financing, support
services, business premises, and promote business premises and SMEs in gen-
eral. 2 The SBDC is not supposed to compete with traditional financial institu-
tions, instead filling SME needs unmet by the market.2 26 The Development
Bank of Southern Africa (DBSA) is a government agency that is supposed to
coordinate resources and support to remedy the "institutional arrangements and
patterns" that "disadvantaged" South Africans in the past.2 27 The DBSA only
lends to provincial and local governments, but one of its directives is to promote
business and entrepreneurial development.2 28

The RDP explains that financing was centralized in a few institutions
which served the large white dominated conglomerates which make up the ma-
jority of the South African economic landscape. 229 These larger institutions do
not develop new sectors and neglect women and the African community.2 3 °

The existing informal sector lending institutions are woefully inadequate to fi-
nance the SME sector.231 Regulatory reform and prohibiting discrimination are
addressed at length.2 32 Community banking is also posed as a solution to allevi-
ate financing problems.233 Basic financing problems for SMEs are fairly stan-
dard the world over, even in developed countries such as the United States (as

219. Id.
220. Id. at 35 (discussing technology policy).
221. Id. at 34, 52.
222. Dr. Pierre Morgenrood, Banking and the Financial Sector, in THE ABSA BANK BOOK OF

DOING BustNEss IN Soutr AFRICA 179-180 (1994).
223. Macdonald, supra note 189, at 35. The IDC is a state owned corporation which will now

provide financing to SMEs. Previously, the IDC developed a reputation for expertise in industrial
development. Id. The formerly "independent" states also had similar development corporations.

224. RDP, supra note 199, at 34.
225. Id. The SBDC prefers, but does not limit its services to businesses with the following

characteristics: 1) independent; 2) total assets of R15 million; 3) management by appropriate experi-
ence, knowledge, managerial ability and entrepreneurship; 4) be profit motivated; 5) located in The
Republic of South Africa; 6) and be in the manufacturing, commercial or services sectors.

226. Id. An R8 million dollar joint venture with the SBDC was created to train 5,000 entrepre-
neurs at 50 centers which will then be eligible for different forms of financing. Gqubule, supra note
194.

227. Morgenrood, supra note 222, at 179.
228. Id. The DBSA is open to any country in Southern Africa, but only South Africa is eligible

for financial support from the DBSA. Id. at 179.
229. RDP, supra note 199, at 39.
230. Id.
231. Id.
232. Id. at 39-40.
233. Id. at 40.
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discussed above). The emerging market context and the apartheid system's leg-
acy in South Africa create additional difficulties for the entrepreneur.

Four banks, called commercial banks, control 80 percent of banking assets
in South Africa: Amalgamated Banks of South Africa (ABSA), First National
Bank (FIB), Standard Bank and Nedcor.2 34 Another type of South African lend-
ing institution is the Merchant Bank, which lends money, plans and raises fi-
nance and provides investment management and advice.23 5 With the exception
of Rand Merchant Bank, these banks are all owned by one of the four major
banking groups.236 Merchant banks "primarily" serve large corporate clients.237

General Banks focus on SMEs and individuals, but also finance vehicle
fleets. 238 General banks are simply a smaller version of the larger commercial
banks and they are affiliated with three of the four commercial banks.2 39 .

Financing of the RDP is central to its success. The RDP stresses quite
emphatically that the government cannot afford to simply pay for the plan.24 °

Deputy President F.W. de Klerk has announced that the RDP will not be funded
by increased taxes, will be managed with fiscal discipline and will not be the
"engine of economic growth.' South Africa recently launched a $750 million
international bond for the purpose of financing the RDP.242 South Africa needs
to re-establish its relationship with foreign investors, providing assurances and
proof of political stability, which will be a time consuming process.243 South
Africa has to battle for scarce foreign investment dollars from countries such as
Vietnam, Brazil, China, and Indonesia.24 4 Additionally, some commentators
believe that domestic investors will provide the crucial influx of money into
South Africa. 24 5 However, whites have been pulling funds out of the country's
net reserves in fear of what they see as an uncertain South African future.246

Only the fact that 60 percent of 5 million white South Africans do not have

234. See Morgenrood, supra note 222, at 171. (providing a concise introduction to the banking
and financial sector of South Africa). See also, Ivan W. Dreyer, Local Financing Sources Widely
Available, N.Y.L.J., Nov. 21, 1994, available in LEXIS, BANKNG Library, NYLAWJ File. "As of
Dec. 31, 1993, the assets ... of South Africa's four largest banks were as follows: Amalgamated
Banks of South Africa, Ltd. ($ 23.8 billion -199); Standard Bank of South Africa Ltd. ($ 16.6
billion -283); First National Bank of South Africa Ltd. ($ 15.6 billion - 294) and Nedcor Bank
Ltd. ($ 14.2 billion - 320)." Id.

235. Morgenrood, supra note 222, at 174.
236. Id. at 175. They are ABSA Merchant Bank, Standard Merchant Bank, FirstCorp Merchant

Bank, FinansBank and UAL Merchant Bank. Id.
237. Id. at 174.
238. Id. at 175.
239. Id. ABSA Bank, First National Bank, and Standard Bank all have associate General

Banks.
240. RDP, supra note 199, at 51.
241. De Klerk Rules Out Tax Increases to Fund RDP, BBC SUMMARY OF WORLD BROADCASTS,

Oct. 18, 1994, available in LEXIS, WORLD Library, BBCSWB File.
242. Cecile Gutscher, South Africa Surprises With End of Year Global, AMERICAN BANKER-

BOND BUYER NEWSLETrERS, LDC DEBT REPORT/LATIN AMERICAN MARKETS, Dec. 12, 1994, avail-
able in LEXIS, NEWS Library, ABBB File.

