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Introduction

Africa’s recent development history could be summarized into two big periods. The first occurred in
the first years of independence where African countries sought to support political independence by
strengthening their economic autonomy. Most countries therefore commenced vast modernization
programmes of their economic structures within the framework of import-substitution strategies. These
Modernization strategies were not limited to industrial development but also dealt with agricultural
development through the desire to reduce dependency on cash products and increase the share of food
products. States played an important role in economic and social modernization strategies through public
investments in industry, agriculture and infrastructure. However, these investments required a significant
recourse to external intervention in different forms, such as external debt, foreign direct investments

(FDI) and transfer of technology.

Modernization played a major role in Africa’s development in the 1960’s and 1970’s, launching industrial
development on the continent as well as rapid growth in investments. The agricultural sector also
witnessed significant development and an improvement in productivity due to public investments; as
well as the development and popularization of research activities and policies enabling access to fertilizers
and other agricultural chemicals. Also, modernization saw the beginning of a significant increase in job
creation and a slight reduction of unemployment in most African countries, coupled with significant
progress in the social sector particularly in the area of education and health. Finally, it is important to
mention that the important growth performances registered by African countries in the first two post-
independence decades has not been equalled since then.

The limitations of this first development experience became evident from the early 1980, due to slow
growth, great macroeconomic imbalances and the emergence of the debt crisis. These imbalances were
the manifestations of a deeper crisis originating from the inability of the growth dynamics to encourage
long-term productivity growth and competitiveness of African economies. Indeed, the dynamics of
industrial development did not favour strong growth in productivity and a diversification of African
countries’ economic structures.

Furthermore, the strong protection that African industries benefited from translated into the development
of commodity price behaviour that did not favour investments to improve the competitiveness of new
industrial activities. Also, agricultural development strategies were unable to improve agricultural
productivity or reduce dependency on cash products. Finally, the 1980’s saw the start of a reduction in
external resources for development with increased debt costs, reduction in international aid and reduction

of FDI flows to Africa.



In the 1980’s, slow growth marked the beginning of a new period in the continent’s development history.
This relates to reforms implemented by African countries. These reforms were geared towards reducing
big macroeconomic imbalances and boosting economic growth. At the macroeconomic level, stabilization
policies sought to reduce local demand in order to reduce public deficits and balance of payments.
Furthermore, these reforms were undertaken during a new era when growth and development was not
to be dictated by local markets and therefore the role of the State was to change completely. Opening
up to the outside world and directing investments towards export activities was at the centre of the new
growth dynamic. Furthermore, these reforms reduced the role of States in economic activities through
privatization of public enterprises and greater reliance on the market mechanism to regulate economic
activity. Thus, stabilization and reform were the catchwords of the new development era that began in
Africa in the early 1980’s.

Admittedly, some African countries have improved their macroeconomic imbalances and registered an
increase in growth. However, this growth was fragile and remained at low levels. In addition, Africa
continues to be marginalized in the international economy and the different debt reduction plans have not
led to a reduction of the debt burden as evidenced by the continuation of the debt overhang. Moreover,
an explosion of poverty in Africa characterized the 1980’s and the 1990’s.

The fight against poverty took centre stage in the preoccupations of public authorities in Africa and
the international community from the mid 1990%. Thus, poverty reduction strategies became the
framework for economic policies and development choices in most African countries. This reorientation
of economic policies was reinforced by the adoption of the Highly Indebted Poor Countries (HIPC)
initiative for debt reduction, with the adoption of a poverty reduction strategy as a precondition to
accessing HIPC. Most African countries committed to the poverty reduction path from the mid 1990’
and a great number of them have reached the HIPC completion point that allows them to benefit from
significant external debt reduction and increase social sector spending in order to combat poverty and
assist vulnerable populations. Yet, growth remains weak and fragile, and far from the levels required to
achieve the Millennium Development Goals and reduce poverty by half in spite of their efforts in the
social sectors.

Thus, the African continent finds itself at crossroads. Indeed, the different development path adopted
since the onset of the debt crisis in the 1980s did not lead to a new era of growth and prosperity, partly
due to the priorities set. . At this stage, it is possible to identify two major concerns: macroeconomic
stabilization in the 1980’s and combating poverty in the 1990’s. On the one hand, there was need to reduce
macroeconomic imbalances and restore economic stability. On the other, there was need to face up to
the sharp rise in poverty by strengthening social programmes in African countries and by giving massive



aid to the more vulnerable sections of the population. However, these choices have not paid particular
attention to productivity and to the strengthening of industrial potential of African countries.

Yet, it must be noted that these orientations have not had the expected effects. Indeed, disengagement of
the State from the productive sectors did not translate into rapid growth in private investment. FDI’s to
Africa have remained marginal in spite of efforts by the different countries to liberalize host legislations
for foreign companies. These investments are concentrated in a few countries and are directed essentially
to the oil sector. Furthermore, local private investment was limited and not able to play a dynamic role in
the productive sector. Thus the low investments translated into a strong deterioration of the productive
fabric. Some public enterprises closed down. Others were privatized but the new proprietors did not
make the necessary investments to improve production capacities. Enterprises that remained under State
supervision equally suffered from low investments and deterioration of productive capacity. Clearly, new
private enterprises have been created which call for new technologies. However, the number of these
enterprises is very limited and their investments have not changed the quality of the productive fabric in
the African countries. Thus at the end of the 1990’s most African countries find themselves with a rather
old productive fabric with low productivity. This situation will weigh heavily on the growth dynamics
and the continent’s prospects for development.

In the 1980’ and 1990%, the low renewal and modernization rate of the productive potential in the
development choices will have had a significant impact on African countries on at least three levels.
Firstly, this situation explains in part the fragile growth on the continent. Indeed, the dynamics of growth
were set up on an empty stomach and without the ability to achieve the levels needed to attain the
Millennium Development Goals. As a result, these dynamics are more linked to the evolution of world
markets of some products like oil, coffee, and cocoa that are exported by Africa than to performances
of the productive sector. Besides the fragility of the local productive fabric had a negative effect on the
performance of export sectors and translated into increased marginalization of African economies in the
globalization process.

At this stage, it is pertinent to note the fact that African countries were not able to take full advantage
of the preferential access to developed countries’ markets granted to them for several years. It should
also be mentioned that the fragility of the productive fabric explains Africa’s low benefits in the Doha
Round negotiations. African countries played an important role in opening a new cycle favourable to
development during the World Trade Organization (WTO) Ministerial Conference in Doha in 2001.
This new Round should ensure a greater opening of developed countries’ markets for exports from African
countries and grant these countries a degree of freedom in defining their industrial and agricultural
policies. Yet, the different studies and simulations undertaken up to now show that for African countries,



benefits from the Doha Round will be limited'. The deplorable state of the productive technology as well
as poor diversification of industrial structures are at the origin of the small benefits derived by African
countries from the current Round of Negotiations.

The poor results registered by the continent during the last two decades and the increasing marginalization
of African economies requires a renewal of the development debate. The debate must move out of the well-
trodden tracks and give new prospects for the continent’s development. In the past, the emphasis placed
on macroeconomic stabilization and combating poverty in a context of decrepit economic structures
showed its limitations. The renewal of the debate on development as well as new strategies must take
into account the current state of productive structures in African economies and more particularly their
obsolete and concentrated nature.

The modernization and diversification of African countries’ economic structures could constitute a new
paradigm for Africa’s development in the years to come. This new paradigm will open new prospects
for the continent’s development. First of all, it will give a new basis for strong and sustainable growth.
Then it will favour an improvement of African countries’ competitiveness and improve international
integration. Finally, the strengthening of growth and competitiveness will constitute the basis for
sustainable improvement of the well being of populations while combating poverty.

The objective of this report is to reflect on the problem of diversification and to make it a framework
to formulate development strategies for African economies. This objective is in line with development
priorities set by NEPAD. Indeed, the continent’s strategic development framework has put emphasis on
the crucial need to diversify the continent’s economic structures in order to improve competitiveness of
African economies and strengthen regional integration.

However, making diversification a new development paradigm does not mean reverting to the policies
and development strategies of the 1970’. Indeed, the objective would be to renew the debate on
diversification taking into account recent developments in the literature on this issue and lessons from
the continent’s development experience. More particularly, these strategies must break with protectionist
decisions of the past and integrate into the search for balance between local markets and opening up
to international markets. Finally, new diversification strategies must come into the current economic
globalization context and improve integration of African economies into the global economy. At the
same time, they must maintain and strengthen policy space in the formulation and implementation of
national decisions and policies.

1 At this stage, see the different studies undertaken by the Trade and Regional Integration Division of the United Nations Economic
Commission for Africa on the impact of the Doha Round on Africa, particularly: - T. Achterbosch, H. Ben Hammouda, P. Osakwe and

E van Tongeren, Trade liberalization under the Doha Development Agenda: Options and consequences for Africa, ATPC Work in
Progress, August 2004.



Eventually, by revisiting the diversification problem this report seeks to formulate a new framework to
define the continent’s development policies and strategies for the coming years. From this perspective, we
would assume that the issue could open a new era in the development debate and action of the continent.
But, the renewal of the problem, must take into account results of past experiences and continuous
change in the global economic context.

This report is articulated around the following chapters. After this introduction, the first chapter will
underscore Africa’s development stakes. This analysis will enable us to tackle the problem of modernizing
and diversifying the productive fabric of African economies. The second chapter will be devoted to the
recent renewal of the diversification problem. It will enable us to underscore the new concerns and the
development of the debate on this issue since the failure of the experiences of the 1970’. The third
chapter will be devoted to the presentation and the discussion of diversification gauging tools. The fourth
chapter will present facts connected to the diversification of African economies. In this chapter, we
took a comparative approach that would allow us to put into perspective the different sub-regional
experiences as well as link Africa’s economic history in comparison to that of Asia and Latin America. In
the fifth chapter, we will abandon the descriptive approach in favour of analytical elements and attempt
to determine factors justifying diversification. This approach will be reflected upon in detail in the sixth
chapter where we will focus our attention on the relation between diversification and economic growth.
Finally, in the last chapter we will look into formulating economic policy recommendations for African
countries in the area of diversification.






