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I. Infrixluctiou

Since independence African economies have experienced a sequence of relatively

stable growth (1960-early 1970s), a long period of persistent stagnation and crisis

(early 1970s-1993), and recent experience of modest recovery and momentum for

growth. Two decades of stagnation have been by far the longest and dominant stage in the

growth path of SSA economies. Thus it has been argued that Africa's poor economic

growth has been chronic rather than episodic (Bloom and Sachs: 1995).

2. The recent economic recovery in Africa that began 1994 has given grounds for

renewed optimism both within and outside the region. During the second half of the 1990s,

real GDP growth in Africa exceeded high population growth by averaging four percent per

annum. Export growth nearly doubled increasing at the rate of eight percent per annum.

This positive growth is due partly to continued wide-range policy and political reforms. The

sustainability of this recovery, however, is in question not only because it has not been

underpinned by a strong investment performance but also it is highly vulnerable to external

shocks.

3. Despite multiple efforts and substantial progress on reforms - macroeconomic

stabilization, deregulation and privatization, trade and exchange liberalization - there

remains structural constraints and institutional weakness that block vigorous domestic

supply response. Furthermore, inherent structural rigidities constrain the ability of African

economies to respond to external shocks. Most African economies are still highly

dependent on primary products and a high degree of export concentration on one or few

commodities. The capacity of reform and room for maneuver by governments is severely

limited by the debt overhang and high profile of aid. Moreover, inadequate infrastructure

and institutional framework, which entail high risks and transaction costs, have led to low

competitiveness thereby making it difficult for Africa to compete in the global economy.

Other natural and man-made factors such as drought, landlockedness, disease, civil war,

poor governance, and corruption have exacerbated the situation thus contributing to the

already complex development problem. More importantly, these development problems

and constraints are not isolated but rather inter-twined and are manifested in an interactive

and mutually propagating manner.

4. Rapidly changing global environment also imposes serious challenges to African

economies. The current two major changes - globalization and revolution in information

technology - have double-edge sword. While these changes offer unprecedented

opportunities for growth to less developed countries, it is also poses politically and

economically destabilising challenges to most developing countries including Africa.

5. The capacity and capability to overcome these challenges is critical to attain the

ultimate goal of African development of enhancing overall well being of the African people

through continuous poverty alleviation and improved living standards. This ultimate

objective will only be attained if pursued in tandem with the objective of establishing self-

sustained development that, in turn, encompasses three sub-goals: (i) achieve sustained

economic growth and sustain the resource base, (ii) elicit optimal economic (social)

transformation and (iii) integrate African economy with collective efforts.



6. These sub-goals are not mutually exclusive. Growth accompanied by structural

transformation is essential to enhance the productivity of an economy and to reduce

vulnerability from external shocks and thereby sustain economic growth. At same time,

economic integration is an indispensable element for sustainable growth given small market

size and fragmentation of the African economies. Therefore, the foremost challenge for

African policy makers and their development partners at the beginning of the millennium is

to achieve sustainable growth for continuous poverty alleviation and socio-economic

transformation.

7. The World Social Summit (Geneva 2000) - held to assess the progress that had been

made in the five years since the 1995 Copenhagen Summit and to explore new initiatives -

highlighted the need to generate and sustain economic growth - in the context of

macroeconomic stability and structural change as the means of achieving the

development goals - and thereby address social problems effectively.

8. In the presence of these enormous challenges facing African economies, the question

then is what are requirements and prerequisites to address these challenges, in

particular what are their resource implications in terms offinancing. The issue of

financing is to be governed by the strategy to be implemented. Since independence and up

to the mid-1970s most of the SSA countries adopted a development strategy based on the

import-substitution to transform their production structure from primary products (low

value-added and low income elasticity of demand) to high value manufactured products.

9. In implementing this development strategy, the state played a major role through an

overall-planning framework including a guidance of major investment decisions. Although

there were varieties in the implementation of the adopted plan, general approach was

informed by the two gap model derived from Harrod-Domar planing model which

estimated required investment for stated growth goals (Amoako and Alt: 1998). The share

of public sector investment, derived from the estimated total investment, then had been

allocated to domestic and external sources. For the external sources, Official Development

Assistance (ODA) accounted mostly, and thus played an important role in financing.

10. The ruling development paradigm that had informed the exercise of such a

development financing came to be discredited by the mid-1970s with the resurgence and

universality of neoclassical propositions. The implementation of wide-ranging structural

adjustment programme (SAP) since 1980 substituted markets for states in effecting

development, and thus curtailed the role of states. While no clear methodology emerged

for financing development, the structure of international financial flows has changed such

that the importance and share of private capital flows to developing countries began

increasing.

11. ODA came to play a new role in the context of policy-based lending. ODA, which

played an important role in development financing in Africa, continued to decline in 1990s

both in terms of its growth rate and amount in spite of the improving prospects of aid

effectiveness with enhancing policy environment in many African countries. The declining

ODA is mainly caused by the so-called aid-fatigue in donor countries based on aid

dependency syndrome (turned out to be flawed in many respects).1

1 See section VI for further discussion. Aid dependency can be defined as 'a situation in which an

economy receives a significant amount of aid over considerable period of time so that a substantial

reduction of such flows would cause serious negative economic effects'. The worrisome is available

choices for recipient government to offset the reduction of the flow - reduce expenditures, increase



12. For the estimation of the resource requirement of the continent, various attempts

have been made that resulted in a number of alternative estimates of the total amount of

resources required by Africa to achieve sustainable growth in the medium run.2 All these

attempts are based on the typical Harrod-Domar model, which has been argued to contain

various pitfalls (Easterly: 1997). These estimates invariably depend crucially on the

assumed efficiency of capital use in Africa as proxied by the incremental capital output

ratio (ICOR) and on the desired rate of economic growth to be achieved. Given required

investment derived from the target growth rate, domestic savings ratios (to GDP) then

determine the remaining gap to be filled by the external flow of resources. As Amoako and

Ali (1998) noted the results based on such a method is only indicative because it assumes

major growth-related variables to remain constant for medium run estimates and as such

may be considered as lacking.

13. Given these backgrounds, the objective of this paper is to estimate the required

resources to attain overarching development goals in Africa. While we derive the required

resources, a number of attempts are made to provide a pillar of comprehensive/integrated

approach for development.3 This is because the implications in terms of the resources to

be mobilized for meeting the goals should be one of essential means to realize the goals.

14. Although this paper is to complement recent studies on development financing, the

modalities pursued in this study are different from earlier attempts in the following aspects.

First, an attempt is made to estimate the resource requirements not only for poverty

reduction but also other key development goals such as structural transformation and

industrialization in Africa. As we discussed, these goals are essential for sustainable growth

that in turn is essential to attain substantial poverty reduction. This exercise of linking

poverty reduction with other key development goals will also shed light on the analysis of

an optimal path of African development and pertinent development strategy.

15. Secondly, for the estimation of required resources, the study adopted the results of

growth simulation on different groups of Africa in addition to the simple method of growth-

investment relation (ICOR). This method enables us to derive required investment directly,

and thus to compare the results to be obtained by using the ICOR. By grouping of African

economies, we can also examine not only financing needs but also other prerequisites of

different groups associated with their current and past economic performance so that we

can elicit appropriate policy implications for each group and region. Third, the study

incorporates the estimates of sectoral resource requirements to derive sectoral policy

implication and to deepen understandings on the issue of financing development from the

existing analysis at aggregate level.

16. The rest of the paper is organized as follows. Section two briefly summarizes the

development initiatives and financing, as well as past estimates on resource requirements.

taxes, borrow from abroad (raise debt), raise foreign investment or a combination thereof - because

of their feasibility or viability.

2 For further information, see World Bank (1989). ECA (1993), African Development Bank (1995),

Amoako and Ali (1998), ECA (1999a), as well as section 2 of this paper.

3 A comprehensive approach that addresses all the key issues in a coordinated manner is

indispensable for sustainable development in Africa in the presence of enormous challenges that we

discussed, as well as the fact that those challenges are inter-twined and mutually propagating. The

importance and key elements of this comprehensive/integrated approach was addressed in the

World Bank (199*). ECA (1999b, 2000), and the World Social Summit (Geneva 2000).



Section three discusses potential growth prospects and assesses its impact on poverty for

three groups of African economies. Section four examines structural transformation,

sectoral dynamism and sectoral growth in different groups of economies (including

Southeast Asia successful performers). Section five estimates required and desired

resources to attain key development goals in Africa. Section six deals with sources of

financing and policy implications to enhance their mobilization. Section seven concludes

and elicits policy recommendations.

II. lleveh»|Hmkat Initiatives, IBesunre Transfer , —, r]

ami Past Estimates . - '*$&$&

During the last two decades, there were a number of international initiatives to assist

African countries to get out of the crisis of underdevelopment that included plans of

action at country, group of countries and regional level. Regardless of different

focus, the plans of action of these initiatives involved a promise of a major component of

explicit or implicit transfer of resources to the African countries.

18. United Nations Programme of Action for Africa's Economic Recovery and

Development (UN-PAIRED) was the pacesetter for region-wide initiatives. This initiative

adopted by the General Assembly in June 1986 was expected to transfer an additional

US$9 billion to Africa annually (over the period 1986-1992) over the previous level of

ODA.

19. In assessing the failure of the UN-PAIRED to achieve its objectives with continued

dismal economic performances of the continent during the period of the initiative, the UN

General Assembly in 1991 adopted the United Nations Agenda for the Development of

Africa in the 1990s (UN-NADAF). This new initiative was regarded as a commitment of the

international community in the form of a "a new compact". In terms of development

financing, it was to transfer a minimum of US$30 billion in net ODA in 1992 and that ODA

would need to grow in real terms at an annual rate of 4%.

20. More recently, in the course of implementing UN-NADAF, the United Nations

System-wide Special Initiative (UNSIA) was launched in March 1996 with the objective of

devising a practical approach to maximize the UN's support for Africa. While the resource

mobilization strategy of the initiative was based upon maximizing existing resources and

utilizing current structure in targeting the four key areas of basic education, community

health systems, water and food security, its ultimate articulation rested on the coordination

of development efforts of the UN System including the Bretton Woods institutions and

bilateral donors.

21. A number of UN-sponsored global conferences also have generated a set of

commitments that embodied quantifiable and dated goals and objectives.4 In the Social

Summit held in Copenhagen in 1995, the heads of state or government of 117

countries committed themselves to fight poverty, unemployment, and social disintegration.