243. Pham, supra note 161.
244. Id.
245. Stokes, supra note 130.
246. Id.
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passports has kept a lot of white South African money in the country.2 4 7 Also,
institutional investors in South Africa, such as pension and insurance funds,
have been slow to invest their approximately R350 billion in assets. 248 Addi-
tionally, the four conglomerates that control the private sector hold three-
quarters of the capitalization on the stock market; as a result, these funds are not
available for research and development or start-ups. 24 9

Foreign assistance and foreign investment are essential sources of finance
for the RDP as long as policies move toward "national self sufficiency."' 250 The
cost of rebuilding South Africa has been estimated at $30 billion for the first five
years.251 In relevant part, "[t]he success of the RDP does not only require fi-
nance .... [i]t also requires labour, skills and a coordinated effort in combina-
tion with that finance." 25 2 The tax base of many of the poorest areas, those most
in need of the RDP, could not hope to pay for the RDP because the territorial
separation that was at the heart of apartheid has left those areas in the greatest
poverty. The RDP has anticipated the problem and will designate the appropri-
ate national funds to those areas in greatest need.2 53 The RDP does not seek to
increase spending, it simply seeks to direct the expenditure of resources away
from one portion of the populace and towards the whole population.2 54

The RDP attempts to empower the black majority with sustainable develop-
ment that rejects the injustice of the past regime. The RDP approach is far from
an entitlement program. As discussed above, the apartheid regime was a welfare
state, closer to a combination of socialism and mercantilism than to the free
market. The RDP also has elements of entitlement and central control, but those
elements are temporary. The key difference is that the RDP deals with the ne-
cessity of leveling the playing field. Meeting basic needs, in terms of both phys-
ical infrastructure development and a drastic shift in policy, is necessary to
eliminate the imbalance in South Africa. However, unlike the apartheid regime,
the RDP recognizes that once the imbalance is corrected, the free market must
be used to create the opportunity for all to seek prosperity.

It appears that the RDP has been developed with an eye to complementing
trends towards both providing a foundation for the development of free market
economies through education and developing the financial infrastructure with an
emphasis on SMEs. Quite significantly, this focus has been characteristic of
USAID's efforts in Africa as well as World Bank, etc. The RDP also seeks to
move towards regional integration, in order to ensure the continuance of its own
development, indicating it will encourage and participate in the Southern Afri-

247. Id.
248. Id.
249. Id. "Foreign economists advise that a little trust-busting might stimulate greater invest-

ment and a healthier business climate. But such action could run counter to the Mandela govern-
ment's efforts to court the white business community." Id.

250. RDP, supra note 199, at 52.
251. Philip Martin, Commentator Says U.S. Aid to South Africa is Vital, (NPR radio broadcast,

Oct. 6, 1994), available in LEXIS, AUST Library, NPR File.
252. RPD, supra note 199, at 51.
253. Id.
254. Id.
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can Development Community (SADC).2 5 Many of South Africa's neighbors
were wary of its involvement with the SADC.25 6 For years the South African
apartheid regime contributed to the economic and political instability of the re-
gion; now South Africa was being heralded for its leadership potential in secur-
ing political and economic prosperity in the region.2 5 7 However, government
policy reflects and foreign Minister Alfred Nzo has indicated that South Africa
is committed to cooperation and security for the region. 8 Cooperation in the
SADC has led to the planning of a regional trade treaty which would allow for
the free movement of capital, goods, and services to facilitate the creation of
competitive, export based economies in the member countries.259

C. Foreign Aid

Current U.S. aid to South Africa has taken many forms and has increased
dramatically since 1989.260 South Africa was designated by USAID as one of
twelve African countries best suited to be economically and politically success-
ful.2 61 Before late 1994, much of this aid, approximately 35 million dollars, was
directed towards the elections. 262 RDP policy has apparently been coordinated
with the objectives of the USAID Development Fund for Africa, which encapsu-
lates U.S. foreign aid objectives.

U.S. foreign aid focuses on sustainability and the participation of local
groups in policy design.263 In South Africa, U.S. foreign aid focused on elimi-
nating inequities in South African life through improving education and provid-
ing policy support assistance to South African political organizations. 264 The
RDP and the AID fund are similar in that they both speak of sustainable devel-
opment through the encouragement of SMEs.2 65 According to AID, SMEs help
to provide essential diversity to African economies as well as create jobs and

255. Id. The SADC was created to achieve free movement of capital, goods, labor and services
between South Africa and its neighbors. Subcomm. on Africa of the House Comm. on Foreign Af-
fairs, 103rd Cong., 2nd Sess. 22 (Sept. 27, 1994) (statement of John F. Hicks, Assistant Administra-
tor of the Bureau for Africa Agency for International Development) (hereinafter Hick's Testimony).

256. Reuvid, supra note 202, at 21-22.
257. William Claiborne, Clinton Announces $100 Million Fund for Southern Africa, WASH.

POST, Oct. 6, 1994, at A17. The region of Southern Africa traditionally includes the Republic of
South Africa, the three BLS countries-former British High Commission territories, the Republics
of Angola, Namibia, Malawi, Mozambique, Zambia, and Zimbabwe. Reuvid, supra note 3, at 3.

258. Reuvid, supra note 202, at 21-22. In particular, the rest of Southern Africa was very
concerned that South Africa would drain away foreign aid from its poorer members. Id. at 21.

259. Id. at 22.
260. Hick's Testimony, supra note 255, at 3-4. Between 1989 and September 1994 aid in-

creased 579%. Id. This figure does not include the aid announced by President Clinton during
President Mandela's state visit. The United States provides about 5% of all assistance to Africa, only
four other countries contribute more foreign aid. Id.