Chapter 1:
Africa at a Crossroads

In the 1980’s African countries underwent big financial and economic crises, which were exacerbated by
conflicts, wars and political instability. In response, African countries put in place the necessary reforms in
order to deal with the social and economic effects of the crises. These reforms favoured the improvement
of the macroeconomic situation of most African countries* and led to some economic recovery and a
decrease in inflation. However, in spite of positive developments in the area of stabilization, Africa’s
economic situation remains an important subject of concern. Indeed, African economies are far from
achieving the Millennium Development Goals in spite of the recent increase in social sector spending.
Growth remains relatively fragile with performance heavily dependent on the price of raw materials. The
continent has not succeeded in catalysing the dynamics for growth in a localized and sustainable manner,
and continues to be marginalized in the globalization process; and progress towards regional integration
remains slow. Benefits from preferential trade schemes remain limited and although the different schemes
require improvements, it is clear that African countries will take better advantage of them if they succeed
in diversifying their economic structures.

The objective of this chapter is to bring out the main characteristics of the continent’s economic and
social situation. This analysis shows a continent in the medium of the ford and which needs a redefinition
of prospects and new development choices in order to revive growth and strengthen international
competitiveness.

1.1  Africa’s progress is not sufficient to achieve the Millennium Development

Goals

The adoption of the Millennium Development Goals constitutes an important step on the part of the
international community to build consensus on development priorities and international cooperation.
The World Summit organized by the United Nations in September 2005 offered an opportunity to focus

on progress made by the world’s different regions in order to achieve these objectives.

At this stage, it must be noted that most of the regions registered good results and were able to make
laudable progress to achieve its objectives. Thus, between 1990 and 2002 global average incomes increased

2 In this connection see Yearly Economic Reports of the United Nations Economic Commission for Africa that gives an idea on progress
made by African countries at the end of the 90’s.



by 21 percent’, the number of people living in extreme poverty decreased by 130 million, and life
expectancy progressed from 63 to 65 years.

However, Africas performance did not live up to expectations. Thus, since 1990, the number of the
continent’s poor increased by 90 million and their average revenue decreased, which points to a rise in
inequality in wealth distribution. The aggravation of poverty translated into a rise in hunger and the crisis
in Niger these past months served as a reminder, if one was needed, of the fragility of the food situation
in some African countries. The Horn of Africa also remains in a fragile situation with respect to food
availability and security.

Progress realized by Africa in the area of education is equally insufficient. Admittedly, African countries
witnessed a sharp increase in the number of school going children from 50 percent in 1990 to 61.2
percent in 2000. Nonetheless, progress is still insufficient to achieve the millennium goals in the area of
education. Regarding gender equality some sub-regions have made positive strides, but the continent’s
average remains low. Concerning infant mortality, it must be noted that North Africa witnessed
considerable progress with the mortality rate going down from 87 per 1000 births in 1990 to 38 in 2003.
However, the continent’s average figures were more disappointing and a less obvious decrease with a rate
that dropped from 186 to only 174 per 1000 births during that same period.

Maternal health probably constitutes the most worrying issue in Africa. Although North African countries
have registered considerable progress and the mortality rate is lower than 150 for 100,000 births, most
African countries continue to deal with relatively high mortality rates of around 917 deaths per 100,000
births. In some countries the maternal mortality rate has gone beyond 1000 per 100 000 births.

The health situation is alarming due to the progression of epidemics such as HIV-AIDS and Malaria.
Indeed, the results from various studies indicate that in Africa, 7 out of 100 adults live with HIV-AIDS.
Furthermore, Malaria continues to wreak havoc on the continent and is the cause of the greatest number

of deaths in Africa.

Thus, the situation appears all the more difficult in Africa. Clearly, some sub-regions have realized
significant progress. However, the continent’s results remain worrisome and progress has been slow with
the view to achieving the millennium goals.

3 See for progress with a view to the millennium goals: United Nations Economic Commission for Africa, Millennium Objectives for
development in Africa: progress and challenges, Addis Ababa, Ethiopia, September 2005.



A weak and fragile growth...

The low performances of African economies can be equally found at the level of its growth dynamics. In
2004, Africa’s growth rate was 4.6 percent®. Admittedly, this rate is an improvement on past performances,
due to the increase in global market prices of primary commodities including oil, higher growth in the
agricultural sector and increase of international support to the continent, particularly in the form of aid.
However, the rate remains low and growth in Africa is very fragile.

Low growth and fragility are not recent. Indeed, they have marked progress on the continent for several
years. In the last 15 years, African economies witnessed slow growth situated between three percent and
four percent. Basically, this growth can be explained by the evolution of market prices of raw materials
exported by these countries. Thus, economic policies, particularly strategies to combat poverty that
most African countries have started to implement seem to have little effect on growth which remains
desperately low and fragile. Africa’s performances remain below the levels required to achieve the
Millennium Development Goals and reduce poverty by half by 2015. Thus, Africa remains trapped in
a low growth cycle. The continent’s failure to be part of the strong growth dynamic can undoubtedly be
explained by the restrictive nature of economic policies and the predominance of stabilization concerns
of great macroeconomic balances.

1.2 Marginalization in the globalization process

Parallel to low growth, Africa’s situation was equally characterized by marginalization in the globalization
process. This marginalization can be observed in capital flow and particularly in Foreign Direct Investments
(FDI) that constitutes the preferred path for economic globalization.

Annual capital flows increased from $59 billion in 1982 to $209 billion in 1990, before reaching $560
billion in 2003°. But more than the volume, it is especially the growth rate that shows the scope of these
movements during the last two decades. The annual growth of FDI flows was 22.9 percent between
1986 and 1990 and 21.5 percent between 1991 and 1995. But, it is particularly during the second half
of the 1990’s that FDI’s witnessed an unprecedented explosion with an annual growth of 39.7 percent.
To understand the extent of this growth, we must compare it to production and international trade. The
growth of FDI flows was 12 times higher than GDP growth, and more than five times higher than that
of international trade. These elements show the importance of movements of capital in globalization.

But this upward trend of capital movement slowed down at the beginning of the century with a strong
decline in 2001 estimated at 41.1 percent. The downward trend in FDI’s was also accompanied by a

4 For Africa’s annual economic performances see the various Annual Economic Reports of the United Nations Economic Commission for
Africa.

5  For the various statistics on foreign direct investments see: UNCTAD, World Investment Report 2004, the shift towards services,
Geneva 2004.
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redirection of flows towards developed countries who received close to 65 percent of the total in 2003.
This refocusing came at the expense of developing countries whose annual average dropped from $231
billion in 1999 to $172 billion in 2003. Latin America and Asia, who were the most favourite FDI
destinations in the 1990’s, were the main losers. Thus, the annual average of FDI flows to Latin America
more than halved between 1999 and 2003, dropping from $107 to $49 billion. Furthermore, FDI
flows to Asia peaked in 2000 at $146 billion, before dropping by on third to only $107 billion by 2003.
Undoubtedly, FDI flows to Africa have witnessed a slight increase in 2003, but at only $ 15 billion, the
amounts remain marginal and well below the 2001 performance with flows close to $20 billion. FDI
flows to Africa are concentrated around a limited number of countries and are directed mainly to natural
resources and oil extraction.

This marginalization is not only limited to capital flows but equally extends to international trade.
A weaker position for Africa in international trade...

Africa’s place in international trade declined sharply in the last two decades, particularly since the 1980s
and the onset of the debt crisis, which led to deep economic recession. The continent’s share of world
trade declined from 7.6 percent in 1948 to 2.2 percent by 2003, a clear indication of its marginalization.
If you take the figures for global exports, Africa’s share has fallen from 7.3 percent to 2.4 percent over the
same period. Clearly, reforms implemented during the second half of the 1980’s bore fruits and were at
the origin of international trade recovery. But this recovery showed its fragility in the 1990’s with high
volatility.

The second major characteristic concerns the composition of traded goods, where Africa is caught in the
revenue trap with agricultural and mine products represent 70 percent of total exports. Furthermore,
exports of manufactured goods are concentrated in limited numbers of countries among which are North
African countries, South Africa, and Mauritius. For imports, more than 70 percent of the total constitute
manufactured goods. This structure of African foreign trade is very representative of the traditional
North-South divide. It also signifies failure of the attempts to diversify and modernize African economic
structures begun in the 1960’s and 1970’. Indeed, the debt crisis put an end to African countries’ efforts
at industrial development and local transformation of cash products.

Finally, African external trade is geographically concentrated in Western Europe. This geographical
composition is connected to the composition of traded products by African countries, reproducing the
traditional integration scheme with Africa exporting raw materials and agricultural products to European
countries and in return importing manufactured goods from these countries. The import-substitution
strategies adopted by African countries in the 1960’s and 1970’s were geared towards putting an end
to this scheme by locally manufacturing goods that were in the past imported from colonial powers.
The failure of these strategies and the explosion of the debt crisis led to the abandonment of import-



substitution policies and the agro-export model. More recently, North America has increased its share of
trade with Africa following the adoption of AGOA by the United States and preferential agreements by
Canada in favour of African exports. Asia’s share of trade with Africa is also growing rapidly.

1.3 When prices of primary commodities decline

Africa has been subjected to trade shocks from the fall in prices of raw materials due to the domination of
traditional integration arrangements in its external trade. For many years, prices had been characterized
by a downward trend and strong volatility and many recent studies concur on the tendency of this
structural decline of real prices of primary commodities®.

These works have underscored the price movements during the 20 century, which show a strong rise in
the mid 1950’s following the Korean War. The nominal price of primary commodities was then stable
in the late 1950’ and 1960’s. The 1970’s witnessed a huge rise in commodity prices that peaked in 1974
as a result of mobilization for reform of the international order by developing countries. However, these
prices registered a downward trend in the mid 1990’s with a 15 percent drop in comparison to their
level at the beginning of the decade. However, the real prices of primary commodities witnessed a major
decline during the period 1957-20017. These declines were estimated at 1.92 for food products, 1.91
for coffee, 2.04 for cotton and 1.26 for metals. This strong downward trend was accompanied by strong
volatility, with coeflicients ranging from 0.3 for food products, 0.54 for coffee, 0.39 for cotton and 0.20
for metals.