The ambitious agenda in Copenhagen outlined 10 commitments to social development in

its adopted Program of Action with the overarching goal of halving poverty by the year

4 These global conference includes the World Social summit of Copenhagen (1995), the Beijing

Conference on Women (1995), the Cairo Conference on Population (199*), Tokyo International

Conference on Africa Development (TICAD II, 1998), and Geneva Social Summit (2000).



2015.5 In contrast to other initiatives, the Copenhagen Declaration and Programme of

Action did not attempt a quantification of the required resources to achieve the specified

objectives.

22. A special Session of the UN General Assembly was held in Geneva on June 2000 -

entitled the World Summit for Social Development and Beyond: Geneva 2000 - to

assess the progress that had been made since the Copenhagen Summit in 1995 because

the year 2000 was identified as a reasonable medium term horizon to achieve important

developmental goals. In the intervening five years, there has been heightened concern over

the economic and social consequences of international financial crisis, growing insecurity

over globalization, and in some regions, a deepening of poverty and unemployment.

23. The fundamental question in the Geneva Summit was whether words have been

translated into action during five years down the road. While progress has been made

certainly in some areas, the record indicated that improvements in some areas had gone

hand in hand with setbacks in others. The progress has been unsatisfactory in a number of

areas and many social indicator targets set for 2000, especially in Africa, have still not been

met. Although poverty reduction, which was spearheaded in Copenhagen, has become the

main development objective of national and international policy, the number of people

living in poverty has increased in many countries since 1995. Moreover, many least

developed countries have also seen their share of official development assistance shrink. In

some countries, particularly in Africa, resource constraints, natural disasters, HIV/Aids,

and internecine conflict undermined the potential for improvement.

24. The Geneva Social Summit also explored new initiatives that might move the social

development agenda forward, including through current forms of international cooperation

and the role of international institutions. The Summit noted in its declaration that achieving

the goals would require "much stronger and more comprehensive action, and new,

innovative approaches by all actors, national and international, governmental and non

governmental, taking into account the relevant United Nations conferences and summits."

As the way forward, the Summit highlighted the links between social and economic

problems and the need to generate and sustain economic growth - in the context

of macroeconomic stability and structural change - and thereby address social

problems effectively.

25. Past Estimates: In the context of development financing, there exist a number of

alternative estimates on the total amount of resources required far Africa to achieve

sustainable growth in the medium- to long-run. This includes World Bank (1989), ECA

(1993), African Development Bank (1995), Amoako and AH (1998), and ECA (1999). All

estimates depend crucially on the assumed efficiency of capital use in Africa as proxied by

the incremental capital output ratio (ICOR) and on the desired rate of economic growth to

be achieved. The results based on such a method are only indicative because it assumes

key growth-related variables to remain constant for medium- and long-run estimates and as

such may be considered as lacking.

5 The Copenhagen agenda includes raising life expectancy to not less than 60 years in all countries;

reducing under-five mortality by one third; reducing maternal mortality by half; reducing severe and

moderate malnutrition among under-five children; achieving universal access to basic education and

the completion of primary education by at least 80% of primary school-age children; and reducing

adult literacy by at least half.



26. ADB (1995) estimates assume a desired rate of growth of 5.5% over the 1997-2001

and an incremental capital output ratio of 5 (namely a rate of return to capital of about

20%). To fulfill required investment of about 26% of GDP with a domestic saving ratio of

17.4%. Africa needs a required inflow of foreign resources (external resource requirements)

of 8.7% of Africa's GDP that amounts to US$39 billion per annum in the 1990s.

27. ECA (1993) estimates required resources for two groups of countries according to

their income level: a low-income group of 36 countries (with a 1992 annual per capita

income below $650 in 1990 dollars) and an upper-income group of 15 countries. The

ICOR for the two groups is assumed to be 7.5 and 6.5 for low- and upper-income group

respectively for 1993. With an improvement in capital efficiency, this ICOR is projected to

decline to 5.9 and 5.5 respectively for 1998. Given UN-NADAF target growth rate of 6%

and other assumptions about the behavior of exports, imports and debt, ECA estimated

that Africa would need external resource flows of US$75 billion in 1998 and US$145

billion in 2005 - for the low-income group, US$42 billion in 1998 and US$86 billion in

2005 and US$33 billion in 1998 and US$59 billion in 2005 for the upper-income group - if

Africa were to achieve the UN-NADAF growth target.

28. Unlike to previous studies based on assumed desired growth rate, Amoako and Ali

(1998) attempted to address the required resources for Africa to attain internationally

agreed development goal of poverty reduction by half by the year 2015. Using some

regression results of Easterly type (used for his critique on Harrod-Domar model based

ICOR approach) for a sample of African countries, they showed that sensible projections

can be made using the ICOR approach (simple linear growth-investment relationship) as

well as use some "subjective" information as recommended by Easterly. By noting that

capital output ratios have not been constant and fluctuated widely in African economies,

they used the estimated ICOR as base-year information and assumed the capital efficiency

of eight sample countries approaches to the lowest recorded ICOR (from the average ICOR

of 7.8 to the highest capital efficiency of Uganda of 2.5).

29. Given the assumptions, their results suggest that rather hugh amounts of external

resources will be required initially. For SSA as a whole excluding South Africa and Nigeria,

external resources of about 47% of the region's GDP (US$ 102 billion) was required on

annual basis during 1999-2000 to achieve the goal of poverty reduction. However, this

high dependency on external resources declines to 30% (US$ 84 billion) during 2000-2005

and to 10% (US$ 41) during 2006-2010. By the end of planing horizon in 2015, the

region could have achieved both its poverty reduction objective and move into self-reliance

with such a possible trend of ending aid dependency.

30. ECA (1999a) adopted the same approach as Amoako and Ali (1998) to derive

required resources for the whole region and five sub-regions to attain the goal of halving

poverty by the year 2015. According to its results, the required investment to enable a

GDP growth rate of 7% per annum (to reduce poverty by half) for the whole continent

would be about 33% of GDP (for SSA, 40% of GDP). Given that the weighted average

savings rate is about 15%, this leaves 18% of GDP to be covered from external sources (for

SSA, 14% savings rate leaves 28% of GDP). With official development assistance (ODA)

flows averaged about 9% of GDP, there remains a residual development finance gap of 9%

GDP that needs to be covered on an annual basis to achieve the goal of poverty reduction

(for SSA, with 12% of ODA, a residual finance gap of 16% of GDP remained to be

covered).



III. Potential Growth Prospects and Poverty Italurtion

To derive the quantified goal of development namely required growth rate for poverty

reduction in the continent, we start with the sectoral profiles of poverty in SSA. Ali

and Thorbecke (1998a, 1998b) and Ali (1998), using household survey data for 16

SSA countries, provided the most recent estimates of the level of poverty measured by the

head-count ratio, as well as the responsiveness of various measures of rural and urban

poverty to growth and to changes in income distribution.

Table 1: Sectoral Poverty in Sub-Saharan Africa

Head-count Ratio (%)

Poverty Line ($)

Expenditure of the Poor

Elasticity*: Income growth

Elasticity: Gini coefficient

Rural

58.72

$25.9

$14.2

-0.80

0.535

Urban

43.00

$43.4

$26.9

-0.89

1.616

National

51.88

$31.4

$17.6

-0.85

Source: Ali and Thorbeck 1998a, 1998b

Expenditure of the poor is expenditure per person per month in terms of PPP 1995 US dollar.

Elasticity*: Sectoral elasticity of poverty with respect to income in terms of head-count ratio

32. According to these results, currently 52% of the SSA population are living below a

poverty line of $1 per person per day measured in 1995 PPP which reflects the minimum

requirements to satisfy the most basic of needs. As the table 1 clearly shows, poverty in

rural SSA was very wide spread where 59% of the rural population were living below the

poverty line of approximately $ 26 per month per person. The average expenditure of the

rural poor recorded only $14 per person per month that represents the depth of rural

poverty.

33. Table 1 also summarized the results of Ali and Thorbecke (1998a) on the sensitivity

of sectoral poverty to the changes in mean income and Gini coefficient. In SSA, both rural

and urban poverty are sensitive to income growth - one percent increase in income leads to

0.8 and 0.9 percentage point reduction of poverty in rural and urban sectors respectively

(in terms of head-count ratio). According to their findings, rural poverty in SSA responds

more sensitively to income growth than to income distribution, while urban poverty seems

to be comparatively more responsive to changes in income distribution.

34. Growth Prospects and Scenarios: Using growth scenarios of different groups in

Africa, this section assesses the expected impact of growth on the path of poverty in each

group. This study adopts the results of a recent growth simulation (Guillaumont,

Guillaumont and Varoudakis: GGV: 1999). This is because their exercise of categorizing

African economies into three groups by using a composite indicator enable us to establish

other essential development goals (in addition to the goal of poverty reduction), and hence



to estimate associated resource requirements for these goals.6 Their simulation horizon of

15 years also matches our projection period of halving poverty by the year 2015. Given the

associated investment derived from the growth simulation, we also can compare them with

required investment derived from a growth-investment relationship (of ICOR).

35. On the basis of the composite indicator, African economies are categorized into three

groups: five good performers (G5) of African economies; the group of 14 potentially

emerging SSA countries (G14); and the rest of SSA countries (G18).

36. The group of five good performers in Africa (G5) have demonstrated the

ability to adopt sustainable reforms and achieved structural diversification, and thus could

cushion themselves against possible external shocks. These countries also displayed more

favourable structural features than other SSA countries. Moreover, they showed strong

positive trend in the core infrastructure, high and improving level of education attainment,

and enhancing international competitiveness, as well as robust financial development. The

G5 benchmark countries are Botswana, Mauritius, Morocco, South Africa, and Tunisia.

37. The group of 14 potentially emerging SSA countries (G14) have reasonable

chances of improving their policies in the medium term in a sustained way, following the

example of the G5 countries. According to GGV, these countries showed a tendency

towards a sustainable improvement of their policies, which opens the prospect of a

sustainable take-off during the forecast period of 15 years. They displayed significant

progress in removing macroeconomic imbalances and relative price distortions - including

inflation, budget deficits, black market foreign exchange premium, and real exchange rate

misalignment. Compared to other SSA countries, G14 countries also exhibit a potential for

financial sector development with less distortion in their financial system. The G14 also

show lower political instability, which could contribute to secure the implementation of

more sound policies over the projection period. Half of these potentially emerging countries

belong to the CFA zone: Benin. Burkina Faso. Cote d'lvoire, Gabon, Mali, Senegal, Togo

and the rest are: Ghana, Ethiopia, Kenya, Mauritania. Mozambique. Uganda, Zimbabwe.