261. Hick's Testimony, supra note 254, at 3.
262. Id. at 12.
263. U.S. AGENCY FOR INT'L DEV., AFRICA: GROWrH RENEWED, HOPE REKINDLED, A REPORT

ON THE PERFORMANCE OF THE DEVELOPMENT FUND FOR AFRICA 1988-1992 17 (1993).
264. Id. at 46.
265. Id. at 65. The "twin pillars of African economies" are characterized by AID as small-

holder agriculture and small enterprises. Hick's Testimony, supra note 254, at 13-14.
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income.2 66 Both the RDP and U.S. foreign assistance must carefully balance the
use of direct assistance to level the playing field with the need to provide assist-
ance in a manner which encourages development and discourages dependence
on government assistance.

USAID's Initiative for Southern Africa will provide financing and other
assistance to further regional economic and political development. 267 The Initi-
ative has four components: 1) a fund to promote democracy, civic education,
conflict resolution, etc.; 2) transportation and telecommunication infrastructure
investments; 3) economic growth centering on environmentally sustainable pol-
icies; 4) and a $100 million enterprise fund to stimulate domestic businesses.

President Clinton's October, 1994 package of aid included up to 150 mil-
lion dollars for basic necessities such as housing and electrification, the 100
million SAEDF, and two equity funds equaling 150 million dollars to be created
by the Overseas Private Investment Corporation.2 68 The U.S. support has pro-
vided a great degree of significant international investor assurance,269 as has the
announcement by the IFC of its investment capital. 270 The G-7 and the IMF
have taken notice of the events in Africa, especially South Africa.27' The short
term challenges facing the region are the main source of doubt surrounding Af-
rica's recovery as a whole, even though many are optimistic about the conti-
nent's future. 2 7 2 South Africa is easily the dominant economy in sub-Saharan
Africa, as indicated by the fact that South Africa has more export credit guaran-
tees than all the other countries in the region. 273

African American entrepreneurs were already looking to invest and con-
duct business in South Africa and Clinton's package provided them with addi-
tional incentive.2 74 Both OPIC funds are capitalized with $75 million each,27 5

266. Id. at 17.

267. Id. at 22.
268. Greenhouse, supra note 24, at A6. The $100 million is in addition to a $600 million aid

and investment package promised for fiscal 1994-96 and will be used to leverage capital in the form
of loans from other financial institutions. Andrew Young, former U.N. ambassador and mayor of
Atlanta, will chair the Fund. Clinton Offers Aid to South Africa to Foster Trade, Investment, Devel-
opment, BNA INT'L Bus. & FIN. DAILY, Oct. 7, 1994, available in LEXIS, BANKNG Library,
BNAIBF File.

269. Peter Mackler, Mandela Makes Successful Start to Investment Drive, AGENCE FRANCE
PRESSE, Oct. 6, 1994, available in LEXIS, ASIAPC Library, AFP File. Though the ratings firms
granted South Africa its first rating, an "encouraging step ... Moody's assigned a Baa3 sovereign
rating, considered average, while Standard and Poor's granted a double B rating." Id.

270. BNA DAILY REPORT FOR EXECUTIVES, Oct. 6, 1994, at c192.
271. Id.

272. Michael Holman, FT Exporter, FINANCIAL TIMES, Oct. 5, 1994, available in LEXIS,
ASIAPC Library, FINTME File.

273. Id.
274. Udayan Gupta, African American Firms Gain Foothold in South Africa, Rise in Investment

Coincides with Private, Public Infusions of Capital, WALL STREET JOURNAL, Oct. 3, 1994, available
in LEXIS, BUSFIN Library, WSJ File. Alec Russell, Black Investors Show Solidarity with South
Africa, THm DAILY TELEGRAPH, Oct. 7, 1994, available in LEXIS, WORLD Library, TXTLNE File.
Constance Mitchell, South Africa Suits Black Americans, THE FINANCIAL POST, Feb. 24, 1994, avail-
able in LEXIS, NEWS Library, ASAPH File.

275. Gupta, supra note 274.
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estimated to produce $1.3 billion in investment for South Africa. 2 7 6 One fund is
to provide equity for South African businesses that are somehow connected with
a U.S. business. 277 The other is to assist U.S. businesses reentering the South
African market.

2 7 8

The U.S. private sector is showing great interest in South Africa. 2 7 9 The
Investor Responsibility Research Center said that a survey of 69 American pen-

sion funds and other institutional investors found that more than half were al-

ready investing or planned to invest in South Africa in the next year.2 80 The

center said that 183 American corporations had direct investment or employees

in the country. 2 81 That represented a 36 percent jump since Nelson Mandela,
now President, called for the lifting of sanctions in September 1993, several

months before last year's historic all-race elections.2 82 While the African

American business community is a small part of the total potential U.S. invest-

ment, its impact on South African business morale is quite significant. 283 Many

of the African American businesses that have moved into the South African
Market have been small businesses. 284

The U.S. package and the creation of guarantees and funds by the IFC and

the IMF/World Bank2 85 have done much to encourage foreign investment, but

skepticism still exists. The Japanese government pledged an aid and trade

package of US $1.3 billion for the RDP to be used for telecommunications,
medical and education facilities.286 Japan also extended its GSP to South Afri-

276. James R. Silkenat and Jennifer Bancroft DaSilva, South Africa: The Dawning of a New
Era, N.Y.L.J., Nov. 21, 1994, at Si.

277. Gupta, supra note 274. This fund is the Africa Growth Fund II and will focus primarily
on South Africa though some of the finance will be available for the rest of Southern Africa. Clinton
Offers Aid to South Africa to Foster Trade, Investment, Development, BNA INTERNATIONAL Busi-
NESS AND FINANCE, October 7, 1994, available in LEXIS, BANKNG Library, BNAIBF File.

278. Gupta, supra note 274. This fund is called the South Africa Private Investment Fund, L.P.
and will focus on "U.S. companies entering the South African market, on South African conglomer-
ates that want to divest specific operations, and on emerging South African companies requiring
growing capital." "Clinton Offers Aid to South Africa to Foster Trade, Investment, Development,"
BNA International Business and Finance, Oct. 7, 1994, available in LEXIS, BANKNG Library,
BNAIBF File. U.S. companies have a $1 billion investment in South Africa, a big drop from $3
billion in the mid 1980's. Michael Kranish, Mandela Asks U.S. Investors to Return, THE BOSTON
GLOBE, Oct. 5, 1994, available in LEXIS, NEWS Library, BUSDTL File.