Therefore, primary commodity prices have been on a downward trend for decades. This drop has had a
significant impact on African countries, especially given the importance of primary products in exports
from African countries. Recent studies have shown that primary commodities continue to represent
not more than 12.3 percent of total exports. Yet, commodities represent a high proportion of African
countries’ exports, and in some cases, the proportion is more than 80 percent of total exports. This
heavy dependency on raw materials explains the impact of price fluctuations on Africa and in part the
weak performance of their economies. A joint study by the World Bank and United Nations Economic
Commission for Africa estimated losses for the period between 1970 to 1997 for non-petroleum exporting

6 In relation to this see various studies:
- D. Diakosavvas and P. Scandizzo, Trends in terms of trade and primary commodities 1900-1982: the controversy and its origins,
Economic Development and Cultural Change, no. 39, 1991, pp.231-264,
- H. Bloch and D. Sapaford, Wither the terms of Trade? An elaboration of the Prebisch-Singer hypothesis, Cambridge Journal of
Economics, No. 24, 2000, pp. 461-481,

7 - D Cashin and C.J. McDermott, the long-run behaviour of commodity prices:

small trends and big variability, IMF Staff Papers, No. 49, 2002, 175-199,

- E. Grilli and M.C. Yang Primary Commodity Prices, manufacturing good prices and the terms of trade of developing countries:
what the long run shows, World Bank Economic Review, No. 2, 1988, pp.1-47,
- A. Maizels, Commodities in crisis: The commodity crisis of the 1980and the political economy of international commodity
policies, Clarendon Press, Oxford, 1992.
See WTO, World Trade Report 2003, Geneva, 2003.

11
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African countries excluding South Africa, to be equivalent to 119 percent of GDP of these countries, 51
percent of aggregate net flows of resources and close to 68 percent of net transfer of resources®. Another
study by UNCTAD showed that coffee and sugar producers would have earned an additional $19
billion and $1.4 billion respectively, while West African cotton growers would have earned an additional
$1 billion between 1999 and 2002 if prices had maintained their 1998 level’. According to the same
study, the decrease in primary commodity prices cost Africa six percent in annual average for investment
coeflicient and 50 percent of per capita income. Other studies have considered that the decline in terms
of trade in the 1980’s translated into an average loss of 0.7 percent growth for African countries'®. In
addition to the loss on the issue of growth and revenue, the fall in commodity prices contributed to
African countries” over-indebtedness''.

Commodity dependent countries are naturally concerned with this heavy decline in terms of trade and
high fluctuation of the price of raw materials, and are seeking some price stability in order to enable
them to plan for their development and investments. However, the various commodity price stabilization
schemes put in place were not able to reverse the international economic situation of the 1980’s and the
structural nature of the loss in prices. The explosion of these mechanisms at the beginning of the 1980’
coincided with an acceleration of the downward trend of prices, which weighed heavily on the economic
performance of African countries and was at the origin of the explosion in the rate of poverty. .

Trade preferences were under-utilized...

African countries were unable to fully utilize the various trade preference schemes granted by developed
countries due to the low diversification of trade structures and supply-side constraints. Admittedly, there
was some evolution of the preference utilization rate accorded to LDC’s in the mid 1990’s'2. This rate
went from less than 50 percent in 1994 for the whole of the four most important markets to close to
70 percent in 2001. Thus, for Canada the rate went from 65 percent to 70 percent during this period,
for utilization rate remained limited at below 50 percent, while the United States recorded the highest
improvement with utilization rates estimated at close to 95 percent. However, for Japan coverage rate
decreased significantly from nearly 95 percent to 38 percent between 1994 and 2000 before peaking to
83 percent in 2001.

Thus, LDC’s took advantage of preferences accorded to them in the recent past and their utilization rate
continued to improve. This conclusion is important and calls into question statements by some authors

8  World Bank and Economic Commission for Africa, Can Africa claim the 21 Century? Washington, 2000.

9  UNCTAD, Economic development in Africa. Trade results and dependency with regard to primary commodities, Geneva 2003.

10  See Y. Hadass and ] Williamson, Terms of Trade shocks and economic performance: 1870-1940: Prebisch and Singer revisited, NBER
Working Paper No. 8188, 2001

11 IME Global economy perspectives, Washington 2000.

12 UNCTAD (2003), op. ci.




that developing countries have not benefited from these advantages and that the trade preferences did
not help improve competitiveness.

However, there is a need to balance this conclusion by indicating that in spite of the improvements,
utilization rates remained limited. Thus for instance, for European Union countries constituting Africa’s
main trading partners this rate remains below 50 percent. Furthermore, for quad (that is Canada, EU,
Japan and US) the rate generally remains at around 70 percent. From thereon, the issue at hand is that of
comprehending the reasons for the low preference utilization rate given by developed countries.

In this connection, many concur on the importance of rules of origin as well as other new non-tariff
barriers that restrict the utilization of preferences. The complexity of the preferential schemes and the
cumulative effect of different systems are also problematic. African countries are disarmed in the face of
this mosaic of schemes and demanding the harmonization of the different systems in order to bring them
in line with the most favourable system.

Ultimately, an improvement in the utilization rate of preference schemes requires greater diversification
and an improvement of African economies’ competitiveness.

Slow progress in the area of regional integration...

Africa’s development constraints can also be observed through the slow progress in regional integration,
an issue that has provoked much interest recently’®. Indeed, there has been an upsurge in efforts at
cooperation and integration since the mid 1990’s. At the institutional level, this period corresponds
to the re-launch of secretariats for Regional Economic Communities that were until then moribund.
Furthermore, the new communities were launched to strengthen cooperation ties between countries at
regional level. These different entities embarked upon ambitious trade liberalization programmes at the
regional level and a better coordination of economic policies. At the continental level, this issue has taken
centre-stage in the concerns of African countries and the New Partnership for Africa’s Development
(NEPAD) has made regional integration one of its most important priorities.

This renewal of interest in regional integration can be explained by the role it could play in improving
Africa’s international integration and competitiveness. Yet, in spite of increased interest, regional
integration results and more particularly of intra-regional trade were poor and below expectations,
standing at a little over 10 percent of the continent’s total external trade in 2000'. African countries
must double the current level of their trade in order that intra-African trade reaches the same level as
in other regions. SADC countries have achieved greater intra-regional trade levels of about 30 percent

13 On the issue of regional integration see the report published by the United Nations Economic Commission for Africa: ECA,_Assessing
Regional Integration in Africa, Addis Ababa, 2003
14 See ECA (2003), op.cit.
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of their total trade. This level can be explained by the dynamic role played by South Africa as a hub for
growth and trade in the sub-region.

Several reasons explain the low levels of intra-community trade. The first is probably connected to the
delay in the implementation of trade liberalization agreements. Although African countries have signed
numerous trade liberalization and customs union agreements, at times implementing them is fraught
with difficulties as countries are concerned about loosing revenue following the dismantling of customs
tariffs.

Furthermore, some countries are concerned about the competitive edge that their more developed
neighbours have over them. Non-tariff barriers among which are administrative procedures, complex
customs formalities, border posts and different road blocks also continue to impede progress. Intra-
regional trade is also limited by the divergence in rules of origin established by the different African
countries. These rules take into consideration local capital share, utilized import inputs and the share
of local value added in the total value of the product. There are some differences between the different
sub-regional groupings. For example, ECOWAS rules of origin integrate 51 percent for local capital, 40
percent of community raw material and 35 percent of the product’s value. At the same time UEMOA
countries, which are all members of ECOWAS, have different criteria that led to the requirement for
the two communities to harmonize these rules. But generally speaking, the rules of origin continue to
differ, which does not facilitate trade within the different communities. Cooperation and intra-regional
trade also experienced difficulties due to slow progress in the establishment of customs unions and the
implementation of the common external tariffs'.

In explaining low intra-regional trade, emphasis must be placed on the little complementarity between
the production structures of the different African countries. The intensity of intra-regional trade has a
strong correlation to the level of diversification of the leading economy in the sub-region, as is the case
of SADC countries with South Africa or Kenya within the East African Community. But generally,
the low diversification of economies translated into a strengthening of vertical relations with developed
countries.

Thus in Africa, the poor development of cooperation and intra-regional trade has contributed to the
continent’s marginalization in world trade insofar as it did not allow for a greater opening of markets.
African countries have not been able to take advantage of economies of scale and major effects to improve
their competitiveness and consequently their international integration. Several reasons explain poor
trade which are the poor complementarity of production structures, the delay in the implementation of

15 On issues of intra-regional trade see works by Mahamat Abdoulahi:

- M. Abdoulahi, Le processus de création du marche commun africain: une vue d’ensemble, ATPC Work in Progress, United Nations
Economic Commission for Africa, Addis Ababa, Ethiopia 2004.

- M. Abdoulahi, An evaluation of regional integration efforts in Africa with the view to promoting intra-african trade. United Nations
Economic Commission for Africa, Addis Ababa, Ethiopia 2005.




liberalization schemes, the diverse rules of origin and the difficulties of establishing customs unions and
in the strengthening of regional cooperation as well as difficulties connected to trade facilitation.

This chapter underscores the continent’s development stakes. Indeed, different African economies have
for some years now made progress in the management of big economic balances. An upward trend in
growth as well as an improvement of the institutional environment and the governance of economies
have also been registered. However, progress remains insufficient to enable the continent achieve the
millennium development goals and improve its position in the globalization process. Poor economic
results require a re-orientation of the continent’s development strategies towards the diversification of the
productive fabric and the improvement of its competitiveness. Diversification is therefore emerging as an
important paradigm in development thinking as well as in concerns of international institutions.
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Chapter 2
Diversification: A New Paradigm

A New Paradigm

Besides the external factors, Africa’s poor results in the area of development and its marginalization
in international trade can be partly explained by a series of internal factors. Among these factors, the
most important is the failure of diversification experiences that commenced shortly after independence
in attempts to break with the traditional model of development. The model was called into question
following the crisis of the early 1980’s and the advent of reforms, which put emphasis on international
specialization. Yet, for some years now, there has been a renewal of the debate on the diversification
problem as a means of improving competitiveness of African economies and their integration in
international trade.

This chapter will highlight the recent renewal of the diversification debate in development discourse. Part
one we will outline the development of diversification policies in Africa. Part two will be devoted to the
origins of diversification in economic literature. Part three will seek to determine, through a review of
recent literature, the factors that are at the centre of the diversification process. The fourth and last section
will deal with the debate on diversification and economic growth.