38. Other SSA countries (G18) compose the third group, which did not meet the

criteria for sustained improvement of their performances. In addition to the above-

mentioned differences with the G14, these SSA countries have two significant differences

with the emerging G14. First, the forecast for G18 countries shows a significantly lower

investment than that of G14 (14.2% compared to 20.5% for the forecasting period).

Second, the G14 shows more appropriate macroeconomic policies and less structural

imbalances (related to trade and finance) than that of the G18 SSA countries.

39. The growth scenarios we use include prospects of those three groups of Africa

economies for the horizon over the 15-year period, from 2000 up to 2015. These prospects

are the likely outcome of an extrapolation of structural trends and economic policies

observed during the two previous decades (1975-95). Four growth scenarios we adopted

include i) the growth rate to halve poverty in Africa by the year 2015; ii) baseline forecast

of growth for SSA countries: iii) baseline growth scenario of G5 and growth scenario of

6 For the groupings of African economies. GGV used a composite indicator, which includes

economic performance, macroeconomic and structural policy variables to identify countries that

seem to have the ability for sustained improvement of their economic performances. The

composite indicator was constructed from a set of 14 variables, which contained five

macroeconomic and structural policy variables, seven variables for economic performance, and two

indicators of domestic and external conflicts.



G14 to catch-up growth rate of G5; and iv) optimistic maximum growth scenario for the

G14.

(i) Growth scenario to achieve the objective of halving poverty by the

year 2015 as an overarching goal of development: To attain this goal,

poverty in SSA should be reduced at an annual rate of 4.5% (4.0% in 17

years} which, in turn, requires growth rate of 4.7% (4.4% in 17years) per

annum in terms of per capita income.7

(ii) Baseline growth forecast for SSA is the results of growth simulation

based on the extrapolation of previous trends, and thus shows no

significant improvement in these economies. Under this scenario, average

per capita GDP growth of SSA remains at disappointing rate of 0.3% per

annum, if these economies are lacking of substantial improvement in

policies and structure over the 15 year simulation period.

(iii) Baseline growth scenario of the G5 shows robust growth prospects of

per capita GDP with an average growth rate of 2.11% for the 15-year

forecasting period. The difference in growth between the G5 and G14 SSA

economies turns out to be relatively stable at an average of 1.8 percentage

points during the forecasting period. For the G14 countries to catch-up to

the growth rate of G5 economies, they need more balanced structural

transformation related to trade and financial development (1%), improved

core infrastructure and higher level of education attainment (0.7%),

removing macroeconomic imbalances and distortions (0.4%), and

enhanced domestic political stability (0.1%).

(iv) Maximum growth scenario for the G14: The potentially emerging G14

countries are estimated to grow at an annual rate of 3.9%. This optimistic

prospect can be derived by setting ail policy-related growth differences to

the G5 equal to zero, as well as removing all remaining capital shortages-

related factors (which amounts to an annual growth rate of 0.9 % points).

7 To explore the required rate of GDP growth to achieve this annual reduction in poverty, we need

an estimate of the income growth elasticity of poverty. The elasticity of poverty with respect to

income growth that we use for this calculation are -0.85 for national, and -0.80 and -0.89 for rural

and urban area respectively (as in table 1). Any poverty measure could be written as a generalized

form: P = P(|Vz, m) where ji is mean consumption. Z is the poverty line and m is an inequality index

(e.g. Gini coefficient). If it is assumed that in the long-run the inequality index is a function of mean

income (or consumption), then m = m{ji) and we can have measured poverty as a function of the

true mean n* as in Ravaliion and Chen (1997) such that P=P(|a*.t) where t is time.

(dp/dt)/p = -0.045 = a {g-n)

where a stands for the growth elasticity of poverty, g and r\ for the rate of growth of GDP and

population respectively. Using the estimated result of Ravaliion and Chen (1997), Amoako and Ali

(1998) adopted -0.8 as an income (growth) elasticity of poverty. The UNECA (1999a) reported -

0.92 as an aggregate level of growth elasticity of poverty for all African countries. Considering all

recent results including Ali and Thorbecke (1998a and 1998b), we use -0.80 as an income elasticity

of poverty in rural area and -0.89 for that in urban area.



40. Assessing the Impact of Growth on the Path of Poverty: Using these growth

scenarios, we assess the impact of growth on poverty in different groups of Africa

economies over 15-year period from the year 2000 to 2015. The maximum growth

scenario for G14, for instance, during the projection period induces about 80 percent

cumulative increase in per capita income, which involves a substantial improvement in

Africa's living standards. Table 2 reports the estimated poverty with respect to the different

growth prospects in SSA by holding constant income distribution.8

Table 2: Growth scenarios and poverty alleviation

Growth

scenarios

Baseline SSA

(G14 + G18)

Baseline G5

G14 catch-up

G14

Maximum

Poverty by

half

SSA (15 year)

Poverty by

half

SSA (17 year)

Rate of

growth

(%)

0.33

2.11

3.91

4.89

[5.29]

4.39

[4.70]

Income

increase

by 2015

(%)

5.1

36.8

111

104.6

[116.6]

90.5

[99.1]

Projected Head-Count Ratio

in 2010

National

Initial: 51.8

50.2

41.7

34.6

29.9

31.8

in 2015

Nationai

Initial: 51.8

49.5 (49.3)

38.1 (37.2}

29.2 (27.8)

26.0 (26.0)

25.9 (25.8)

Rural

Initial:

58.72

56.1

43.8

34.0

30.4

30.3

Urban

Initial:

43.00

40.9

31.1

23.5

20.8

20.8

Source: Own calculation using head-count ratio from Ali and Thorbecke (1998a) and growth rate

from GGV (1999). Income growth elasticity of poverty: national (-0.85), rural (-0.805) and urban (-

0.889). Numbers in brackets represent projected poverty based on the elasticity for SSA -0.92 (ECA

1999a).

41. Under the conservative baseline scenario of SSA with an annual growth rate of

0.3%, which is based on past trends in these countries, poverty remains practically

unchanged at its prevailing high levels. At the end of the projection period in 2015, rural

poverty remains around 56% from its initial level of 58% of the head-count ratio and urban

poverty recedes by only two percentage points. This baseline scenario of SSA countries

provides a gloomy feature because poverty in those countries can be actually deteriorated

when we consider the structural vulnerability of SSA economies to external shocks.9

The projection is derived from the following equation.

where P and Pn is poverty level in terms of head count ratio at t and initial year. gp stands for

the growth rate of poverty reduction. £ v is tne elasticity of poverty with respect to income growth

and g stands for the rate of growth. From the definition of the elasticity, we have gp = %pvgv

because

dy p p I v
' p.y pf&v

9 For instance, bad weather, civil conflicts, and a deteriorating terms of trade in a more competitive

external environment with undiversified production and export structure in these SSA countries.



42. Moreover, the improved growth prospect of the G14 - for the group to catch-up with

the growth rate of the good performers (G5) with enhanced structure and policies - is not

strong enough to bring about a significant reduction in poverty. With per capita income

growth rate of 2.1% per annum (approximately 4.8% growth rate including population

growth in SSA), poverty declines 26% from the initial level and thus average 38% of

population will still remain under poverty line (more than 40% in rural area). From a

political economy point of view, such slow progress in reducing poverty could undermine

the commitment to sound macroeconomic policy and structural reform, the sustainability of

which is a prerequisite for the resumption of growth implicit in this scenario.

43. Under the optimistic maximum growth scenario for emerging group of 14 SSA

countries, substantial poverty reduction is projected. By the year 2015. this growth prospect

lowers the head-count ratio to below 30% at national level (by reducing 43% of poverty in

SSA from the initial level). Poverty in rural and urban areas can be alleviated by 42% and

45% respectively from the initial level.

44. These projections, however, underestimate the impact of growth on poverty, because

they are based on a fixed level of income inequalities. The emerging G14 scenario and the

maximum growth scenario involve a steady improvement in educational attainment and an

upgrading of core infrastructure, which could be effective in reducing income inequalities.

Extending the provision of basic education and vocational training can even out income

inequalities as better skill lead to higher individual and family earnings. Improving core

infrastructure can also lead to a more balanced geographical distribution of economic

activities and thereby of incomes. Improved income inequalities would in tum considerably

reinforce the impact of growth on poverty, provided the pattern of growth remains

balanced as assumed in the emerging and maximum growth scenarios.

IV. Structural Trausfonnntiofl mid Italanced tirawtkfe'

One of the obvious development goals of Africa is to attain economic transformation

and industrialization. For structural transformation and diversification to occur (key

to achieve sustainable growth and reduce the vulnerability of African economies

from external shocks), Africa will require the development of non-traditional and

competitive industries through industrialization. Industrialization enables an economy to

produce high value added products, as well as overcome structural weakness and adapt to

global dynamism and competition through the utilization of economies of scale and benefit

of diversification. Industrialization is essential to the structural transformation of Africa's

economy. Besides, it is the key to strengthen Africa's participation in the world economy by

providing the platform for enhancing Africa's competitiveness.

(n) Structural Trninfonimtton jiimI Sectoral llriiniiiiuii

46. A typical pattern of economic development with respect to structural

transformation accompanies the relationship between economic development and

dynamic evolution of output and employment within and across economic sectors. Both

long-run historical data for developed economies and cross section of developing

economies showed a substantial fall in agriculture sector and initial rise of industry sector



during an early development period, as well as rise of service sector. The evolution of

employment in each sector and its share across sectors also showed the same pattern.

47. In a recent study, Kongsamut, Rebelo and Xie (1998) examined the issue of

structural changes in developing countries by regressing both the shares of output and the

labour allocation in each sector (as dependent variables) against the level of income and

the square of income. Using an historical data set for 22 countries for the share of labour

allocated in each sector as a dependent variable, they obtained robust significant results

that are consistent with the stylized facts of structural change for all three sectors. For the

share of output, however, using cross section of 123 countries, they obtained significant

results only for the agricultural sector.