The US Investor Responsibility Research Center reports that 214 U.S. corporations divested
between 1984 and 1991 and total US direct investments went from $2.6 billion to $700 million
during the 1980's. Ruevid, supra note 201, at 23.

279. South Africa Investment Up, N. Y. TIMES, Feb. 15, 1995, at D2.
280. Id.
281. Id.
282. Id.
283. Alec Russell, supra note 274; Rachel Scheier, Black Businesses in U.S. Scout Out South

Africa, CHRIS. Sci. MON., Oct. 5, 1994, at 4.
284. Gupta, supra note 274. Some examples include: Black Entertainment Television, which

has begun broadcasting in South Africa; Global Diamond Resources, a California start up which is
exploring for diamonds; a laundry center chain started by a Washington, D.C. entrepreneur; and
Tydow, Inc. a joint venture between an African American company and a big U.S. company to run
an on-line lottery. Id.

285. Peter Norman, IMFIWorld Bank: IFC Investment First for South Africa, FIN. TIMES, Ocr.
6, 1994, at 9, available in LEXIS, ASIAPC Library, FINTME File.

286. Ruevid, supra note 202, at 23-24.
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can exporters beginning in April, 1995.287 However, the Japanese private sector
has neither increased investment nor shown any signs of doing so. 2 88

The UK has the largest investment of any country in South Africa,2 89 and
the longest established links of almost any other country to the area, a great
benefit for its exporters, who face "intense competition from German, Japanese,
and US exporters." 290 The UK Board of Trade announced a 1.25 pounds billion
aid package in July, 1994,291 the largest of any country to that date.2 92 The 1.25
pounds billion is in addition to 60 million in bilateral aid, 30 million "channeled
through the European Union," and 10 million from the Commonwealth Devel-
opment Corporation. 293 The UK has also announced the Soweto Initiative
wherein Sowetans will be trained in Britain and will then receive venture capital
funding for SMEs to be established in South Africa upon their return.2 9 4  The
European Union (EU) has proposed to extend the European Community Invest-
ment Partners (ECIP) programme to South Africa which provides financing in
the form of a grant, loan or equity participation to joint ventures of EU busi-
nesses and emerging market businesses.29 5 The EU has also proposed that
South Africa eventually seek an associate membership in the Lome Convention
which governs the EU's relationship with over 70 countries in Africa, the Carib-
bean, and the Pacific.29 6 The European Investment Bank, an EU entity, will
increase its lending to South Africa as part of an agreement approved by the EU
Council of Ministers on October 4, 1994.297 Through the agreement the EU
plans to develop several programs of cooperation with South Africa to further
several policy goals including encouragement of SMEs.2 98

In April, 1995 the European Commission approved a two part plan for EU
South African relations.2 99 The plan was tailored to South African exporters
and consists of a bilateral Trade and Cooperation Agreement and qualified

287. Japan Extends Preferential Tariffs to South African Exporters, BBC SUMMARY OF WORLD
BROADCASTS, Apr. 4, 1995, available in LEXIS, AUST Library, BBCSWB File.

288. Reuvid, supra note 202, at 24.
289. Id. The UK has about R50 billion in South African stock and assets and South Africa has

about R35 billion in UK investments. Id.
290. Jon Marks, FT Exporter, FINANCIAL TIMES, Oct. 5, 1994, available in LEXIS, ASIAPC

Library, FINTME File.
291. South Africa to Become UK Gateway, supra note 187.
292. UK Gives Pounds 1.25BN Trade Support to South Africa, THE GUARDIAN, July 28, 1994,

available in LEXIS, ASIAPC Library, GUARDN File.
293. Id.
294. Id.
295. Development: Improved Joint Venture Scheme to Include South Africa, EUROPEAN RE-

PORT, July 31, 1994, available in LEXIS, BUSFIN Library, EURRPT File. The ECIP has been
called "one of the great catalysers of private EU investment in developing countries." Id. There are
19 eligible countries in Asia, 16 in the Mediterraiean, and 18 in the Latin America, including Cuba.
Id.

296. Id.
297. Leon Brittan Says EU Ready to Start Lending to South Africa, EXTEL EXAMINER, October

7, 1994, available in LEXIS, BUSFIN Library, EXTEX File.
298. Id.
299. EU/South Africa: Commission Proposes Free Trade and Lome Status to Pretoria, EURo-

PEAN REPORT, Apr. 1, 1995, available in LEXIS, BUSFIN Library, EURRPT File.

19971

32

Berkeley Journal of International Law, Vol. 15, Iss. 1 [1997], Art. 5

http://scholarship.law.berkeley.edu/bjil/vol15/iss1/5



94 BERKELEY JOURNAL OF INTERNATIONAL LAW

membership in the Lome IV Convention.3
00 Additionally, citing the unique

needs and potential of South Africa as a "powerhouse for economic develop-
ment and regional integration in Southern Africa," the Commission will seek to
continue aid under the European Programme for Reconstruction and Develop-
ment (EPRD). 30 1 At present South Africa only enjoys the EU's GSP on 20 per-
cent of its exports to the EU. Under the Lome Convention, preferences would
not be given to South Africa in certain areas where other Lome countries might
be adversely impacted. Also, the Free Trade Agreement would be phased in
over time to allow South Africa to benefit from free trade without being hurt by
it. South Africa would enjoy preferences, but the EC would not gain reciprocal
concessions for certain South African imports so that South Africa would gain
economic strength.