2.1 Obstacles and misfortunes of diversification policies in Africa

In the 1960’s and 1970’s most African countries embarked upon an industrial development process whose
objective was to diversify their economic structures and reduce dependency on primary commodities.
The increase in prices of primary commodities exported by African countries provided the means to fund
the necessary investments.

In most African countries, as in the whole of the developing world at the time, these diversification
strategies were adapted to import-substitution models, whose objective was to locally produce consumer
goods that in the past were imported from abroad. These development strategies translated into rapid
investment and employment growth in the manufacturing sectors, and an increase in productivity
following the transfer of new technologies in the industrial sector.

Yet, a few years later, the diversification strategies implemented in most of the African countries ended
in failure. The crisis first manifested itself through a rise in big macro-economic imbalances. On the
one hand, the increase in imports of equipment and intermediary goods weighed heavily on the trade
balance and translated into an explosion of current account deficits. On the other hand, the state
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played an active role in investments and economic and social regulation, which led to increased public
deficits. But, in addition to the rise in big macro-economic imbalances, the failure to diversify can be
equally observed in some structural indicators. Due to great income inequalities, local demand did not
follow growth of offered consumer-end products. As a result, internal markets were found to be highly
limited and did not encourage the development of investment returns to a scale supportive for industrial
activities. Therefore, after initial rapid growth, productivity gains stagnated and competition in industrial
activities diminished. We must also mention the rigidity of trade and industrial policies that favoured the
development of commodity prices behaviour and did not encourage innovation and creativity on the part
of local enterprises. Indeed, most African countries opted for tariff protection policies that were applied
generally over all sectors. These policies did not take into account the specific needs for diversification
and the need to introduce a certain level of competition in order to encourage investments and improve
competitiveness of local enterprises'. Thus, all of these macro-economic and structural factors were at
the beginning of the failure of diversification strategies and the explosion of the debt crisis.

From the early 1980’s the debt crisis put an end to import-substitution strategies and translated into a
re-orientation of development decisions and strategies in the African countries. Indeed, the structural
adjustment programmes established during this decade put emphasis on macro-economic stabilization
in order to restore big balances. As a result, sectoral choices and particularly those related to agricultural
and industrial development were relegated to the background. Then, it was understood that liberalization
and opening to the private sector would boost development, encourage strong growth and cut short
commodity price behaviour of enterprises in the 1970’s. Thus, the diversification page was finally turned
and macro-economic stability became the buzzword of the 1980’s and 1990%. It was thought that the
reforms implemented during this period, through the strengthening of the role of markets in economic
regulation and disengagement of the state, would lead to rapid growth and investment.

At the same time, African countries counted on foreign trade liberalization and on promoting export
activities in order to improve their economies competitiveness.

Thus the crisis of the 1980’s brought about a major change in the choices and basis of development
strategies. Indeed, the diversification model that was at the core of the strategies put forward the
hypothesis that development passed through a blackening of the inter-sectoral trade matrix. The increase
in trade requires significant investment efforts in order to ensure a greater complementarity between the
different interlinking activities. These investments were not supposed to favour the profitability criteria
and responded in priority to the needs for coherence within the economic fabric. This choice explains
the predominance of public investments in the diversification strategies implemented in most African
countries.

16  On this issue: Hakim Ben Hammouda, Trade liberalization and development: What lessons for Africa?, ATPC Work in Progress No.
7, ECA, Addis Ababa, Ethiopia, 2004.



Yet, failure of the model at the end of the 1970’s translated into a marginalization of the diversification
paradigm. Indeed, several analyses placed emphasis on the consequences of the investment decisions
made within the framework of this paradigm, particularly their ineffectiveness. The theme of the
inefficient utilization of scarce resources in developing countries became familiar in the analysis of the
origins of the crises. This inefficiency and poor utilization of resources can be explained, according to
the Washington consensus which was the vogue at the time, by strong interventionism on the part of
public authorities and the non-respect of natural market rules in the allocation of resources. Furthermore,
others emphasized commodity prices behaviour that developed in most African countries due to the
strong protection that enterprises benefited from and which did not encourage innovative investments to
improve enterprises competitiveness.

The crisis of the diversification paradigm in the early 1980’s translated into the resurgence of international
specialization. Henceforth, African countries’ development had to break with the issue of the coherence
of the national productive fabric and come within the perspective for improved international integration.
This new problem passed through foreign trade liberalization so as to prevent commodity price behaviour
and encourage competitiveness within national economies. This re-orientation of development choices
was expected to eliminate the anti-export bias that was at the centre of import-substitution strategies and
encourage the promotion of export activities. Furthermore, this new development strategy required State
disengagement and recourse to free operation of market forces in the distribution of scarce resources,
which would lead to a more effective allocation of resources. Thus, the 1980’s crisis put an end to the plan
to diversify productive structures of developing countries and replaced it with the specialization paradigm
based on comparative advantages.

After two decades of implementing reforms the result is far from satisfactory. Indeed, the new development
paradigm and the new strategies implemented by African countries in the 1980’s and 1990’s were incapable
of keeping their promises. Throughout the two decades, growth was weak and fragile and the debt crisis
continued to worsen. The marginalization of African countries in international relations continued to
be accentuated and traditional integration reaffirmed itself daily. This economic situation translated into
increased pauperization and led to an explosion of political and social conflicts.

In this context of new economic reform and its inability to lift Africa out of its marginalization, there
is a renewal of the debate on economic development. Different contributors have sought to find ways
to renew the debate on strategies to be implemented in order to come out of the current impasse. This
renewal has impacted upon several areas such as the debate on trade and development. Several authors
have underscored the low contribution of trade in the development of African economies. The renewal
of trade policies was at the beginning of the resurgence of the diversification issue in economic debate
of these last years. Several authors emphasize more on this issue and the need to re-direct trade and

industrial policies in order to encourage greater diversification of developing economies’.

17 See: J.-C. Berthélemy, International trade and economic diversification, to be published in the Journal of Economic Policy
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2.2. Origins of the debate on diversification

The issue of diversification in economic literature is not a recent one'®. The first works on this issue were
undertaken by MacLaughlin during the 1930’ crisis". He sought to explain the economic cycles in
American cities by the degree of concentration of economic activities. Thus, the works demonstrated that
cities having a higher level of concentration suffered the most from the resultant crisis of the inter-war
period. The debate was reopened during the same period in the study of the vagaries of the economic
situation, and more particularly on the fall in prices of raw materials like coffee for Latin American
countries. These works were at the beginning of structural transformation strategies of Latin American
economies and their desire to escape from commodity price integration based on raw materials whose
prices witnessed a dramatic fall in the 1930’s and was at the start of a huge crisis in most of these
countries. These first reflections were taken up some years later by the Economic Commission for Latin
America and the Caribbean (ECLAC) and were at the origin of import-substitution strategies.

These works on diversification developed rapidly in the 1940’s and 1950’s and constituted the dominant
paradigm on growth and development up until the end of the 1970’s. Different authors have approached
several themes in exploring this new paradigm and in defining new development issues. Thus, Rosenstein-
Rodan and Leontief had put emphasis on the concept of the effects of cumulative drive and the density
of inter-sectoral matrices®.

These works constituted the starting point for the theoretical reflection on the diversification of developing
economies. This diversification should have translated into the blackening of the intra-sectoral matrix
following the development of trade between the different economic sectors due to their complementarity.
In this perspective, the different authors sought to identify industrial activities that have a catalytic role in
the multiplication of internal trade. These works on the effects of cumulative drive and catalyst industries
occupied a privileged place in the debate on developing countries from the end of the second World
War up to the mid 1970’s*'. Works on diversification have equally demonstrated that it plays an essential
role in controlling economic vagaries, particularly fluctuation in prices of raw materials for developing

18  For a review of the literature on the issues of structural transformation of developing economies see Moshe Syrquin, Patterns of Structural
Change, in Hollis Chenery and T.N. Srinivasan, Handbook of Development economics, Vol.1, North Holland, 1988.

19 Glenn Mac Laughlin, Industrial diversification in American cities, Quarterly Journal of Economics, No. 45, November 1930, pp. 131-
149.

20 See:
-W. Leontief, Input-output economics, 2™ edition, Oxford University Press, Oxford 1986.
- PN. Rosenstein-Rodan , Problems of Industrialization of Eastern and Southern Europe, Economic Journal, Vol. 33, pp. 202-211,
1943.

21 In this regard see the works of E. Perroux and G.D.De Bernis



countries’. On their part, Kuznets and Rostow made structural transformation of economies and their
diversification an indispensable passage for growth and development®.

The first works on diversification placed emphasis on a series of elements considered as essential in
strengthening the productive fabric of developing countries. The first element was linked to investment
capacity or accumulation by countries?®. The literature established a large consensus on the need to
release significant resources for investment in order to diversify economic structures and strengthen the
transformation of traditional economies. The first generation of works on diversification was also at
the origin of an important debate on sectoral priorities. Indeed, if some quarters defended the idea
of balanced growth, many more emphasized the structural nature of some sectors that could play a
cumulative role for the rest of the economy?. Parallel to capital accumulation and sectoral policies,
the first works on diversification had equally insisted on the role of industry. Indeed, a consensus was
established around industrial development and on its place in the transformation of traditional economies
and the modernization of productive structures of developing countries®.

The issue of diversification was at the centre of early works on economic development. It was at the origin
of the development of a series of choices in the area of development strategies and more importantly
import-substitution strategies implemented by most developing countries in the 1960’s and 1970’s.
Furthermore, these works generated a series of analytical work to define tools for measuring progress
towards diversification such as input-output matrices. Finally, these works sought to identify factors at the
centre of the diversification process and put emphasis on investment, sectoral policies, and particularly
industrial development.

Yet, the crisis that began towards the end of the 1970’s and the failure of import-substitution strategies led
to the marginalization of the debate on diversification. Macroeconomic stabilization and international
specialization became the major themes of reflection and development policies. However, we have seen a
dramatic resurgence of the debate on diversification.