48. This section explores the structural change and sectoral dynamism and their impacts

on the performance of Africa economies. First, we attempt to explore whether the pattern

of structural change in Africa economies is consistent with the typical pattern of economic

development (or inconsistent and thus has a certain defect in their structural

transformation). To answer this question, we pooled the data for different groups of African

economies to regress the share of real output in three sectors - agriculture, industry and

services - against the real per capita GDP and the square of per capita real GDP.10

49. Industrialization and economic transformation has been a centerpiece of the

development of African economies. Analysis on this matter also is a necessary step in this

paper to derive a certain criterion and development goal for African economies to obtain,

and thus ultimately we can derive required development financing in Africa. For a

consistent comparative analysis with the section 2, our empirical analysis includes different

groups of economies, especially the group of five (G5) successful African countries and

three Southeast Asian countries - Malaysia, Indonesia and Thailand (MITs) - as a

benchmark. For MITs, it has been argued recently that the resource-based industrialization

is a desirable way forward for many resource-rich African economies to take-off and to

obtain sustainable growth.)

50. The results of our estimates (both least square and generalized least square) for

structural changes are reported in annex table 1. For structural changes, our estimates for

different groups of African economies are consistent with the stylized facts, and thus

confirm the development regularities that growth in per capita income tends to be

accompanied by decrease in traditional agricultural sector and by increase in modern

industry and service sector.] *

51. To probe the issue further into sectoral dynamism in Africa, we also regress the ratio

of industrial to agricultural output against the same independent variables. The equation

for estimation is specified as

10 We used the World Development Indicator (World Bank 1998) to compose four panel data sets

with 38 countries: 26 SSA countries, four North African countries, five successful African performers

(G5), and three Southeast Asian countries for the period 1960-1996.

11 When the intercepts are allowed to vary across countries to account for differences among

countries (with a given restriction that other coefficients are assumed to be equal across countries

within a group), we obtained more robust result with higher adjusted R-squares.



(1) (

where, y, and yQ stands for share of value-added output in industry and agriculture sector

respectively, and y is per capita real GDP. Table 3 summarises the results of our estimation

on sectoral dynamism. For the Southeast Asia MITs, which achieved resource-based

industrialization successfully, we find a significant evidence for sectoral dynamism that has

been accompanied by their economic growth - the relative share of industry to agriculture

output tends to increase as per capita income rises. It is worthy to note that they obtained

sectoral dynamism with balanced growth by sustaining high agriculture growth rate (table

4).

Table 3: Estimation Results for Sectroal Dynamism: Dependent variable: (yi / ya)

Africa Group 5

North Africa

Asia MITs

Pi

-0.357

(-0.21)

1.838

(2.12)

2.929*

(3.07)

P2

0.093

(0.78)

-0.072

(-1.19)

-0.181*

(-2.53)

a

-1.17

(-0.20)

-8.467*

(-2.79)

-10.98*

(-3.49)

Adjusted R2

0.55

0.61

* significant at 1%. Numbers in parenthesis represent t-values

52. In contrast, for 26 SSA countries, we could not find evidence for sectoral dynamism.

Moreover, in the five successful Africa economies (G5), whose average income level is

similar to that of Asia MITs, the dynamism between sectors has not been witnessed.

Therefore, as we further discuss in the following, Africa economies were not able to benefit

from the positive effects of sectoral dynamism on factor productivity growth, and therefore

economic growth.

53. For further information about structural changes, table 4 provides changes of sectoral

contribution to GDP and growth rates of sectoral output over time in SSA and Southeast

Asia MITs.12 As it is apparent from the table, significant structural transformation has

occurred in the MITs. Their agricultural share has declined more than 5 percentage points

during every decade, while industrial share increased almost 5% for each period

continuously. Moreover, they maintained an average of 9% of high industrial growth rate

during the sample period that enabled them to obtain resource-based industrialization

with a development of incentive-driven dynamic comparative advantage.

12 Given empirical results of sectoral dynamism (table 3), we adopt not a group of five (G5)

successful African economies but Southeast Asia MITs as a benchmark for structural dynamism and

industrialization.



Table 4: Shares of sectoral output and growth rate (average annual %)

Agriculture

Contribution to GDP

Annual growth rate

Asia MITs

G14SSA

SSA

Asia MITs

G14 SSA

SSA

1960-73

36.0

37.7

41.9

1974-80

26.5

34.7

37.6

3.9

2.8

3.3

1981-90

19.7

33.8

37.8

3.7

2.5

2.4

1991-96

14.6

32.7

37.6

2.9

3.2

3.2

1974-96

3.59 [3.60]

2.81 [-0.57]

2.89 [0.44]

Industry

Contribution to GDP

Annual growth rate

Asia MITs

G14SSA

SSA

Asia MITs

G14 SSA

SSA

21.4

21.4

20.7

32.6

23.8

22.6

8.6

3.1

4.9

35.6

21.4

23.6

8.5

2.7

3.3

40.9

21.9

25.0

10.5

3.5

2.0

9.05 [2.70]

3.06 [-0.55]

3.45

Services

Contribution to GDP

Annual growth rate

Asia MITs

G14 SSA

SSA

Asia MITs

G14 SSA

SSA

42.5

40.6

37.3

40.8

41.5

39.8

8.9

5.0

4.4

44.7

44.7

39.1

6.9

3.3

2.6

44.4

45.3

37.3

7.8

4.4

0.4

7.76

4.14

2.59

SSA countries exclude G5 and G14 countries rrom Sub-

Numbers in brackets are average annual sectoral output

Sahara Africa

growth rate (%) per worker during 1980-96.

54. In contrast, in SSA (both G14 and other SSA countries), such dynamism has not

occurred yet, even though there have been modest structural changes in the sense that the

share of agriculture declined slightly since independence period. The output share of both

agriculture and industry, however, has almost not been changed during the period of

economic stagnation (downturn) since 1974 with two external shocks of oil crisis and

debacle of Bretton Woods system. The average growth rate of industrial sector were low by

as much as a third of that in MITs with either stagnant (in the G14) or declined (in other

SSA countries) over time. When we take labour force employed in the sector into account,

we can observe sharper contrast between the two groups: the average output growth rate

per worker in MITs recorded about 3% per annum, while that in SSA was negative

(cumulative rate for 10-years recorded 29% in MITs and -5.6% in SSA,during 1980s).

55. Sectoral dynamism is depicted in figure 1 by showing the relationship between an

evolution of relative sectoral share (the ratio of industrial to agricultural sector output) and

a GDP evolution in SSA and Southeast Asia over the period of 1960-1996. This result

confirms a dynamic interaction between the sustained growth and structural changes over

time in MITs. Moreover, as we discuss in the following section, this transformation

substantially contributed to the sustainable growth through productivity growth in these

Southeast Asian economies, while it was not the case in SSA (except few good performers

in African economies).

|l»| ICciillocntioii of LnlMHir ami <»niwf1i

56. The role of sectoral changes in economic growth has long been recognized in economic

development literature. Syrquin (1986) emphasized that factor reallocation contributes to

total factor productivity (TFP), and thereby to growth. Feder (1986), and Dowrick and



Gemmel (1991) found that countries that pursued an accelerated industrial growth had a

tendency to grow faster than other countries because of improved resource allocation. GDP

growth has been systematically higher in OECD countries where a large share of labour has

been reallocated from agriculture to industry and services. The results of Dowrick and

Gemmel (1991) shows that labour reallocation from agriculture to industry (and services)

has made a significance contribution to GDP growth.

57. Despite large volume of empirical works on economic growth during the last decades,

the effect of factor reallocation has been rarely introduced. Young (1995) exceptionally

introduced sectoral reallocation of labour in his study on East Asia and found that most

TFP gains in East Asia derived from inter-sectoral reallocations of labour during the

successful take-off period from the 1960s to the early 1990s. It is also argued that in most

fast growing countries, growth is accompanied by significant positive reallocation of labour

movement from agriculture (where labour productivity is typically low) to non-agriculture

sectors (Poirson: 2000).

58. As a preliminary attempt to the discussion on productivity gains of labour movement,

we look into the growth rate of labour in agriculture and non-agriculture in different groups

of African economies, as well as Southeast Asia MITs. Table 5 shows significant differences

among different groups in Africa, reflecting the different stages in structural dynamism and

development.

59. As the table 5 clearly shows, except SSA. the share of labour in agriculture in all

groups decreased considerably over time. Moreover, it decreased at accelerated rate with

higher decreasing rate during 1980-90 than the previous period. In SSA countries,

however, the share of labour in agricultural sector neither declined at an appreciable rate

nor changed significantly during the different period.

Table 5: Growth rate of labour share in agricultural and non-agricultural sector

Agricultural sector

SSA

Africa Group 5 (G5)

North Africa

Asia MITs

1961-1990

-0.69

-2.67

-1.85

-1.55

61-79

-0.66

-2.28

-1.33

-1.40

80-90

-0.75

-3.35

-2.73

-1.81

Non-agricultural sectors

SSA

Africa Group 5

North Africa

Asia MITs

2,311 2.68J > 1.68

1.37

1,83

2.31

1.47

1.63

2.49

> 1.21

< 2.18

< 2.61

In the sample. SSA is composed of 26 countries excluding the group of five (G5).

60. The growth rates of non-agriculture labour share also show significant differences

among groups even though it increased in all groups. One sharp contrast is that, in SSA

and G5 countries, the growth rate declined with lower rate during the second period of

1980s than earlier period, while it increased in Southeast Asia MITs and North Africa. This

contrast reflects continuous labour absorption and employment creation in non-agriculture

sectors in the latter group of countries. In fact, non-agricultural and manufacturing

employment increased one and a half to twice as fast as the aggregate working population

in East Asia successful performers. The resource-based industrialization in MITs has greatly



benefited from this sectoral dynamism, especially the continuous reallocation of labour and

productivity gains.

61. Given these trends of labour growth, we now discuss the impact of labour movement

on the gains of factor productivity. We focus on the effect of labour reallocation from

agricultural to non-agricultural sectors simply because it has shown to induce the most

dominant productivity gains among all other factor movements including reallocation of

capital (Berthelemy and Soderling: 1999). To calculate the productivity gains from the

reallocation, we adopted the equation from Syrquin (1986):

(2) p,=d-a) X
i=ag.no/i-ag

where pt is the TFP gain due to labour reallocation from agriculture to non-agriculture at

time t, /, is the share of total labour force in sector /, and (y, / y) is the contribution to GDP

by sector i. A level index of the effect of sectoral labour allocation is then computed by

calculating cumulated annual increments. Instead of estimating the parameter for the

labour reallocation effect, we used fixed parameter with a being set at its robustly estimated

value of 0.45 (Berthelemy and Soderling: 1999).