Denmark pledged 100m rands to establish partnerships between Danish
businesses and black South African entrepreneurs the same day it agreed to fund
the Small, Medium and Micro Enterprises Conference in Durban to be held in
March, 1995.302 A Canadian group, the Canadian Association for Black Busi-
ness in South Africa, is providing expertise, mostly accounting and marketing,
and promoting African entrepreneurship, but provided no funding in the past
during the sanctions era.30 3

In the year prior to the election, many of South Africa's biggest conglomer-
ates were purchased by African businessmen. 3

0
4 Large South African compa-

nies speak of using black sub-contractors. 30 5  Africans are still under
represented in the formal business sector.30 6 Africans only own less than 5 per-
cent of the shares on the Johannesburg Stock Exchange and only 2 percent of
company directors are Africans.30 7 Many organizations, notably the Black
Management Forum, have been created to resolve the lack of management and
ownership.30 8 There is also a problem with the perceptions of African owned
enterprises stemming from allegations of mismanagement of companies such as
National Sorghum Breweries in 1994, South Africa's largest African owned and

300. Id.
301. The EPRD is a "successor" program to the EU's special assistance program for apartheid

victims which provided ECU 125 million in 1995 and 1996-99 ECU 500 million. Id. South Africa
would not be eligible for European Development Fund monies because other Lome Convention
countries need the fund's resources more and because of the EPRD funds available to South Africa.
Id.

302. Denmark to Help Fund Partnerships with Black Entrepreneurs, BBC SUMMARY OF
WORLD BROADCASTS, Nov. 29, 1994, available in LEXIS, AUST Library, BBCSWB File.

303. Wang, supra note 214, at B5.
304. Jonathan Reuvid, The Role of the Black Entrepreneur in South Africa, in THE ABSA BANK

BOOK OF DOING BusINEss IN SouTH AFRICA 1 )-12 (1994). These purchases were high profile

purchases and included African Life, Metropolitan Life, Miba merchant bank (formerly Prima), the
Sowetan (the country's biggest daily newspaper), and Johannesburg Consolidated Investments (JCI)
an important mining house previously owned by Anglo-American Corporation. Id.

305. Weiner and Fine, supra note 132.
306. Reuvid, supra note 304, at 110.
307. Id.
308. Id. The Black Management Forum is a group which identifies and educates black manag-

ers. Id.
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managed company. 30 9 At least one commentator believes that funding for Afri-
can enterprises will not be a problem because the enthusiasm for African partici-
pation has created an atmosphere of "generous financing. '310 Funds will come
from institutions created by the Mutual Banks Act of 1993 for start-ups and
from commercial banks, general banks and regional development
corporations.31 1

Additionally, while there is a lack of African representation in the formal
sector, the informal sector is slowly becoming formalized.3 12 Most of the
SME's African dominated sectors are limited to businesses such as taxi services
and consumer product franchises. 3 1 3 The National African Federation Chamber
of Commerce (NAFCOC) has a membership of over 150,000, mostly taxi driv-
ers and shopkeepers. 3 14 The Foundation for African and Business and Con-
sumer Services (FABCOS) is another significant black run enterprises
organization that has sponsored Afsure Insurance to support Black owned enter-
prises.31 5 In summary, financing is not the only obstacle for SMEs, there is still
the problem of a general lack of formalized business training in the African
community. Joint venture efforts and reinvestment such as those being targeted
by OPIC's funds have been criticized because they will only serve to enrich the
same small group of black businessmen who are already part of the formal econ-
omy.31 6 In addition, many opportunities may only go to the new politically
powerful in South Africa and not those with actual business skills or economic
potential.31 7 Even prominent Africans admit that it would be "'commercial sui-
cide for us to try to go it alone,"' because of the lack of "essential" business
skills in the African community.3 18

The International Finance Corporation of the World Bank is planning its
first investments in South Africa totaling 53 million or $13 million, with a
special focus on SMEs3 19 in franchising. 320 Franchising to serve the largely
untapped African consumer market has been proposed as a vehicle for black
empowerment, though initially there are not many franchises priced within reach

309. Id. at 111.
310. Id. at 110.
311. Id.
312. Id. at 111.
313. Id.
314. Id.
315. Id. The IFC is also providing $9.2 million equity investment into African Life Assurance

Company Limited. Foreign Investment, World Bank Affiliate to Invest in South Africa, CFA Zone,
BNA DAilY REORT FOR EXECUTnvEs, Oct. 6, 1994, available in LEXIS, EXEC Library, DREXEC
File.

316. Reuvid, supra note 304, at 111.
317. Id.
318. Thomas Kamm, Blacks Enter South African Boardrooms, THE WALL STREET JOURNAL,

Mar. 3, 1994, at A10 (quoting Dr. Motiana, general manager of the Sowetan, the largest circulation
newspaper in South Africa, recently owned by the White Argus Group and the first of many new
"black-chip," African owned, companies).

319. IFC See First Investments in South Africa, DEUTrrscm PRESSE-AGENTUR, Oct. 5, 1994,
available in LEXIS, EUROPE Library, DPA File.

320. Foreign Investment, supra note 315. The IFC will make a $3.75 million equity investment
in the South Africa Franchise Capital Fund (SAFCF). Id.
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of most Africans. 32 1 Franchising, if priced favorably, would provide training

support, and target a proven need.322 Employees would also benefit from such

training support. As one commentator has stated: "Franchising is being pro-
moted because the local enterprise can expect to benefit from the business suc-

cess, product recognition, trademarks, management knowledge, marketing and
advertising programs, and support systems that can be provided by well known
franchisers. Particularly important here is the training and development that will
become available to entrepreneurs from their franchisers." 323 Franchising was

favored by Canadians as a way to provide opportunities for black entrepreneurs
without violating Canada's trade sanctions policy.324 Though the sanctions are
now lifted, the rationale for franchising, that Africans are the "chief benefici-

ary," is still very valid.32 5 The IFC fund is supposed to provide African busi-
ness not only with capital, but also with "access" to accounting, marketing,
research and development expertise. 326 All of this provides a "stable" founda-

tion for economic growth.