22 See for example B.E. Massel, Export instability and economic structure, American Economic Review, Vol.60, No.4, pp. 618-630, 1970.
BSee:
- S. Kuznets, Modern economic growth, Yale University Press, New Haven, 1966
- W.W. Rostow, The stages of economic growth: A non communist manifesto, Cambridge University Press, Cambridge, 1960.
*In this regard see: W.A.Lewis, Economic development with unlimited supplies of labour, Manchester School of Economics and Social
Studies, No.22, pp. 139-191, 1954.
» See in particular: A.O. Hirschman, The Strategy of Economic Development, Yale University Press, New Haven, 1958.
% See in particular: A.Gerschenkron, Economic backwardness in historical perspective, Belknap, Cambridge, 1962.

23 See:
- S. Kuznets, Modern economic growth, Yale University Press, New Haven, 1966
- W.W. Rostow, The stages of economic growth: A non communist manifesto, Cambridge University Press, Cambridge, 1960.

24 In this regard see: W.A.Lewis, Economic development with unlimited supplies of labour, Manchester School of Economics and Social
Studies, No.22, pp. 139-191, 1954.

25 See in particular: A.O. Hirschman, The Strategy of Economic Development, Yale University Press, New Haven, 1958.

26 See in particular: A.Gerschenkron, Economic backwardness in historical perspective, Belknap, Cambridge, 1962.
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2.3 The determinants of diversification

Several reasons explain the resurgence of the diversification issue. First, is the weak economic performances
in a great number of regions and countries, particularly in Africa. Furthermore, African countries did
not benefit much from the trade preferences accorded to them by a great number of developed countries,
and various studies undertaken on the benefits likely to be derived by African countries from the Doha
Round show that the benefits will be limited””. Several studies emphasize supply constraints and lack of
diversification of African economies as reasons for Africa’s low benefits from international openings.

These concerns originate from the resurgence of a few years ago of the debate on diversification in economic
literature. This new literature sought to come into the historical continuity of the open tradition in the
debate on diversification®®. The second direction taken by the theoretical renewal concerns determining
the conditions for success for the diversification of productive structures of economies. The new research
has an undisputed advantage compared to studies carried out in the 1960’s and 1970’s as it can draw on
the differentiated experiences of developing countries during the last three decades. The new generation
research draws lessons from historical development experiences in the different sub-regions to enrich the
debate on the conditions and policies that lead to successful diversification.

Recent literature has identified several factors to explain the diversification process in Africa. The first
series of factors is linked to the level of income in an economy.

The works of Imbs and Waciarg show that diversification has an inverted U-shaped relationship with
the level of development®. Thus, diversification increases with economic development, measured by per
capita revenue, then decreases with a turning point situated at around $ 9000 per capita. In particularly,
this study put the emphasis on macro-economic aspects. Barthélemy confirmed this argument and
emphasized the importance of healthy macro-economic management in the success of diversification
efforts®.

Another determining factor of diversification is investment, which contributes highly to the growth
dynamics and to increasing productivity of new economic sectors. From this perspective, the historical
experience of developing countries show that a rise in investments always translates into increased

27  The ECA produced a series of studies on Africa’s benefits from the Doha Round, see ATPC, Trade liberalization under the Doha
Development Agenda: Options and consequences or Africa, ATPC Work in Progress, August 2004, Addis Ababa, Ethiopia.

8 Amin Guiterrez de Pineers, S. and M. Ferrantino, Export diversification and structural dynamics in the growth process: the case of Chile
Journal of Development Economics, No. 52, pp.375-91, 1997.

28 Amin Guiterrez de Pineers, S. and M. Ferrantino, Export diversification and structural dynamics in the growth process: the case of Chile,
Journal of Development Economics, No. 52, pp.375-91, 1997.

29 J. Imbs and R. Wacziarg, Stages of diversification, American Economic Review, Vol. 93, No.1, pp.63-86,2003.

30 Jean Claude Berthélemy (2004), op.cit.

31 See UNCTAD, Trade and development Report 2003, United Nations, Geneva, 2003.
UNCTAD (2003), op.ci.




diversification of the productive capacity. Thus the 1970’s and 1980’s were characterized by a rise in
investment rates in most regions of the world resulting in greater diversification of national economies.
Yet, the beginning of the 1980’s was characterized by a sharp drop in investment rates from 24.6 percent
to 17.2 percent for Africa; and from 26 percent to 20 percent for Latin America between 1975 and
2000. For the same period, investments rates in Asia and China continued to increase from 22.7 percent
to 29.5 percent and from 21.2 percent to 27 percent respectively®'. This investment dynamics played
a major role in the diversification process of the different sub-regions. Indeed, at the time when Asian
countries pursued their accumulation efforts, in spite of the 1997 crisis, and were able to increase their
competitiveness and improve their international integration, African and Latin American countries
were unable to pursue their investment efforts thus accentuating their marginalization in international
economy.

In addition to investments, work on diversification has underscored the place and the role of industrial
policies. Recent interest taken in industrial development constitutes a major renewal of sectoral policies
in the debate. Today, undoubtedly industrialization must be at the heart of new diversification strategies
in order to improve international integration of developing countries. Historical experience shows the
role of this sector in growth dynamics and in improving competition of national economies. Indeed, the
most dynamic regions in international trade are those where the share of industry in GDP continues to
increase since the beginning of the 1970’. Thus between 1996 and 2000, this share moved up from 14.6
percent to 27 percent and from 13.8 percent to 15.7 percent for East Asia and South Asia respectively.
But the most dramatic development is certainly that of China where industry share moved from 23.7
percent to 34.5 percent of GDP during the same period*. The performances of first generation emerging
economies are also noteworthy, where the share of industry in GDP increased greatly between 1960 and
1980, moving from 16.3 percent to 29.6 percent of the total before regressing and thereafter dropping
to 26 percent. This evolution does not mean a de-industrialization of these countries, but coincides with
the structural evolution of the economy where productivity growth in the industrial sector enables it to
respond to increasing demand without creating new jobs. The additional jobs demand is then transferred
to services sector which adheres to extensive dynamics and needs jobs to increase its productivity.

The situation of African countries even where it obeys the same dynamics could be explained by a
different logic. Indeed, the share of the manufacturing sector in sub-Saharan Africa progressed from 15.3
percent to 17.4 percent of the total between 1960 and 1980. However, failure of import-substitution
strategies and reforms implemented translated into regression for the manufacturing sector whose share
dropped to 14.9 percent of GDP in 2000. Bug, it is probably Latin America that witnessed spectacular
development inasmuch as the share of the manufacturing sector in GDP dropped by 10 points from 28.1

31 See UNCTAD, Trade and development Report 2003, United Nations, Geneva, 2003. UNCTAD (2003), op.cit.

32 UNCTAD (2003) op.cit.
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percent to 17.3 percent between 1960 and 2000. This fall in the share of manufacturing can be explained
by the de-industrialization that these regions witnessed.

Thus, it appears clearly that industrial development plays a major role in the diversification of developing
countries’ economies and in improving international competition. Different studies have shown that
other factors contribute in the diversification of the economic fabric including new technologies and
opening up to foreign markets. These different works as well as historical experience emphasize the link
at the origin of the diversification process and the improvement of international competition. Indeed,
the countries which have succeeded in improving their position are those that maintained during the last
three decades a high investment rate particularly in the industrial sector. This investment enabled them
to access new technologies and improve productivity and competitiveness of their economies. These links
have enabled these countries to increase their exports and improve their international integration. African
countries are among those regions that were unable to come into the virtuous growth and diversification
cycle. Indeed, after two decades of investment growth and increase in the share of the manufacturing
sector in the product, the 1980’s crisis called into question this dynamic, which translated into increased
marginalization of African countries in world trade. These diversification experiences were hampered
by the limitations of national markets but also by the slow progress realized in the area of regional
integration.

Industrial policies are not the only sectoral policies to play an important part in the diversification
of economies. Trade policies can also contribute to the strengthening of competition and greater
diversification®. Historically, trade policies in Africa have lacked dynamism and gave constant and linear
support to some industrial activities, which was not favourable to the development of competition in
African economies®.

Other research place emphasis on the determinants of diversification that are growth, investment, new
technologies, productivity of factors as well as exports to world markets®.

33 See ECA, Mainstreaming trade in national development strategies, Addis Ababa, 2004.
34 Hakim Ben Hammouda, Trade liberalization and development: lessons for Africa, ATPC Work in Progress No.6, September 2004,

Addis Ababa, Ethiopia.

 See:

-Robert C. Feenstra, Dorsati Madani, Tzu-Han Yang and Chiyuan Liang, Testing endogenous growth in South Korea and Taiwan, Journal of
development economics, Vol.60, pp.317-341, 1999.

55 See:
-Robert C. Feenstra, Dorsati Madani, Tzu-Han Yang and Chiyuan Liang, Testing endogenous growth in South Korea and Taiwan, Journal of
development economics, Vol.60, pp.317-341, 1999.



2.4 Diversification and growth

The renewal of the debate on diversification was coupled with a consensus on its role in the growth
dynamics. Indeed, recent literature explains the fragility of growth in African economies and the
continent’s marginalization in the global economy by the poor diversification of African economic
structures. Several authors have sought to explain the connection between diversification and growth.
Particularly, recent works on endogenous growth have emphasized the importance of diversification.
Thus, the Romer model introduced a beneficial effect of diversification which is expressed through
the availability of inputs within an economy and can contribute to increasing labour productivity and
human capital®®. Diversification can equally contribute to growth by increasing the number of sectors
and accordingly, investment opportunities and reducing investors’ risks”.

But for different authors diversification plays a major role in economic growth through the stabilization
of export revenues. Indeed, specialization in only one product was always considered a source for volatility
and great instability. These works took inspiration from research on financial portfolios and the different
diversification strategies in order to reduce investors’ risks. At this stage, different works have shown the
correlation between diversification and stability of export revenues and accordingly the sustainability of
growth dynamics.

In the analysis of the link between diversification and growth, most of the authors used macro-econometric
models where they sought to test the correlation between the level of growth and the different indices of
diversification. The works of J.-C. Berthélemy, who used a particular methodology, must be mentioned®.
Firstly, he uses the traditional methodology of breaking down the contribution of different factors to
growth. At this level, he uses the Cobb Douglas production function, which he breaks down into different
contributions capital, labour and total factor productivity of factors. Thereafter, through an econometric
regression he considers the different factors that could explain the total productivity of factors. At this
stage, he has retained several explanatory variables that are indices of diversification, development finance,

36 See

-J.-C. Berthelémy and L. Séderling, The role of capital accumulation, adjustment and structural change for economic take-off: empirical
evidence from African economic growth policies, World development, Vol.29, No.2, pp. 323-343, 2001.
-E Al-Marhubi, Export diversification and growth: an empirical investigation, Applied economic Letters, Vol.7, pp.559-562, 2000.