62. The growth of total factor productivity (TFP) in the selected African economies during

their high growth period shows that contribution from human capital accumulation played

the most critical role because of extremely low level of accumulation in SSA countries.

Table 6 provides a decomposition of TFP gains due to two most important sources of TFP

growth - human capital and labour reallocation - in a selected group of African economies,

which recorded high rate of growth for the sample period, and thus showed a potential

capacity for industrialization.13

Tabie 6: Sources of factor productivity growth in successful performers

(% points, annual averages)

Botswana (1970-96)

Kenya (1961-79)

Mauritius (1980-96)

S.Africa (1960-74)

Tunisia (1970-81)

GDP Growth

10.1

6.9

5.5

5.1

7.0

TFP Growth

3.4

2.4

2.8

0.8

1.1

Human Capital

Contribution

1.0

1.1

0.5

0.5

1.4

Labour Reallocation

Contribution

2.0

0.6

0.2

.0.5

0.2

Source: Berthelemy and Soderling (1999)

63. As the table shows, human capital contributed most significanlty to factor productivity

growth except for Botswana. Reallocation of labour from agriculture sector to (more

productive) non-agriculture sectors has also contributed significantly to the growth of TFP.

In the case of Botswana, reallocation of labour has contributed the most significantly to

productivity growth by inducing productivity gains of 2.6 percentage points on average

during 1960-96. The modest effect of labour reallocation in Mauritius could be attributed

to the fact the economy was dominated by sugar production up until the 1970s.

13 For these countries, the data for sectoral capital formation are available so that we can further

analyze sectoral growth and relevant financing development.



Table 7: The Effect of Labour Reailocation on Factor Productivity Growth

(annual averaae %)

SSA (26)

G5 Africa

North Africa

Botswana

SE Asia MITs

Korea

1961-1990

0.71

0.46

0.63

2.63

15.42

25.28

61-79

0.82

0.49

0.53

2.98

12.42

19.68

80-90

0.49

0.40

0.76

2.04

20.62

34.96

Source: Own calculation using the World Development Indicator

(World Bank, 1998)

SSA is composed of 26 Sub-Saharan countries excluding the G5

64. Since there was no considerable labour movement and migration from agricultural to

non-agricultural sectors in 26 SSA countries, these economies could not gain significant

productivity growth. Moreover, the productivity gains dropped sharply (40%) during the

1980s. Unexpectedly, neither North nor G5 Africa countries gained significant productivity

growth despite relatively high rate of labour growth in their non-agriculture sectors.

Presumably, this is due primarily to low increment of value-added outputs in non-

agriculture sectors and to a lesser extent migration of non-skilled labour from agricultural to

non-agricultural sectors in these countries. In contrast, as it is apparent from the table, MITs

gained enormous productivity growth over the three decades. Furthermore, they were able

to double the TFP gains during the later period of 1980s with high increment of value-

added outputs and skilled-labour in their non-agriculture sectors.

(c| llnlnncul Sectoral ISruwfli himI Economic Transformation

65. The structural transformation and sectroal changes raise an important issue and policy

implication on the development path of African economies. In line with the traditional view

that productivity growth is higher in industry than in agriculture, most developing

economies including Africa countries have historically implemented policies that have

strong biases against investment in the agricultural sector.14 The issue here is whether the

policy bias against the agricultural sector is valid or it should be abandoned in favor of a

more diverse policy strategy across sectors.

66. Analysis on sectoral growth builds mainly on the classical dual economy model -

originating from Lewis (1954) and Hirschmann (1958) - that views the agricultural sector as

a basis of an emerging economy because it can generate the capital necessary for take-off

toward industrialization - the second stage of economic development. However, once

industrialization has taken place, the agricultural sector becomes redundant. Therefore, this

model implies that a long-run relation cannot exist between agricultural and industrial

output. The dual economy literature generally rules out two major issues about the later

stages of economic development (Blunch and Verner: 1999). First, the literature denies that

14 Many developing countries looked toward the experiences of industrial economies in the period

following World War II and adopted policies favoring the industrial sector at the expense of the

agricultural sector including many African countries that followed this road during the 1960s and
Qrhiff 1QQ9\



agriculture may be an important growth-promoting factor. Second, it rules out feedback

mechanisms between agriculture and industry.15

67. Blunch and Verner (1999), analyzing sectoral growth in three SSA economies,

emphasized the role of agriculture sector in generating economic growth and highlighting

possible dynamics between agriculture and industry. They focus on the question of whether

sectors evolve interdependently, especially the dynamics between agriculture and industry.

They find the existence of a sectoral feedback mechanism; sectoral expansion or

productivity gains in either the industrial or agricultural sector feed back into the other

sector. One explanation of the positive link between agriculture and industry is that a larger

and/or more productive agricultural sector can supply cheaper inputs for the food-

processing sector. Similarly, an expansion of the industrial sector requires increased input

from agriculture. There are significant long-run sectoral relationships among sectors in all

three countries they analyzed. An overall positive agriculture-industry growth link is

established for both the short and the long run. These relationships imply the existence of

strong interdependencies in sectoral growth, and thus reject the main implication of

classical dual economy model.

68. The implication of these findings is that policies focusing mainly on industry are not

optimal. It would be more effective and efficient to balance policies to include all sectors,

whereby economy-wide growth would gain the maximum from the positive extemalities of

sectoral growth. Moreover, the presence of intersectoral dynamics (and positive

extemalities from sectoral expansion) should be taken into account by balancing funds

across the agriculture, industry, and service sectors, rather than simply focusing on one

specific sector.

O

Y. Required Development Kesnorces ^,-v<-■ *.-■ \

n the basis of previous discussion, we project required or associated development

resources to finance the goals of development specified as:

(a) to halve poverty by the year 2015;

(b) to attain the maximum growth prospect in SSA; and

(c) to achieve structural transformation, balanced sectoral growth and

industrialization.

70. To derive the required resources for African economies to attain these development

goals, we look into necessary investment associated to achieve and sustain these growth

scenarios.

15 Gopinath, Roe, and Shane (1996) address these issues, analyzing the possible link between

agriculture and food processing. Productivity gains in agriculture lead to cheaper inputs to the food

processing industry and lower priced inputs in turn lead to increased derived demand for primary

agricultural products. Thus the two sectors evolve interdependently over time, contrary to the

prediction of dual economy model.
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71. For the goal of halving poverty in Africa by the year 2015, we look into the magnitude

of development resources needed to generate the required growth necessary to attain the

goal. In this respect, we adopt the simplest approach of the growth-investment relationship

namely incremental capital output ratio (ICOR), which measures the change in GDP

resulting from change (one unit) in investment.16 Given a growth rate and the capital

output ratio, the investment necessary to generate the desired rate of growth - that enables

African economies to obtain an overarching development goal of poverty reduction - can

be calculated. Annex table 3 reports our estimation results of ICOR for aggregate national

economy and three sectors for those countries with available sectoral data.

72. Halving poverty by the year 2015 requires a decline in poverty at an annual rate of

4.5% (4.0% in 17 years horizon: table 2 and footnote 2).17 Given the overall income

growth elasticity of poverty (-0.85) in SSA and fixed income distribution, the desired per

capita growth rate for SSA to reduce poverty by 4.5% (4.0% in 17 years) is 4.9% per

annum (4.4% in 17 years). The required investment for SSA to generate 4.9% (4.4% in 17

years) per capita growth rate - 7.7% total GDP growth including population growth -

would be about 44% (41% in 17 years) of GDP.

73. Given the average domestic savings rate of 11%, the G14 SSA face a serious challenge

to fill the shortage more than 30% of GDP to maintain required investment of 44% (41% in

17 years) to halve poverty in 2015. With the current flow of official development

assistance (ODA), which averaged about 14.4% of GDP, the G14 SSA confronts a residual

development finance gap of 18% of GDP (15% in 17 years) which needs to be covered on

an annual basis if the given goal is to be achieved. In contrast, North Africa is not likely to

face such a financing problem to halve its poverty, which requires an investment of about

21% of GDP to generate a necessary growth rate for a given horizon. Given domestic

savings rate of about 19% and an average ODA flow of 2%, the sub-region will be able to

support its necessary growth to attain the goal.

74. With respect to residual financing gap, the most problematic countries are the G18 SSA

because of their lower rate of domestic savings, higher desired growth rate to halve their

poverty, higher required investment rate to support the higher growth rate coupled with

higher ICOR (more investment to produce one unit of output). This results in large external

resource requirements and residual financing gap for these G18 countries, which already

recorded the highest level of aid dependency (21% of GDP: table 10).* Given their current

rate of savings and ODA inflows of about 7% and 21% of GDP respectively, a residual-

financing gap of 16% of GDP remains to be filled.
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75. The maximum prospect for potentially emerging G14 SSA is estimated at an annual

growth rate of 3.9% of per capita GDP. Taking into account population growth of 2.8% in

SSA, the total GDP growth approximates 6.7%. Although G14 emerging SSA countries

have shown the prospects of a sustainable take-off during the forecast period of 15 years,

16 Recently, using a simple growth-investment relationship and ICOR - which is derived from the

labour surplus planning version of Harrod-Domar model, for estimating development finance has

been criticized (see Easterly: 1997).

17 To be consistent with previous studies (Amoako and Ali. 1998: ECA, 1999a) - which take 1998 as

an initial year, we provide the projection based on 17-year horizon (1998-2015) in addition to 15-

vear horizon.



to attain this goal of maximum prospect they need to remove all policy and structure

related constraints for growth (difference compared to the G5 should be equal to zero), as

well as removing all remaining capital shortages-related factors (which can add-up annual

growth rate of 0.9 % points).

76. A required annual average investment rate of the G14, associated with the maximum

growth prospect, is 44.5% of GDP. This is a summation of a forecasted investment rate of

20.5% for the G14 over the projection period and an associated increment of investment

rate of 24% to raise growth rate of the G14 from 0.3% to 3.9% (table 8).™

77. This high rate of required investment, over 40% to attain the maximum growth

prospect is consistent with the desired investment rate when SSA economies are to fill the

investment gap with the best performing group (G5) in Africa. For the G14, the average

investment gap with G5 during the last two decades recorded 6.1% and the forecasted gap

for the next 15-year period is 12.1% (table 8). Therefore, given current investment rate of

20.6%, G14 need to raise their investment rate to 38.8% of GDP to fill the investment gap

with the G5.