Additionally, Nedcor, one of the four controlling banks in South Africa, has

established a separate division to focus on franchising and will "provide local
management for the venture."'3 27 Nedcor is also a partner in the IFC South
Africa Franchise Capital Fund, putting up 25% of the capital with 50% more

coming from foreign and South African institutional investors.32 8

V.
CONCLUSIONS AND A PROPOSAL: THE PROPER ROLE OF AN

ENTERPRISE FUND IN SOUTH AFRICA

Venture capital not only provides management support and financing for
ventures, but also a training ground for future entrepreneurs. Several SMEs are

poised to move from simply providing employment for families and friends, the
lifestyle company stage, to a value added level or growth stage, where the com-
pany pays more in taxes and employs many more people. Venture capital, in
particular the U.S. SBIC program and the SEED Act, may provide the develop-

ment model to enhance sustainability through these growth companies. Though
the venture capital method and approach at the heart of the SBIC has been di-
luted by the conditions in past enterprise fund countries, there are several steps
that can be taken to prevent such dilution in the present case.

As mentioned above, a $100 million enterprise fund has been created for
Southern Africa, with South Africa receiving about half of the total. The Enter-

prise Funds were created to: 1) develop indigenous private sectors; 2) encourage
private sector development and investment; 3) provide risk capital where bank-

321. Reuvid, supra note 304, at 111.
322. Id.
323. Dreyer, supra note 234.
324. Wang, supra note 214, at B5.
325. Id.
326. Norman, supra note 285, at 9.
327. Dreyer, supra note 234.
328. Roberts, supra note 188.
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ing and financial markets are still evolving; and 4) promote investor confidence
in the market by demonstrating that the market is a viable investment.

The use of market development is becoming the accepted form of assist-
ance for emerging economies, especially in Africa and Eastern Europe. 329 The
enterprise model provides flexibility to adapt to the African situation and for the
potential of the fund to become self-sustaining. 330 The private sector is the key
to development in South Africa, particularly if development is produced through
job creation by SMEs. This is particularly true in light of the shrinking re-
sources that can be set aside for Africa. The diminishing nature of the resources
requires that the resources be used as efficiently as they have been in the Enter-
prise Funds.

There is, however, room for improvement in the enterprise fund model and
this can be accomplished in the South African Enterprise Fund. The existence
of the RDP in South Africa and the extensive number of foreign programs that
are focusing on basic development should allow the fund to more closely resem-
ble the SBIC and answer criticism that the funds are too politicized to encourage
development through investment in profitable ventures. Growth companies may
or may not be in the immediate future of the South African economic landscape,
but the SAEDF should be planned with the growth company in mind.

Private programs in Africa have fared a little better in recent years than the
Enterprise Funds. As Richard Solem of the U.S. AID has stated "'You can learn
more from an old man than from a young man."' Mr. Solem believes that the
experience of the "two old men" of African venture capital, SIFIDA and
EDESA, both privately-funded venture capital organizations, are extremely val-
uable to the planning of venture capital in South Africa. Other important "old
men" include Latin American Agribusiness Development, Inc. (LAAD) and the
U.S. SBIC program.

Both SIFIDA and EDESA have been through the four phases of investment
maturity. The first phase is to structure the transaction, identify the management
team, and raise capital. Next, funds must be invested in projects that will pro-
vide current income, long term gain, or both. Third, the portfolio must be man-
aged so that sufficient cash-flow will sustain long term management operations.
Finally, investments must have an exit mechanism, so that profits can be re-
turned to investors or projects can be liquidated to recoup costs or a portion of
costs.

EDESA began in 1973 with the mission to encourage African economic
development through' investment and management assistance. Multinational
corporate investors provided $21 million to start the investment fund. EDESA
values its equity at about $40 million, operates at a profit, and pays out divi-
dends to its shareholders. SIFIDA began in 1970 and seeks to accomplish its

329. Subcomm. on Economic Policy, Trade and Environment and Subcomm. on Africa, of the
House Comm. on Foreign Affairs 102nd Cong., 2nd Sess. (1993) (Testimony of Robert Browne,
Resident Scholar, African Studies, Howard University) available in LEXIS, LEGIS Library,
CNGTST File.

330. Id.
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development mission by providing merchant banking finance and services for
Africa. SIFIDA has commitments of $50 million with paid-in capital of $21
million by 24 corporate shareholders from 23 countries and multilaterals such as
the African Development Bank and the International Finance Corporation.

EDESA began as a lender of long term capital and then began to take mi-
nority equity positions in African companies. EDESA has moved into leasing of
equipment leveraging $200 million dollars in loans under this program to the
benefit of over 10,000 entrepreneurs. SIFIDA has a portfolio of 55 companies
with $30 million in combined debt and equity and has provided debt and equity
financing to over 100 businesses in 30 African countries. SIFIDA covers its
cost without generating much profit.

AID has another fund which, though not in Africa, has a long development
history. Begun in 1970, LAAD created a debt position in its portfolio to provide
regular income because equity positions in small Latin American companies are
very difficult to sell. LAAD has learned that the only way it can operate to meet
costs and pay a modest dividend is by matching overhead to its investments and
monitoring its investments closely.

Other operations in Africa can only provide limited information. The Af-
rica Growth Fund I and the Kenya Equity Fund can only provide information
through management operations; they do not have investments that have ma-
tured. Other venture capital funds, such as the Ghana Venture Capital Fund,
provide only information as to the first stage and very little of the second stage.
The Tanzania Fund can only address stage one. The Enterprise Funds received
capitalization solely from the U.S. government, so they did not fully experience
the first stage of development.