P. Romer, Endogenous technological change, Journal of Political Economy, Vol. 98, No.5, 1990.

37 D. Acemoglu and E Zilibotti, Was Prometheus unbound by chance? Risk diversification and growth, Journal of Political Economy, No.
105, 1997, pp. 709-751.

38 See: Denise L. Stanley and Sirima Bunnag, a new look at the benefits of diversification: lessons from Central America, Applied Economics,

No.33, 2001, pp. 1369-1383.

39 8See: Denise L. Stanley and Sirima Bunnag, a new look at the benefits of diversification: lessons from Central America, Applied Economics,
No.33, 2001, pp. 1369-1383.

See:
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economic openness and human capital. This methodology is interesting for it enables, through the total
productivity of factors, to show the contribution of diversification to economic growth.

This chapter has shown that for some years now there has been a resurgence of the debate on diversification.
The numerous theoretical studies and works show the importance of diversification in development and
economic growth. Indeed, diversification contributes to increasing the productivity of factors, in the
stabilization of export revenues as well as strengthening investment.

The objective of this reflection is two-pronged. Firstly, it is to emphasize the importance of diversification
and the role it could play in strengthening and stabilizing growth dynamics in Africa. The second
objective is to help decision makers define policies adapted to and capable of strengthening the structural
transformation process of African economies through greater diversification. In this chapter, the literature
review enabled the identification of a series of variables that influence the diversification process, which
are grouped as five categories of variables. The first one pertains to the physical factors that are investment,
growth and human capital. The second category is connected to policy decisions and particularly the
impact of trade and industrial policies in strengthening the industrial fabric and in the diversification
of African economies. The third category deals with macro-economic variables such as exchange rates,
inflation and big macro-economic imbalances. The fourth category touches upon institutional variables
such as governance, conflicts and investment environment. Finally, the last variable concerns the issue
of market access, which could play an important role in diversification policies especially through the
elimination of tariff peaks and tariff escalation for African exports to developed countries. The next
chapter of this study will seek to measure the impact of each category of factors. This examination is
necessary in order to better define diversification policies.



Chapter 3
Diversification: Measuring Tools

Measures of Diversification

This section presents a brief discussion on some of the most commonly used measures of diversification
and background to the evolution of each measure.

A simple definition of export diversification is the change in the composition of a country’s export mix
(Ali, Alwang and Siegel 1991). By changing the shares of commodities in the existing export mix, or by
including new commodities in the export portfolio, a country can attain export diversification. And a
more general definition of diversification is the spread of production over many sectors, which do not
necessarily imply different productivity levels (Berthelemy and Chauvin 2000).

There are several ways of measuring export diversification in the literature. The earliest attempt to
measure diversity was undertaken by MacLaughlin in 1930 (see citation in Attaran and Zwick 1987).
In the recent past, researchers are more concerned with the correlation between exports diversification
and exports instability of different countries (see e.g., Massel 1970; and MacBean and Nguyen 1980).
In most cases, the choice of a measure corresponds to its definition. In most studies related to export
diversification and exports instability, the concentration ratio is often the choice.

In the face of recent developments, which relate economic growth with the structural changes in exports
and exports diversification, measuring diversification becomes very crucial. Export diversification enters
as one of the explanatory variables in the regression analysis of economic growth (Al-Marhubi 2000; and
Berthelemy and Soderling 2001). Again, the use of concentration ratio as a measure of diversification also
proved useful in investigating this relationship.

Meanwhile, some recent studies also employed a “non-traditional” measure of export diversification that
involves time series data to determine and compare the export experiences of the different commodities
(see Gutierrez de Pineres and Ferrantino 1997; and ESCAP 2004). The use of time series data gives a
graphic illustration of the structural changes or the ‘traditionality’ of a particular export commodity. The
following are some of the measures of diversification.

40  MacLaughlin tested the strength of relationship between the degree of industrial concentration in a given city and the severity of the
cyclical, as well as the seasonal, economic fluctuations that the city experienced. His concentration measure was percent of value added by
manufacture concentrated in the first five industries in each city (see Attaran and Zwick 1987).
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3.1. Concentration ratios

One of the ways to measure the degree of diversification is by using concentration ratios. Under this
group, there are several methods that have been developed to measure diversity. The concentration
ratios commonly used includes the Ogive index, the Entropy index, Hirschman index and the aggregate
specialization index.

Ogive Index

The Ogive index is one of the most commonly used indices of industrial diversification (see citation in
Attaran and Zwick 1987). This index measures the deviation from an equal distribution of employment
in all sectors, that is the mean of the distribution. This index may also be used as a measure of export
diversification or concentration (see e.g. Ali et al. 1991; and ESCAP 2004) and is given as:

OGV=-NY" (P -1/N)’

or

v (B-1/N)’

OGV=>" N

where P, = (x; / X') is the actual share of ith commodity ( X,) in total exports (X = £ X, ), [V represents the
total number of export commodities in the export portfolio and 7//V is assumed to be the “ideal” share of
export earnings, which is the mean export share for each commodity. The minimum value of OGYV, that
is zero, is attained when the share of export is distributed equally among commodities. When the value
of OGV approaches 0, this implies an economy is highly diversified. On the other hand, a larger value
of OGV indicates a relatively less diversified economy, which means that there are only few commodities
in its export portfolio.

The Entropy Index

Entropy is a form of measurement that has been applied to many areas such as in sciences, communication
theory, business and finance, and economics (Attaran and Zwick 1987). For example, in biological and
behavioral sciences, entropy has been used as a measure of disorganization. In a marketing context,
entropy can represent the distribution of consumer preferences for various brands. Applications of
entropy statistics were developed mainly during the late 1960s and 1970s (see citations in Frenken 2003).
As a measure of diversity, entropy measure gives the diversity or spread of the distribution. The entropy
index is given as:
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where N and P,is defined as above. The maximum value of ENT given by log N, is attained when all
P, are equal. This value denotes greater diversification as all commodities in the export portfolio have
identical share. If the ith commodity is the only contributor to the total exports, the P, = 1, all the other
P =0, and ENT = 0. This value indicates extreme specialization or concentration in one commodity.

Hirschman Index

Another measure of an index of diversification/concentration is the Hirschman Index*' developed by
Albert Hirschman in 1945 (see Hirschman 1964). This index is the most widely used measure of trade
and commodity concentration (see e. g., Massell 1970; Kingston 1976; MacBean and Nguyen 1980;
Svedberg 1991; and Stanley and Bunnag 2001). The Hirschman index may be written as:

where x; represents the export value of a specific ith commodity, X is the country’s total exports, and N is
the number of commodity groups. Again, the higher the value of H, indicates greater concentration of
exports on few commodities and vice versa.

According to Hirschman (1964), this index is designed as a measure when concentration is a function
of both unequal distribution and fewness. The traditional measures of concentration, generally devised
in connection with income distribution and the Lorenz curve, are sensitive only to inequality of
distribution.

It is observed that H is a function of the mean and variance of the value of exports share in different
commodity groups. Specifically, H, is the index that would results if a country’s export receipts were
divided evenly among 1/(H,)* different commodities (Adelman 1969; and Massell 1970). This means

41 'This index is also commonly known as the Hirschman-Gini index (Massel 1970; and Svedberg 1991), or Gini-Hirschman Index (ESCAP
2004), and also commonly refers to as the Herfindahl-Hirschman index or the “H” index (Adelman 1969).
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that when the share of exports is identical or equally distributed to all commodity groups, then the
variance is equal to zero and N is equal to 1/(H,)*. This also implies that for a given N, the minimum

value of H, which occurs when the variance is zero and all shares are identical, is 1/+/ N .

The Hirschman index has been frequently used as a variable to investigate the relationship between
export instability and export diversification (see e. g. among others, Massell 1970; Kingston 1976;
MacBean and Nguyen 1980 and Stanley and Bunnag 2001). Empirical studies, however, found either

no significant relationship or weak relationship if there is between export concentration/diversification
and export instability.

As a measure of geographic concentration of exports or trade concentration, the Hirschman index (see
Kingston 1976) may be expressed as:

G - (Zilcl?)l/Z

where ¢ is the proportion of each country’s exports purchased by country i in a given year, and T is the
number of destination countries for each year.

Normalized-Hirschman Index

The Hirschman index* may also be used as a relative measure of diversification by expressing its value
between 0 and 1 according to the following formula:

X; . .. N .
where P, = —, x; is the value of exports of commodity i, X = Z] X; , and N is the number of products.

The normaliZd-Hirschman (N-H,) index is used by Al-Marhubi (2000) to discriminate between two

countries, which are relatively more concentrated and used as an explanatory variable in growth regression.

N-H, =

42 See UNCTAD, 2004, p. 405 and p.414.



The value closer to 1 represents the most extreme concentration. Likewise, a low value of this index
indicates lower exports concentration or a relatively diversified economy.

Herfindahl Index

The Herfindahl index is an index commonly used for measuring industrial concentration, which was
developed by Orris Herfindahl in 1950 (see Hirschman 1964; and Adelman 1969). This index is a
method of summarizing the degree to which an industry is oligopolistic and the concentration of market
control held by the largest firms in the industry. The Herfindahl index is defined as the sum of squared
percentages of the market and may be expressed as:

Hz = Zj\il Si2

where §; is the market share of the ith firm. Note that the expression for the Herfindahl index is very
similar to the Hirschman index (see above) except for the square root. That is why, this index is commonly
referred to as the Herfindahl-Hirschman index or the “H” index.

As a measure of industrial concentration, Kelly (1981) observed that this index did not seem to have
had wide use due to following reasons: firstly, as for empirical work, its use requires data on the market
shares of each firm, and this data is frequently unavailable; secondly, the index does not appear to have
a very clear intuitive meaning; and lastly, not everyone agrees that the link between concentration and
monopoly power is clear enough that any concentration measure would be worthwhile. However,
Adelman (1969) provided an economically meaningful interpretation of this index. Adelman has shown
that the reciprocal of the index is equal to the number of firms of identical size, which would generate
that value of the index. Therefore, the reciprocal of “H” is called a “numbers-equivalent”.