78. For other SSA countries (G18), average investment gap with G5 recorded 9.1% during

the last two decades and a difference of 18.4% is forecasted for the next 15-year period.

Hence, given current investment rate of 13.7%, required investment for the G18 SSA

economies to fill the investment gap and thus to catch-up with the G5 amounts to 41.2 %

of GDP.

79. For a practical policy purpose, we also look into a minimum required investment and

prerequisites for G14 to catch-up the growth rate of the G5.19 According to GGV (1999),

on top of the large difference in initial income level, the difference in growth between the

Group of 5 and the other SSA economies turns out to be relatively stable at an average of

1.8 percentage point (which accumulates to 30% difference in average per capita income

for the 15-year forecasting period). Critical initial conditions such as shortage of human

capital and core infrastructure, as well as structural weakness lead to a large loss of growth

potential at 3.6% on average. Moreover, growth prospects are further curtailed due to

inappropriate policies and political instability, by an estimated 0.85%. Taking into account

of one important favourable factor to the growth of G14 namely a potential catch-up effect

that can emanate from low initial income level - which can lead to an average annual rate

of 2.6% convergence to G5 - total growth difference between the two groups is 1.8

percentage points.

80. As prerequisites for the G14 to catch-up with the growth rate of G5 economies, these

potential emerging economies need more balanced structural characteristics related to trade

and financial development (1%); improved core infrastructure and higher level of

education attainment (0.7%); further removing macroeconomic imbalances and distortions

(0.4%); and enhanced domestic political stability (0.1%). Removing weak initial

conditions, especially shortages of human capital and core infrastructure, involves a

substantial investment effort and takes considerable amount of time. Investment in core

18 A straightforward calculation based on GGV (1999) forecast shows that raising growth rate of the

G14 from 0.3% to 3.9% requires additional 24% investment.

19 Given period of 15-year horizon, a projection for G14 to catch-up the income level of G5 is

impractical because an average income level of G5 is larger than fourfold of G14's income level in

1996. Average income (in terms of purchasing power parity, constant US dollar) excluding the

richest and poorest in the group in 1996 recorded $4732 in G5 (excluding South Africa) and $1107

in G14 (excluding Gabon, Ethiopia and Mali).



infrastructure could give rise to substantial benefits ranging from 0.9 to 1.5 percentage

points of extra growth on an annual basis (in some countries that suffer mostly from

productive capital shortage).

81. In addition to these prerequisites, raising their investment rate is an essential necessary

condition for G14 to catch-up with the forecasted growth rate of G5. A minimum required

investment for these economies to sustain the 2.1% annual growth rate (per capita) is

about 32.4% of GDP. This rate is derived from the forecasted investment rate of 20.5% for

the G14 (with a baseline forecast growth rate of 0.36), and required increase in investment

at an annual rate of 11.9% of GDP for raising a growth rate from 0.36 to 2.1%.

(c) Iteqniral Kewmrccs for Structural TrninfomintfcHi ami Ibilaaiccil IfTowth

82. One of the essential goals of development in African economies is to achieve structural

transformation and industrialization. Sustainable growth, which is essential to reduce

prevalent poverty in Africa, should be accompanied by structural transformation. As

discussed above, positive interactions between sustainable growth, industrialization and

sectoral dynamism is an important part of a virtuous cycle of growth that has not been

witnessed, and thus not been exploited yet in African economies. This issue of required

resource for the goal of structural transformation should be analyzed in the context of

integrated-comprehensive Africa development strategy.

83. One benchmark for structural transformation can be drived from the Southeast Asia

MITs, which successfully obtain structural transformation and sectoral dynamism, as well as

sustained growth on the basis of resource-based industrialization.20 According to the

results of our estimation on sectoral dynamism (table 3), Southeast Asia MITs achieved

their structural maturity - in terms of steady-state sectoral dynamism - at average income

level of $3250. SSA economies (especially, G14 countries) can reach this level by the year

of 2025, if they attain and sustain an annual the growth rate of 4.4%, which enables them

to halve the poverty by the year 2015. This scenario based on simple calculation, however,

underestimates the maximum growth potential since it does not contain any dynamic

virtuous circle of growth.21 Taking this into account, the emerging G14 can attain the goal

of structural maturity with their maximum growth of 3.9% per annum (with which G14 can

raise their average income level to $2900 by the year 2025).

84. As an optimal strategy for sustainable growth in African economies, balanced

sectoral growth is recommended rather than policies that mainly focuse on one specific

sector even for industrialization because of strong sectoral interdependencies, particularly

the positive long-run relationship between growth in agriculture and industry sector. In

other words, it would be more effective and efficient to balance policies to include all

sectors, whereby economy-wide growth would gain the maximum from the virtuous cycle

of growth including the positive externalities of sectoral growth.

20 Note that the best practice of G5 Africa economies, which we used as a benchmark for growth

scenarios, can't serve as a benchmark for this goal because structural transformation and sectoral

dynamism have not occurred in their economies yet.

21 For instance, growth is accompanied by structural changes that, in turn, accelerate growth. One

percentage point labour reallocation from traditional agricultural sector to high value-add non-

traditional sector can raise growth at the rate of 1.2 percent. Moreover, East Asian experiences of

successful take-off had been accompanied by the so- called savings-investment-growth nexus, and

export-investment nexus.



85. Furthermore, the presence of inter-sectoral dynamics (and positive externalities from

sectoral expansion) should be taken into account by balancing funds across agriculture,

industry, and service sectors, rather than simply focusing on one specific sector. This

balanced growth is corroborated by the resource-based industrialization in Southeast Asia

MITs - the benchmark that we examined for structural transformation. Industrialization in

MITs has been accompanied by sustained growth in agricultural sector. As shown in table

4, average annual growth rate of agriculture (in terms of output per worker) is similar to

that of industry in these economies.

86. To examine required resources for SSA to obtain a combined goal of balanced

sectoral growth and resource-based industrialization, which is essential for

economic transformation, we look into desired resource flows for agriculture and industry

sector. This is because the interdependence between the two sectors is important during

early stages of development. Moreover, the service sector in Africa economies has already

reached at structural satiation to the extent that the ratio of service sector output to total

products in Africa is similar level compare to that of advanced economies. The desired

investment for SSA to attain this goat is derived from the benchmark case of the Southeast

Asia MITs, which we discussed earlier for their sectoral dynamism and resource-based

industrialization.

87. For an agriculture sector, the desired growth in terms of output per worker that SSA

economies need to attain for a sustained balanced sectoral growth (and for catching-up

with the MITs), is about 4.2% per annum (4.17% average difference between the two

groups during 1980-96 with an annual growth rate of 3.6% in MITs and -0.57% in G14 as

shown in table 4). On the basis of the estimated sectoral ICOR (Annex table 3), we obtain

necessary incremental investment rate of 29% (about 17% without considering population

growth) that needs to be added on current investment for SSA economies to achieve

balanced sectoral growth. 22

88. For an industrial sector, the desired average growth rate in terms of output per worker

for SSA economies to catch-up with the MITs is about 3% per annum.23 The incremental

investment rate of 25% (16.6% without population growth) should be added on current

investment for SSA economies to achieve resource-based industrialization. Therefore, for

SSA economies to obtain the combined goal of balanced sectoral growth and resource-

based industrialization, the aggregate incremental investment rate of 18% of GDP should

be added on the current investment (in case of the G14 SSA, total required investment

ratio to attain this goal is 39% of GDP).24 Note that the rate of required investment to

22 For sectoral ICOR, we use the estimates for Kenya and Zimbabwe for agricultural sector out of five

countries that have available sectoral data for two reasons: considering their agriculture share and

stage of economic development (the rest of three countries - Botswana, Mauritius and South Africa -

belong to the good performer G5). For industry sector, we use the result of Kenya and Botswana.

23 Unlike agriculture sector, the available time series for industrial sector output per worker is

somewhat sketchy since the series from the World Bank (1988) are merely 10-year interpolated

data. A cumulative growth difference between the MITs and SSA for 10-year recorded 34.7%

(29.1% in MITs and -5.6% in SSA), which reflects about 3% annual growth difference.

2a" To derive the aggregate incremental investment rate, it is assumed that the production structure of

1990s will be maintained, namely the share of sectoral output in SSA will be kept as 24.5% of

agriculture, 24.8% of industry, and 50.7% of service (calculated from the World Bank 1998). In

addition, 10% incremental investment of service sector is also assumed for investment in core

infrastructure that we discussed (core civil infrastructure - such as electricity and water - and

construction are betonq to service sector).



attain this goal is similar to the rate that required for achieving other goals of development

(Summary table 8).

Table 8: Summary of Required Growth and Investment

Halve poverty

Maximum growth

Structural maturity (by year

2025)

Balanced sectoral growth

and industrialization

Required growth

4.5% (15 years)

4.0% (17 years)

3.9%

4.5%

4.1% agriculture

3.0 % industry

Required

investment

(% of GDP)

44% (15 years)

40% (17 years)

44%

40-44 %

39 % (aggregate)

Growth represents the required growth rate of per capita GDP per annum.

Snvhiys, linrcstimMit ninl Bxtenml Finance

89. Table 9 summarizes domestic savings, investment and the gap between the two

variables in four groups of African countries and MITs over different periods. For domestic

investment, one outstanding difference between Southeast Asian MITs and other groups in

Africa is that it has increased steadily in Southeast Asian MITs, while it declined in all

groups in Africa (except modest recovery of G14 and G18 during 1990s). From the same

level in the 1970s - domestic investment in the MITs was average level of all African groups

- the gap between the MITs and other groups in Africa in 1990s reached more than 10 %.

90. Similar to the trend of investment, domestic savings in all groups of African economies

(except increased savings in G5 during 1980s and G14 in 1990s) show declining trend,

while that of MITs shows steady upward trend throughout the period. The problem is not

only that savings have declined in the whole African economies but also it decreased by

larger percentage points in poorer performing groups. During the sample period (1970s-

90s), domestic savings as a percentage of GDP decreased 4%, 19% and 44% in G5, G14

and G18 respectively.

91. For the gap between the domestic savings and investment, two trends seem to be

noteworthy. First, the gap has been narrowed only in relatively good performing

economies of North and G5 African countries. Second, in poor performing SSA including

G14 countries, large gap (more than 10%) has remained at the same level over different

periods. This reflects severe development financing challenges in less developed poor

performing economies.