The Enterprise Funds do provide a good amount of information as to the
second stage, but are still too immature to inform the policy maker or business
planner as to the final stages. Perhaps the most important lesson to be learned
from the Enterprise Funds is that they have had trouble becoming self sus-
taining. Losses are to be expected, especially with start-ups, and a venture capi-
talist will try to locate as many deals as possible hoping to find the few that will
bring high rewards. However, criticism of the funds has centered on the mix of
politics with a profit motive. The question remains whether politics has diluted
the profit motive and thus, sustainability, or whether this is simply a product of
the venture capital process or both. In any case a clear vision must be attached
to development of any venture endeavor in South Africa.

In the past, AID has failed to learn from the experiences of these invest-
ment funds. Despite warnings to the contrary, techniques appropriate for the
developed world are not adapted to the special circumstances of the emerging
markets. Ray Solem summarizes the fundamentals of public venture capital de-
rived from the experience of the SBIC program as: Risk, Intimacy, Overhead,
and Plan. The promoter must share in both the risk and rewards; he must pro-
vide his own capital and, if he is successful, he must be compensated according
to that success. A promoter must have investment or investment management
experience, cannot come from a distant location or culture, and cannot work on
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a fixed salary without consequence to his or her performance. The essence of
venture capital is arguably high risk, high reward.

The investments must be either intimately understood or located near by.
This ensures sound market expertise, cultural compatibility, technical knowl-
edge, low-cost oversight and immediate access to criticism that will inform man-
agement and first-hand access to opportunities. Headquarters that are too far
away from the fund's intended investment region, language and cultural differ-
ences, lack of technical or market familiarity, poor communications and infre-
quency of visits and inspections all seriously weaken a fund's operations.

Overhead must begin low and cash flow must be timed so that costs such as
payroll are met punctually. The plan must take into account methods of exiting
and repatriation of profits; if not, then the investment will not be recapitalized by
investors, reluctant to use resources on investments that will not be profitable. It
is highly disturbing that perks for employees will exist and, as stated above,
rewards will not be commensurate with performance.

The rules that apply to risk and intimacy easily transfer from the developed
world to emerging markets. Overhead can be much more problematic, espe-
cially when long distances aggravate costs. The plan is by far the most difficult
element to factor in to the emerging market context. Exiting is a big problem in
developed countries. Repatriation of minority interests in non-public companies
is very difficult to assess even if the country operates on a hard currency and has
developed securities markets. The venture capitalist simply cannot control so-
cial, political and economic problems that arise. Finding a buyer for a minority
interest may be impossible and once someone is found, financing may even
come out of the venture capitalist's own pocket. There will be a foreign ex-
change risk and some countries may not even allow the dollars, a hard currency,
to leave the country because the country needs dollars to pay off foreign debt or
for necessities, natural resources, or food, that can only be paid for with a hard
currency. These problems must be resolved to adequately plan for venture capi-
tal in an emerging market.

In the South African context it seems particularly difficult to separate poli-
tics from economics. The problems presented by South Africa's unique history
range from the developed world and emerging market dichotomy of South Af-
rica to the perception that capitalism and the free market was directly linked to
apartheid. However, the RDP and a multitude of other organizations and coun-
tries have stepped in to address nation building, especially in constructing a
foundation for the free market in education and infrastructure. The RDP actu-
ally provides for the necessary political framework that was lacking and may
justify the politicization of the Eastern European and Enterprise Funds.

Perhaps the vision that was lacking in Eastern Europe and the NIS is pro-
vided by the RDP. The SAEDF has the opportunity to establish a clear focus
and move towards creating an environment that will foster growth companies.
The SAEDF should look for opportunities to finance second-tier investment and
provide active management expertise. It should move to establish a private ven-
ture capital industry, and not be responsible for, though perhaps be involved

19971

38

Berkeley Journal of International Law, Vol. 15, Iss. 1 [1997], Art. 5

http://scholarship.law.berkeley.edu/bjil/vol15/iss1/5



100 BERKELEY JOURNAL OF INTERNATIONAL LAW

with, infrastructure development. This means reserving the scarce capitalization
of the fund for sound investments in growth companies while the market ma-
tures, or in the South African case, is reformed and or adapts to African
participation.

The SAEDF's goals for the first three years should focus on counseling,
information dissemination and education. The SAEDF must also continue to
monitor efforts to lower trade and investment barriers. The SAEDF should es-
tablish a relationship with the RDP SME development efforts and monitor and
report on which companies are engaged in the contracts to create RDP infra-
structure. The SAEDF should only monitor infrastructure development, but,
more specifically, should remain focused on entrepreneurial development, in
particular growth companies, as a method of alleviating poverty. There should
be a restriction on the number of micro loans made by the fund. Instead, the
SAEDF should act as a source of counseling or referral service for the many
sources of government and foreign aid investment of which the African majority
needs to be informed. Counseling and coordination will go farther to instill trust
and establish relations than dispensing funds in the form of micro-loans for im-
mature companies, especially if the fund not only refers South African entrepre-
neurs, but also prepares them to deal with different sources of finance. Venture
capitalists should be consulted for possible volunteer services.

A public or privately supported report should be issued that analyzes and
publicizes the relationship between the government and commerce. The
SAEDF should also promote more transparency and public scrutiny of govern-
ment and commercial relations and connections by encouraging the establish-
ment of an infrastructure which allows for transparency in securities and
corporate ownership.

Much of this focus is necessary because of the "gravy train" mentality,
entitlement and cronyism that the white government promoted during the
apartheid years. This is a potential problem now because commerce is still
largely controlled by the same white-controlled majority which shares responsi-
bility for previous policy. Also, as has been related above, financing from many
private institutions is going to politically connected Africans, and though this is
a result of lack of business skills in the African population, it is still a very
troubling problem.

The SAEDF should also monitor and become active through advisory re-
ports on education, which will begin to address the lack of business skills in the
African community. The SAEDF should rate or rank the educational institutions
under criteria determined by the fund that best represents necessary educational
reform for promotion of entrepreneurship. The SSBIC Trade Association
should be enlisted to assist in this process and a mentorship program with SS-
BIC Trade Association should be activated. Perhaps members of the SSBIC
Trade Association can be enlisted to train or mentor indigenous managers in
order to begin the relationships that will foster growth companies in the future.