Recently, this index was also employed as another measure of specialization (and/or to measure export
diversification) (see for example Gutierrez de Pineres and Ferrantino 1997; Imbs and Wacziarg 2003; and
ESCAP 2004). The index is commonly referred to as the aggregate specialization index and is discussed
below.

Aggregate Specialization Index

The aggregate specialization index is an index to measure export diversification. The index is derived from
an index of concentration of the distribution of exports among products. As mentioned above, this
measure is quite similar to the Herfindahl index of industrial concentration and to the Hirschman index
of trade concentration. To measure export diversity, the index is expressed as follows:
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2
(2]

where again, x; is the export of commodity i; X is the country’s total exports; and N is the number
export commodities. A numerical value of SPE approaching 1 implies reliance on a single export (a high
degree of specialization) while a numerical value of SPE approaching 0 implies a high degree of export
diversification. When the share of exports is equally distributed among different commodities, then the
value of SPE is 1/N, which is also the minimum value.

Berthelemy and Sorderling (2001) used an index of diversification, which is the inverse of aggregate
specialization index (SPE) and is computed as:

1
DIV - .
Sh
i=1 X
where the variables are as defined above. The value of this particular index increases with the degree

of diversification, which is from 1 to N. One indicates extreme concentration and N exhibits perfect
diversification.

The variables SPE and DIV are both used in empirical studies to investigate the relationship between
export diversification and growth. Both Gutierrez de Pinerez and Ferrantino (1997); and Bethelemy
and Soderling (2001) for example, found that export diversification is an important source of economic
growth for some countries under studies.

It has been observed that the Ogive, Entropy and Hirschman (below) indices can provide quite similar
rankings of export concentration and thus, by and large, may be used interchangeably (see Attaran and
Zwick 1987; and Ali et al. 1991). These measures are conceptually similar, as their approaches compare
actual distribution to a hypothetical uniform distribution.

3.2. Commodity-specific cumulative export experience function

Aside from the concentration ratios, there are many other measures of diversification that were used
in empirical research. These measures are those that commonly measure the structural changes or
the traditionality of specific exports for a given industry. The first of this measure can be obtained by



estimating a cumulative exports experience function of a particular commodity i (see Gutierrez de Pineres

and Ferrantino 1997; and ESCAP 2004).

The cumulative export experience function for each commodity is obtained by:

D,
CXFi,‘r = IT#E
Zz:zo X

Where x, is the value of export of commodity i in year t, expressed in constant prices; f,, T, and T
represent the initial, current and terminal periods of the sample period, respectively.

It should be noted that the variable CXF has properties analogous to that of a cumulative distribution
function in the sense that it may take a very small (or near zero) value in the initial period and subsequently
rises to 1 in the terminal period. In this context, if the numerical values of CXF are plotted for two or
more commodities (or industries) together, a commodity whose export experience was focused in the
initial period (which could be labelled as “traditional”) is expected to be different from a commodity
whose experience was concentrated in the later years (labelled as “non-traditional”) in that its export
experience function would shift to the left. In other words, for the more “traditional” commodity one
would expect the plot of CXF for such a commodity to be shifted to the left or linear, whereas for a “non-
traditional” commodity the graph of CXF would be expected to shift more towards the right.

A comparison of CXF across different commodities may also shed light on the diversification of the
export industries. For, instance, the commodities for which plots of CXF are shifted further to the right
should not only be considered to be more non-traditional export commodities but they should also be
expected to be more vertically diversified.

The null hypothesis that two industries have identical cumulative export experience functions can be
tested against the alternative that one of the industries is more ‘traditional’ in several ways. The most
straightforward method of ranking exports by traditionality is to construct the mean of the cumulative
export experience index, called traditionality index, for each industry and is defined below.
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Traditionality index

An alternative way of ranking exports by the “traditionality” attribute, which involves computing the
mean of the cumulative export experience index for each ith commodity for the entire sample period is
computed as follows

57 o,
T—t 41

More traditional industries have a higher value of T.. Using both CXF and T, it is possible to identify
and estimate the extent and nature of diversification of a country’s export portfolio of different varieties.
The first possibility is that the country may experience a broad-based vertical as well as horizontal export
diversification if the composition of export commodities is such that, for a large of export items, CXF plots
are shifted to the right with small T, values and, for other equally large numbers of export commodities,

the CXF plots are also shifted to the right (to a lesser degree) but with small values of T..

The second possibility is that there is little or no horizontal diversification but a vertical diversification
in a limited number of specialized export commodities. In this situation, the CXF plots for most export
commodities are linear (or even shifted to the left) with high T, values and, for a few export items, CXF
plots are shifted to the right with small T, values.

In the third case, a country could experience neither horizontal nor vertical diversification if the CXF
y p
plots for export commodities are mostly linear and also have relatively higher T, values.

Variance of T

In order to test the robustness of the commodity-specific traditionality index, one can also estimate the
variance of T, (VT) for the sample period using the following equation:

, _
ST (T, -T)
T, +1

Where f is the mean value of T,. A low value of VT, would imply that the composition of traditionality
for a specific commodity has been stable over the sample period.



3.3. Absolute deviation of the country commodity share

Another measure of export diversification is the absolute deviation of the country commodity shares
from the world structure and is given as follows:

2 A =1k
S 41—
J 2

Where 4, is the share of commodity 7 in total exports of country j, and 4, is the share of commodity 7 in
the world exports (see Al-Marhubi 2000%). The value of the above index ranges from zero to one and
discriminates between countries, which are relatively more diversified. In this measure, a higher value of
the index implies more diversified exports.

This index is used by UNCTAD to measure the extent of the differences between the structure of trade
of a particular country and the world average. The index value closer to one indicates a bigger difference
from the world average.

This index was also used by Al-Marhubi (2000) as one of the explanatory variable in the growth regression
and similarly found to be significant in explaining faster economic growth.

43 Al-Marhubi also used in his study a simple indicator of export diversification, which involves only counting of the number of products
exported at the three-digit SITC. He included only those products that are greater than 0.3% of the country’s total exports.
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Chapter 4
Diversification: Stylized Facts

Africa’s Exports Diversification Trends

The performance of economic growth in Africa and the accompanying slow rate of economic and social
development have been linked to the lack of diversification in the African economies. While the link
between diversification and economic growth, mainly through trade has remained largely an empirical
question, there is an emerging body of literature that is revisiting the role diversification plays in both
trade and economic growth. In this chapter, Africa’s diversification trends are explored to try and uncover
some stylized facts that can be stated on how Africa has fared. Section I of this chapter first briefly
takes a critical look at the current opportunities that African countries have in global trade within the
context of ongoing trade negotiations. It arrives at some conclusions that point to the reality that might
soon confront African countries. The thrust of this critical analysis is the argument that while there
are likely to be benefits arising from current trade negotiations at multilateral and bilateral level, these
benefits are insufficient to provide the growth momentum that African countries need if they are to
have significant impacts on reducing poverty and unemployment. As a result it is argued that economic
diversification should be seen as one of the invaluable pillars upon which African economic development
could be re-energized. In Section II the chapter then goes straight to applying some of the methodologies
for computing diversification indexes to show the state of diversification for African countries at the
continental, sub-regional and national level. In Section I11, the chapter analyses selected export experiences
of some African countries. The section aims at demonstrating whether African countries have managed
to have some breakthrough in their diversification efforts by using the export experiences to tease out
the extent of horizontal and vertical diversification in the selected countries. In Section IV, the evidence
from the previous two sections on diversification trends and cumulative exports experiences is used
to highlight diversification regimes that characterize the results of the African countries diversification
efforts. Section V concludes.

4.1  Africa’s fortunes in the global trade: What are the prospects?

The low level of integration of Africa in the global trading system and the sub-optimal outcomes in
regional integration at the continental level has been an issue of concern for the last two decades. Since
1980, Africa’s share in international merchandise trade has fallen substantially; from six to two percent
while other developing regions have been gaining (UNCTAD 2004). Figure 4.1a shows the conventional
trade openness measure of selected African countries. In the majority of cases, African economies are
more open today than they were at the beginning of the 1980s. This increased openness has however
not translated into the continent’s increased share of global trade. The main explanation to this lack of
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correlation between increased openness and the declining share of the continents trade in the global
economy has been attributed to the production structures in the African economies. The continent has
not managed to diversify into the exports that are experiencing rapid growth and African economies have
continued to be stuck with exports in the lower end of the value chain. These are exports with a tendency
for having low-income elasticity and on the whole are of low value.

To explore the limited diversification as an explanation for the lack of linkage between trade openness
and the continent’s share in total global trade, it is more insightful to analyse the share of exports in a
country’s total income. The focus in this case is to see whether a country has been able to increase its share
of exports in total income. Trade openness, which is used as the indicator for share of total trade in GDP,
masks the difference in rates of growth between imports and exports. The distinction between exports
share and trade openness and the information one can get regarding diversification is more important
because trade liberalization almost always results in imports growing at a faster rate than exports.

Figure 4.1b shows the share of exports in the incomes of selected African economies. For some countries,
the share of exports in total income declined over the last twenty years. But in other cases, the share of
exports is now higher than it was in the early 1980s. An important observation however

is that in structural terms, for most of the countries shown in Figure 4.1b, the share of exports in total
GDP has not changed in any significant way. This is evident for countries such as Bénin, Burkina Faso,
Egypt, Kenya and South Africa. But there are some countries where the share of exports has witnessed
dramatic increases such as in Republic of Congo, Mauritius and Swaziland. Nigeria and Tunisia have
consistently increased their shares of exports to GDP in a steady way. And as will be clear in later
discussions, these two countries are examples of how in one case, and that is Tunisia, diversification
may have played a significant part in increasing export share. While in Nigeria, the increased share has
occurred with increasing concentration.

The African region also accounts only for barely one percent of global GDP. Its share of global manufactured
exports is almost zero. In addition, over the past 30 years it has lost market share in global trade even in
traditional primary goods and failed to diversify (World Bank 1999). Africa therefore remains almost
totally dependent on its traditional export commodities despite their low-income elasticity and declining
and volatile terms of trade. It is now accepted that continuing concentration on these traditional exports
would have adverse consequences for income and employment.