Table 9: Domestic Investment and Savings (% of GDP)

Domestic investment

Asia MITs

N. Africa

G5 Africa

G14SSA

Other SSA

Domestic Savings

Asia MITs

N. Africa

G5 Africa

G14 SSA

Other SSA*

1974-80

25.9

32.2

28.1

21.7

19.8

28.2

23.0

25.7

11.4

10.3

Gap (Savings-Investment)

Asia MITs

N. Africa

G5 Africa

G14 SSA

Other SSA

2.3

-9.2

-2.4

-10.3

-9.5

1981-90

29.7

28.7

25.3

18.2

16.2

30.3

22.1

27.6

7.6

6.9

0.7

-6.6

2.4

-10.6

-9.3

1991-96 (94-96)

36.3

23.9

23.9

19.8

13.7

(37.6)

(23.0)

(22.5)

(20.7)

(12.8)

35.0

20.3

24.1

9.2

5.7

-1.4

-3.6

0.2

-10.6

-8.0

32.6*

20.5*

14.2*

(35.8)

(19.5)

(23.9)

(11-1)

(6.6)

(-1-8)

(-3.5)

(1-4)

(-9.4)

(-13.7)

Forecast of domestic investment for 15 years (estimated by GGV: 1999). SSA is 20 Sub-Sahara

Africa countries excluding G5 and G14. Investment in SSA excludes Congo Republic and Equatorial

Guinea, in G14 excludes Mauritania. Savings in SSA exclude Gabon and Mauritania.

92. Given low savings and declining ODA flows (table 10), SSA countries confronts severe

financing challenges to attain the essential goals of development, which invariably require

high rate of investment (39% - 44% of GDP with different goals). The G14 SSA confronts

a residual development finance gap of 14% - 19% of GDP needs to be covered on an

annual basis - with the average domestic savings rate of 11% and ODA flow of 14% GDP -

if these development goals are to be attained. The residual gap for the whole SSA

(excluding the G5) is similar to that of the G14 with savings rate and ODA flow of 14% and

12% respectively (in terms of weighted average). To the extent that ODA has downward

trend, the poorest performing G18, which has the highest aid dependence ratio, is likely to

face the most severe financing challenge with the largest residual development finance gap.

VI. Resource Flows and Policy ImpHcnlioiMffor

Improved Atobiltaatiou «

(n) Domestic Smrinus AtobillHitioii

Low rate of domestic savings and investment (both physical and human capital) in

Africa have entailed not only scarce capital but also low productivity in all sectors,

and hence induced the vicious circle of growth. For development financing, domestic

resource mobilization is important in view of the dwindling inflow of foreign development

resources. Unfortunately, however, due to the preoccupation with short-term

macroeconomic adjustment and stabilization policies, the emphasis on savings was

relatively neglected in the 1980s and early 1990s in African economies. Resurgent focus on

economic growth with new endogenous growth theory and following empirical works have

resurfaced the importance of savings in the 1990s. The endogenous growth theory asserts



that savings and investment - combined with technological progress and enhanced human

capital - induce both short- and long-term economic growth (Lucas, 1988: Roemer, 1986).
Even though accurate causality between savings, investment and output growth remains

debatable, its simpie implication is that saving is translated into capital accumulation and

thereby growth (indeed this translation was the mechanism underlying the positive

correlation between savings and growth in successful performers).

94. As shown in Table 9, Africa's domestic savings are far too low to sustain required

investment and growth at the levels needed to substantially reduce poverty, especially

given the high rate of population growth. The paucity of savings in Africa is due primarily

to iow income and the preponderance of subsistence activities in the economy. Most

empirical findings suggest that the most important determinant of real domestic and private

savings is real income. In Africa, particularly in the least developed countries, the extremely

low per capita income ($335 in 1990 and $690 in 1999) hardly promote savings. For an

economy under or around subsistence level, any extra income earned tends to be directed

to consumption rather than savings.

95. Other important determinants found in recent empirical works which has positive

impacts on savings include income growth (per capita), rate of investment, terms of trade

(in the short-term}, and share of social security in government expenditure. In Africa,

demographic factors are found to be important in explaining savings behaviour. Many

studies invariably found that high dependency ratio is harmful to savings presumably

because it reduces people's consumption below/around subsistence level in many African

countries. In addition to high dependency ratio, other factors affecting savings negatively

include macroeconomic instability and uncertainty, deterioration in terms of trade, and

high public savings (Mwega 1996: ECA 1997: and Elbadawi and Mwega 1998).

96. The effect of real interest rate is generally found to be weak or insignificant in

expalining savings behaviour in developing countries. Although the result could depend on

the income level of sample countries as well as model specification, the empirical result for

SSA countries also support the general findings that real interest rate have little or no

impact on savings. Other financial variables such as financial depth (proxied by the

M2/GDP ratio), the availability of credit (the share of private sector credit) are found to be

either insignificant or inconclusive for developing countries in general including SSA

countries.

97. Weak initial conditions coupled with various obstacles structurally inherent in African
economies seriously reduced the efficient mobilization and utilization of local resources.

The shortage and inefficiency of financial institutions and instruments is an important

obstacle to elicit domestic financial savings, particularly in the rural areas. The scarcity of

bank branches in the rural areas can be attributed partly to the very high transaction costs

in these areas, partly resulting from inadequate development of local infrastructure, and to

the limited nature of financial or material collateral for loans.

98. In the absence of efficient savings institutions, private savings are held mostly in the

form of non-financial assets. Financial markets that exist in the countryside are essentially

of the non-structured informal type which satisfy, to a certain extent, the financial needs of

households and small enterprises but unable to mobilize financial resources. Thus the rural

agriculture sector, dominant sector in terms of population and GDP in Africa, has suffered

from the vicious circle - low savings, high interest rate (reflecting high transaction costs and

risks as well as low savings), credit rationing, low investment, and hence low productivity

and output growth.



99. Current structural adjustment programmes (SAP) aiming at stabilizing macroeconomic

environment are expected to promote savings by instituting a market-based enabling

environment that warrants private agents' economic activities and their planning without

distortions. Moreover, prudent public expenditure under fiscal discipline necessary for the

stabilization has been expected to contribute to promote domestic savings.

100. However, it is hardly expected that stabilization of macroeconomic environment itself

can increase savings rate (by the consumption-smoothing life cycle motivated savings) in

many African countries even though it is one of necessary conditions for resource

mobilization. This is simply because low-income level in these economies, characterized by

dominant proportion of population living under or around subsistence with missing/weak

middle income classes. Under such an environment, savings will be insensitive even to

income growth until these economies surpass the minimum subsistence level.

101. Furthermore, the central corrective measure of the current reform in the context of is

financial liberalization, which encompasses the liberalization of interest rates and the

restructuring of banking system. Given the low interest rate elasticity of savings, however,

this liberalization is hardly expected to elicit private savings. The restructuring of banking

system, which includes the improvement of the statutory, accounting, and legal framework

for banking activities, has not been successful in many SSA countries mainly because of

weak governance and low absorption capacity of the private sector.

102. While further research need to be done with respect to the issue of resource

mobilization and the nexus of savings-investment-growth, the set of feasible policy choice

to raise savings seems not widely open to African countries at current stage. Poverty-

reduction oriented growth policies aiming at breakthrough the minimum threshold of

subsistence income level in many SSA economies cannot be emphasized too much to raise

domestic savings (as well as to provide a ground to break the chain of vicious circle of low

savings-investment-growth). To redress the adverse fiscal situation and thus to raise

domestic savings, African countries will have to not only reform tax systems along the

changing needs of national social and economic development but also improve efficiency

in mobilizing and allocating and their domestic public financial resources. Tax

administration structures also require significant improvements to make revenue-collecting

activities operate more efficiently in those countries. However, raising public sector revenue

should not come at the costs of raising taxes. Taxes on foreign trade should be reduced to

facilitate integration with the rest of the world, whilst the domestic .tax base should be

broadened to counterbalance any loss of revenue. For effective resource mobilization,

more efforts need to be given to enhance efficiency of financial institutions and instruments

as well as reduce financial repression, that is raising the attractiveness of the reruns to the

savers and also expanding the range of options available to savers in order to encourage

them to keep their money in financial terms rather than in physical assets.

m Itarcrsiiiu Capital Fliylit

103. While striving to attract foreign investments, Africa is known to have massive capital

flights caused by an overall instability and poor management of the macroeconomic and

financial environment where real rate of return is said to be lower than well managed

environment by low productivity of investment. Africa has been ranked as the top in the

GDP share of wealth held overseas by residents (for instance, 39 percent vs. 6 percent for

East Asia before its crisis). The total cumulative capital out-flows from the continent during

the period 1982-94 recorded more than US$41 billion. For a sample of 18 SSA countries,



the average ratio of capital flight to debt was over 40 percent at the end of 1991. The

average ratio was over 60 percent in four highly indebted countries including Nigeria,

Kenya, Rwanda, and Sudan. Moreover, the capital flight to GNP ratio was extremely high

in Nigeria and Sudan with the record of 133 and 102 percent respectively. The average

ratio in the following three high record countries - Kenya, Zambia, and Sierra Leone - was

over 60 percent (ECA 1998).

104. Although unstable macroeconomic and financial environments have been regarded

as major contributing factor to capital flight, a large proportion of the source of capital flight

in Africa was driven by rent-seeking activities coupled with prevalent corruption, especially

funds obtained illegally by government officials or the business community. The over-

evaluation of exchange rates, inflation and negative real interest rates reduce the value of

reserve holdings in national currencies and, as a result, clearly play a determining role in

capital flight. Political instability and tensions as well as armed civil conflicts in Africa also

hampered savings efforts and contributed to capital flight by creating a situation of

insecurity inimical to economic activity. Thus, in contrast to Latin America, a stable

macroeconomic environment - considered as a sufficient condition in early days of reform

- has been insufficient to reverse the movement of capital flow in Africa.

105. Therefore, stemming and reversing capital flight would require a broadened

institutional approach including good governance and anti-corruption measures in addition

to a stable macroeconomic environment. To be effective in marketing enhancing role, this

institutional approach needs to simplify the administrative procedures in key areas, such as

taxation, export and import licensing, as well as to eliminate market distortions and of

discretionary powers of government officials. In many cases, capital flight is earned out

through under-invoicing of exports and over-invoicing of imports, and hence this

institutional approach needs to incorporate the provision of surveillance and monitoring

mechanisms.