After the first three years and before year five, the SAEDF should move
towards a greater focus on advocating the interests of SMEs. The SAEDF must
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continue the work towards lowering trade barriers which has been virtually com-
pleted by the Mandela government. Sustaining this political will after Mandela
retires may be difficult and thus establishing and developing a permanent infra-
structure is essential.

The SAEDF should prepare a report on the progress in establishing a viable
exit vehicle for entrepreneurial investment. If the Johannesburg Stock Exchange
is preparing one itself, then the SAEDF should critically analyze both the efforts
of the JSE and the report. The focus on the exit vehicle should build upon
previous monitoring and study of the government reforms.

The SAEDF should begin looking for entrepreneurs without political entan-
glements. Good candidates would be graduates from educational programs
monitored and analyzed by previous reports or graduates of ventures financed
by other sources, but referred to those sources by the Fund in the first three
years. Other possible candidates could come from RDP SME development or
firms or individuals which were trained through RDP infrastructure develop-
ment projects or graduates of private efforts to promote franchising or natural
resource beneficiation. The SSBIC Trade Association should expand mentoring
processes and the fund should begin investing in ventures and encouraging in-
vestment from other sources.

Between year five and ten, the focus of the SAEDF should move to pro-
mote growth companies. The SAEDF should begin creating portfolios of
growth companies, utilizing the Fund's reputation for counseling and as a center
for entrepreneurship, to locate and invest in growth companies. The SAEDF
should continue as a center for advocating reform for legislation and govern-
ment policy to benefit entrepreneurs and should expand upon its relationship
with the JSE to provide viable conditions for exit. The SAEDF should also
continue to act as an advisory group for reform and promotion of education in
regard to entrepreneurship and labor force competency. The role of SSBIC
Trade Association mentoring could be expanded to encourage venture activity
outside the Fund itself.

SAEDF cannot work in a vacuum, it must be aware of the other develop-
ment efforts around it and coordinate its activities accordingly. An Enterprise
Fund can leverage already existing investment and provide management assist-
ance that can help slowly, but surely, increase the sophistication of markets and
entrepreneurs. If the SAEDF is to be successful, it must also focus on entrepre-
neurs and must be aware of the legacy of past South African development.
However, it must move towards the U.S. SBIC model, which employs a limited
subsidy and seeks to be self sustaining, and away from the mistakes of the En-
terprise Funds, which may have no justification in the South African context.
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APPENDIX

Suggested Timeline for Reform
Goals for First Three Years

Focus on Counseling, Information Dissemination and Education

" Establish Relationship with RDP SME development efforts and monitor and

report on which companies are engaged in contracts to create infrastructure.

" Monitor infrastructure development, but remain focused on entrepreneurial

development in particular growth companies as method of alleviating pov-
erty.

" Restrict number of micro-loans made by the fund. Instead, act as a source of

counseling or referral service for the many sources of government and for-
eign aid and investment of which the African majority needs to be informed.
Counseling and coordination will go further to instill trust and establish rela-
tions than dispensing micro-loans, especially if the fund not only refers
South African entrepreneurs, but also prepares them to deal with different
sources of finance.

" A public- or privately-supported report should be issued that analyzes and

publicizes the relationship between the government and commerce.

" Promote more transparency and public scrutiny of government and commer-

cial relations and connections.

" Promote the establishment of an infrastructure which allows for transparency

in securities and corporate ownership.

" Eradicate the "gravy train" mentality, entitlement and cronism that the white

government promoted during the apartheid years. This is a potential prob-
lem now because commerce is still largely controlled by the same white
controlled majority which shares responsibility for previous commercial pol-
icy.

* Monitor and become active through advisory reports on education. Rate or

rank the educational institutions under criteria determined by the fund that
best represents necessary educational reform for promotion of entrepreneur-
ship. Enlist SSBIC Trade Association to assist in this process. Activate
mentorship program with SSBIC Trade Association.

* Monitor efforts to lower trade and investment barriers.
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Suggested Timeline for Reform
Goals to Be Completed by Year Five

Shift Emphasis to Promote Small Business

" Continue the work towards lowering trade barriers which has been virtually

completed by the Mandela government. Sustaining this political will after
Mandela retires may be difficult and thus establishing and developing a per-
manent infrastructure is essential.

" Prepare report on the progress in establishing a viable exit vehicle for

entrepreneurial investment. If the Johannesburg Stock Exchange is prepar-
ing one itself, then critically analyze both the efforts of the JSE and the
report. The focus on the exit vehicle should build upon previous monitoring
and study of the government reforms.

" Focus on looking for entrepreneurs without political entanglements, includ-

ing:
* Graduates from educational programs monitored and analyzed by previ-

ous reports.
* Graduates of ventures financed by other sources, but referred to those

sources by the Fund in the first three years.

* Graduates of RDP SME development or firms or individuals which were

trained through RDP infrastructure development projects.

* Graduates of private efforts to promote franchising or natural resource

beneficiation.
* SSBIC Trade Association should expand mentoring process.

* Begin investing in ventures and encouraging investment from other sources.

Suggested Timeline for Reform
Goals to Be Completed by Year Ten

Promote Growth Companies

* Begin creating portfolios of growth companies.

* Utilize Fund's reputation for counseling and as a center for entrepreneurship

to locate and invest in growth companies.
* Continue as a center for advocating reform for legislation and government

policy to benefit entrepreneurs.
* Continue to work with JSE to provide viable conditions for exit.

* Continue to act as advisory group for reform and promotion of education in

regard to entrepreneurship and labor force competency.
* Expand role of SSBIC Trade Association mentoring to encourage venture

activity outside the Fund itself.
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