As Africa’s trade performance has continued to decline, a lot of work has gone into establishing how Africa
could maximize gains from the global trading system, especially in the last ten years. This has spawned a
lot of research, most of it focusing on helping Africa in the multilateral and bilateral negotiations at the
WTO and with the European Union in the context of Economic Partnership Agreements respectively
(Economic Commission for Africa 2004; Karingi et al. 2005). Some studies have looked at specific issues



Figure 4.1a: Trade openness (total trade as share of GDP)
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Figure 4.1b: Average Share of Exports on Country’s GDP (in %)
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dealing with market access questions and have tried to estimate the potential gains for Africa if there
is a successful conclusion of the Doha Round of trade negotiations (Economic Commission for Africa
2004; Hammouda et al. 2004; Hammouda et al. 2005). The expected gains for Africa quantified from
these studies given these economies current structures do not look too promising. The gains from trade
liberalization to the developing world will be unevenly distributed (Economic Commission for Africa
2004; Cline 2004; Fernandez de Cordoba et al. 2005). Estimates of welfare effects from multilateral trade
liberalization showing global effects and developing countries are summarized in Charlton and Stiglitz
(2005).

Several other studies have tackled the question of trade preferences currently being enjoyed by African
countries (Mold 2005; Olarreaga and Ozden 2005). And as reiterated in both Mold (2005) and in
Olarreaga and Ozden (2005) most of the preference schemes have delivered sub-optimal gains due to
various reasons. These include product exclusions, rules of origin requirements, quotas (export ceilings),
and non-permanent nature of the schemes. In other words, the preference schemes have also not helped
the African countries diversify their exports in manner consistent to the expectations of these schemes.
This shortcoming in the preference schemes is highlighted also in Hammouda et al. 2005 where the
unrestricted market access for sub-Saharan Africa countries in the QUAD is quantified.

Olarreaga and Ozden (2005) do however raise an important constraint that is overlooked in looking at
the shortcomings in the preferential schemes. Using the case of AGOA, the study shows that in spite of
AGOA being less restrictive, in terms of rules of origin for the least developed countries, the proportion
of tariff rent captured by the preference receiving countries is reduced since the importing firms in
America are able to capture a significant portion of the tariff rent. More specifically, prices of apparel from
seven sub-Saharan African countries increased by only six percent while the tariff phased out for the same
products under AGOA were 20 percent. This means that the African exporters were able to capture only
one-third of the tariff rent. It may not be difficult to link this limited bargaining power compared to that
wielded by the importers to the exports base of firms from these countries. Exporters from South Africa
on their part captured at least half of the tariff rents in apparel exports under AGOA.

The following are some of the main conclusions that can be deduced from the results of most of this
research effort:

*  There are gains still to be realized from the market access agenda and most of these gains could accrue
to developing countries. However, there is going to be little benefits for Africa from the multilateral
negotiations given the current structure of the African economies and so their marginalization in the
global trading system is likely to continue.

*  Therisks of de-industrialization of some of the African economies that have made some steps towards
development of some industries are real within the context of full reciprocity. In the same vein,
reciprocity unless it is deeply asymmetric will undermine regional integration given the prevailing
structures and competitiveness of African economies.
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*  While there are some benefits from preferences, these benefits could be greater, with internal supply
capacities being one main reason why gains have not been maximized.

*  Erosion of preferences in the context of multilateral liberalization is real and this will be worsened by
possible declines in government revenues as the liberalization is deepened unless there is significant
restructuring within these economies.

It can therefore be argued that at the heart of the results upon which these conclusions are made is a
crosscutting explanation of the weak supply responses of African economies. This raises some interesting
issues. Firstly, a question on the efficacy of the economic policies implemented since the mid-1980s
arises. It can be argued that these policies failed to provide the catalyst or complementary push sufficient
to help Africa achieve the response capacity necessary for it to benefit fully from trade. Put differently, it
could be reasonable to conclude that while macroeconomic stabilization achieved in the continent has
been a welcome result of these policies, the reforms may have failed to achieve the expected benefits in
terms of improving Africa’s supply capacity.

Given the conclusions above, major challenges lie ahead for Africa, including continued fragile growth
and weak international competitiveness. Unemployment and poverty are likely to remain major concerns
for the continent in many years to come unless there is a significant shift on how trade among other
things could be utilized more effectively to overcome these challenges. The overriding question here is
what policies should Africa pursue to promote trade and growth that would enable it tackle the twin
challenges of unemployment and poverty. Nested in this question are issues such as what sectoral policies
are growth enabling; what trade policies can improve international competitiveness; and how can regional
integration be made more efficient?

Charlton and Stiglitz (2005) observe the dramatic transformation in the industrial pattern of the
global economy. The advanced industrial economies transformed in the 19* century from agriculture
into manufacturing and are currently becoming more service and knowledge based economies. On
the other hand, the developing countries comprise those that are subsistence agriculture based; export
agriculture oriented; or experiencing rapid transformation from agriculture, as they become increasingly
manufacturing based. The per capita incomes and levels of poverty today depend on whether the country
is service and knowledge-based, centred on manufacturing, export agriculture or subsistence agriculture
oriented.

Much of Africa is subsistence agriculture based with some of the countries being export agriculture
based. This points to the need to revisit the idea of diversification of African economies. In so doing, it
will become necessary to ask questions such as what macro policies can promote diversification; what
sectoral policies enable economies to diversify; how can diversification be optimally exploited to help
in regional integration and in international competitiveness. It is important, as noted in Charlton and
Stiglitz (2005), to observe that while agriculture is important for most developing countries, many of
these countries have dramatically diversified their industries and moved up the value-added chain. The



2004 Global Economic Prospects report of the World Bank shows that in low-income countries, the
shares of manufactures in total exports have risen from 20 percent in 1981 to more than 80 percent in
2001 (World Bank 2004). However, much of this dramatic transformation of exports is associated to the
rapid economic growth in India and China. The World Bank (2004) report further shows that even when
the export shares are unweighted, on average, manufactured exports share in total exports in low income
countries have doubled from 25 percent to 50 percent. A point further emphasized in World Bank
(2005) where the changing structure of export composition is taken as one of the three fundamental
changes in which international trade has changed. Exports of manufactured products from developing
countries have become increasingly important in almost all the developing regions except Africa.

4.1 The diversification trends in Africa
Diversification trends at regional level

The different measures of diversification were presented in the previous chapter. Therefore, this section
will focus on presenting the indices computed to show the trends of diversification in the continent. This
is done at the continental, sub-regional and country level. Figure 4.2 shows three diversification measures
for the African economies as a whole. The first two measures on the left-hand scale are the normalized-
Hirschman index and the aggregate specialization index. On the right scale is the Ogive index. The figure
presents the regional picture and three clear messages can be drawn from these indices.

The trends for the three measures of diversification are similar and as a result, the messages from Figure
4.2 could be elaborated by focusing on the normalized Hirschman index. The index defines four time-
periods providing an interesting picture for the African economies diversification debate. These defined
time-periods are: 1980-1982; 1982-1991; 1991-1998; and 1998-2002. The first time period up to 1982
exhibits a declining trend of the diversification index implying that the African economies were making
some progress at becoming more diversified. Clearly, although the African economies were at this time
experiencing the adverse effects of the economic crises that started around this period, the improving
normalized Hirschman index suggest that the efforts for diversification during the 1970s were still
achieving positive results that continued in the early 1980s.

However, the escalation of the economic crises in the first half of 1980s and the adjustment measures
that were instituted to deal with the crises, appear to have had negative impacts on the diversification
efforts. Thus, as Figure 4.2 indicates, there is a second clearly defined period 1982-1991, in which the
diversification index is upward trending. The gains of diversification that had earlier been achieved were
reversed over these ten years. The extent to which this reversal of the diversification gains could be
attributed to the economic crises and to possible negative effects of the measures put in place to address
the crises in the form of structural adjustment policies has remained a matter of great empirical interest.
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The third distinct period of the results of African efforts toward diversification starts in 1992. The
diversification index shows some progress towards having more diversified economies. One could
suppose that the macroeconomic stabilization policies of the 1980s may have contributed to this positive
development. Unfortunately, the gains registered were fragile as the improvement in the diversification
index lasted only up to 1998. Since then, African economies have taken towards becoming more
concentrated, considering the upward trending nature of the normalized Hirschman index from 1998
to 2002. This current trend (1998-2002) defines the fourth episode of diversification experience in the
continent and clearly needs to be reversed if the continent will be able to trade its way out of the
challenges it currently faces.

Figure 4.2: The Diversification Indexes for Africa
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In some ways, the trend in diversification index and the defined phases can easily be correlated to the
exports growth. Figure 4.3 summarizes the merchandise export growth by sub-regions while Table 4.1
provides some selected country level performances of the same. In the period up to early 1980s, rapid
exports growth took place in all the sub-regions. But this growth dissipated for most of the period covered
between 1980 and 2001. The nominal growth rates during these 20 years were very low at the regional



level. It is noteworthy that in 2002 and 2003 there has been some recovery at the continental level and
generally in all the sub-regions.

At this point, one can be able to provide some concise comments on the general trend of Africa’s
diversification experience.

Firstly, African economies exhibit very low levels of diversification. By all measures and accounts,
there has been limited diversification of exports by African economies. Over the last 25 years or so,
there has been very little change towards improved diversification in African economies in general.
Second, the African diversification experience has been volatile. Considering the evidence from
different measures of export diversification, there is no distinct and general trend of the African
experience. On the whole, the diversification trend lacks a clear and definite direction. What is clear
though is that at the continental level, there has been volatility in the diversification indicators.
And thirdly, where there have been some gains towards improved diversification, these gains have
been fragile. Associated with the volatility noted above, African economies have been unable to
register on the aggregate, any sustainable movements towards deepening diversification. The periods
where the deepening of diversification is indicated by declining trend of the various indices, have
turned out to be quite fragile and probably an indication that the fundamentals that would support
such a deepening were not in place.
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Table 4.1: Growth of merchandise exports, 1970-2003 (percent)

1970-80 | 1980-85 | 1985-90 | 1990-95 | 1995-00 | 2001 2002 2003
Africa 21.62 -6.77 6.36 -0.03 2.7 -5.54 2.99 22.63
North Africa 23.