<c> Official ltarcl»|Hiicirt Assistance (O»A| ami liii|mnrhiu Hi effectiveness

106. Despite recent consensus building on reducing Africa's aid dependency in the long

term (to constitute a smaller proportion of total financing requirements), there is no doubt

that aid levels should be increased in the short- to medium-term to reduce poverty and

resuscitate economic performance in African countries. The reality, however, has been that

ODA continued to decline in terms of its growth rate (table 10), in spite of the improving

prospects of aid effectiveness with enhancing policy environment in many African

countries. ODA to African LDCs has been steadily declining from $11.4 billion in 1990 to

$9.4 billion in 1997.

107. Table 10 provides the historical pattern of ODA flows to different groups of Africa

and MITs over the periods 1974-80, 1981-90 and 1990s. Reflecting the economic

performance (of each group), good performing countries could reduce their aid

dependence - measured by ODA as a percentage of GDP, while poor performing groups

show increasing dependence over the period under consideration. In contrast to the G5

and North Africa where aid dependency has been decreased steadily, the ODA ratio of

GDP increased continuously in SSA countries (both G14 and G18). Moreover, the poorer

the economy performs, the higher aid dependency it incurs. The ODA ratio of GDP

increased at considerably higher rate in the poorest performance group - during the period

from 1970s to 1990s, the ratio increased 50% in the G14, while it increased 100% in the

G18SSA.



Table 10: ODA and FDI flows

ODA(%ofGDP)

Asia MITs

N. Africa

G5 Africa*

G14SSA

G18 SSA

SSA

1974-80

1.0

5.4

6.6

9.1

10.3

9.9

1981-90

1.0

3.1

4.6

11.5

15.5

13.3

1991-96 (94-96)

0.6 (0.4)

2.8 (1.8)

1.6 (1.0)

13.8 (14.4)

21.1 (23.6)

16.5 (17.8)

ODA Growth Rate (%)

Asia MITs

N. Africa

G5 Africa

G14 SSA

G18SSA

SSA

18.1

10.6

11.8

24.1

26.4

25.1

15.7

14.6

7.6

15.0

12.8

13.2

-36.9 (-68.8)

-7.9 (1.4)

-5.6 (-5.7)

1.9 (3.9)

5.1(8.1)

3.5 (6.3)

FDI (% of GDP)

Asia MITs

N. Africa

G5 Africa

G14 SSA

SSA*

1.6

1.1

1.3

0.7

1.1

1.7

1.1

1.2

0.4

0.5

3.4 (2.9)

1.2 (1.2)

0.5 (0.9)

0.5 (0.7)

0.3 (0.4)

ODA excludes South Africa and Zimbabwe (13-fold increase in the year of independence: 1980).

** FDI in G18 excludes Equatorial Guinea and Nigeria.

108. The growth rate of ODA across groups, which shows the pattern of flows over time, is

revealing. As shown in the table, the growth rate of ODA flows declined in all groups.

While it declined monotonically in SSA countries over the periods under consideration - 12

and 10 percentage points decline from 1970s to 1980s and from 1980s to 1990s

respectively, it increased in North Africa during the 1980s. By the 1990s, however, the

growth rate of flows declined substantially in all groups. In the G5 and North Africa, the

level of ODA flows start to decrease in 1990s by recording negative growth rate. This

declining growth rate during the 1990s represents the so-called aid fatigue in donor

countries.

109. In the presence of aid-fatigue that is said to be emanated from aid dependency

syndrome in Africa, large increases in the volume of aid are unlikely in the near future.

The arguments against high levels of aid flows (aid ineffectiveness) include slower growth,

diminishing returns to aid flows, and higher aid dependency in recipient countries.

However, this question of aid effectiveness in Africa, based on the aid dependency

syndrome, turned out to be flawed in many important respects, as well as lacks of empirical

evidences. Empirical studies show that aid has positive impacts on growth to the extent that

policy environment is satisfactory. Besides, larger aid flows resulted in higher growth rate

until aid reach remarkably high level. As regards to the argument of negative impacts of aid

on private investment, the evidence shows that in economies with improved policy

environment, aid plays a vital role not only in sustaining growth until private investment

increases but aiso in leading private investment. The argument that aid has a disincentive

analogous to welfare dependency is also flawed, as any disincentive negative effect of aid

on national work effort is negligible. On the contrary, there might be positive incentive

effects due to the reduced distortionary taxes.



110. Unsatisfactory policy environment in the past, however, contributed to aid

ineffectiveness in Africa. A host of causative factors for aid ineffectiveness includes lack of a

stable macroeconomic policy environment and good governance, lack of recipient

ownership combined with prevalence of donor-driven programmes, and ineffective

management of aid resources.

111. Although corrective measures are currently in place in most African countries, these

past experiences with aid suggest an urgent need to revisit current aid modalities with the

aim of increasing aid effectiveness. First of all, given divergence between donor and

recipient countries on this issue, the key is to put in place a mechanism for consensus

building among key African development stakeholders including donors for an African-led

agenda. This underscores the need for a partnership approach in ensuring aid-

effectiveness. The tendency for some donors in bypassing key Ministries to implement

programmes and projects in African countries created conflicts rather than partnership.

Thus, the new partnership between donors and recipient African countries should be based

on shared values and mutual appreciation of each other's role. Second, the new

relationship should focus on the implementation of not donor-driven but demand-driven

agenda to foster a sense of ownership in the recipient countries.

112. Third, the new partnership should be designed to avoid duplication of efforts (which

were unavoidable with numerous missions, various agencies and NGOs from donor

countries). Fourth, collaborative efforts need to focus on promoting economic and social

development in African instead of political reasons of donor countries. Most aid agencies

from donor countries are political entities, and hence subject to pressures. These aid

agencies have been under pressure to spend available resources on quick and visible

projects for political reasons instead of adopting medium- to long-term programmes and

projects which would have yielded higher returns to human development in Africa.

(il) ForeHjn Direct Investment (UN)

113. While acknowledging the importance of attracting private foreign direct investment in

achieving sustainable development, Africa had not benefited from the world phenomenal

growth in foreign investment, in spite of the reforms undertaken by several countries. FDI

in Africa declined from the US$9.7 in 1997 to US$8.6 billion in 1998 when FDI in the

world rose to a record high of US$644 billion, almost 40 percent higher than its 1997 level

(UNCTAD 1999). Africa's share of the global FDI declined from 2.1 to 1.3 percent in 1998

(when the share of developing countries as a whole out of world FDI flows reached 35

percent). Furthermore, those limited flows have been concentrated on a few mineral-rich

countries, and hence FDI flows to Africa remain highly uneven both at the national and

sub-regional levels. For instance. 26 percent of total African FDI flew into three North

African countries - Egypt, Tunisia and Algeria. The FDI to one country, Nigeria, amounts

to US$1.5 billion, which accounted for 18 percent of total African FDI flows in 1998.

114. As the table 10 shows, the FDI flows since 1974 shows downward trends in all three

groups of SSA economies including G5. The largest decline occurred in the group of

poorest performers (G18). However, it appears encouraging that the most recent flows

(1994 to 1996) into the G5 and G14, which improved their policies and structures, show a

rising momentum of increasing flows.

115. For Africa to attract FDI, the necessary measures and supporting environment should

not be different from the pertinent one for domestic investment in general. Emphasis,

therefore, should be put on the establishment of supportive macroeconomic and financial



environment that includes institutional provisions such as legal and regulatory frameworks,

and the rule of law and the enforcement of contracts. Considering high-risk investment-

hostile environment of the region, attention should be specially paid on investors' interests

and perception of risk. Thus efforts should focus on developing strategic industries and

agricultural activities that can attract FDI and providing efficient infrastructure facilities

(economic and social as well as civil infrastructures). More detailed reforms should

incorporate debt-equity convention and swaps, streamlined licensing procedures;

strengthen the use of counterpart funds; and, strategic tax incentives, etc. In addition,

efforts also should be given to create opportunities for joint ventures between FDI and local

enterprises with the establishment of a strong information mechanism in collaboration with

development partners for providing relevant information to potential partners and to

African countries.

|e> Africn's debt iiihI rdhicfaiu Its lnn-ilen f»r |Miverty reduction ami growth

116. Total external resource flows into Africa increased from US$16 billion in 1998 to

US$22 billion In 1999. The volume of resource mobilized through borrowing amounted to

US$8.4 billion, an increase of 45 percent over 1998. With this increment, the total volume

of debt amounted to US$359 billion in 1999, which account for 65 percent in terms of debt

to GDP ratio. The debt service increased from US$35.7 to US$39.4 billion in 1998 and the

ratio of debt service to exports increased to 30 percent. This additional outlay, however,

did not reduce the total volume of debt but only to cover the annual requirements.

117. Many recent empirical studies on growth invariably found that unsustainable Africa's

external debt remained a significant impediment to the region's orderly sustainable growth

essential to attain an overarching goal of development in Africa. Moreover, as it is reported

in the Economic Report on Africa (ECA 1999). the resources required to meet the

internationally agreed upon target of halving poverty by 2015 is beyond the capacity of

these countries. In this regard, what African countries needed most is the release of

resources from debt services to finance development. The highly indebted poor country

(HIPC) Initiative, which began operating since 1996. represented the first holistic approach

to deal with debt problems. Although it represented a commitment of international

community to reduce the external debt burden to sustainable levels for eligible heavily

indebted poor countries that showed a strong policy track record, it has been widely

criticized for the lack of depth, the long gestation period, and the conditions for eligibility.

118. More recently, with an extensive consultation on the HIPC Initiative, the Bretton

Woods Institutions - the World Bank and the International Monetary Fund (IMF) -

endorsed a mandate for change in the Initiative by modifying the framework of the

Initiative to integrate specific proposals. This new and improved debt relief modality is the

result of the collaborative endeavor of African governments and their development

partners. In the Joint African Conference of Ministers on May 1999, African Ministers called

on the creditor countries and institutions to review the HIPC initiative and develop

modalities that would enable the highly indebted poor countries reduce poverty. In

acceptance of these proposals, the G7 meeting in Cologne in June 1999 endorsed the

phase II of HIPC Initiative. This enhanced debt relief HIPC II Initiative, which seeks to

increase the volume and accelerate the pace of debt relief, is focusing on the link between

debt relief and poverty reduction in consonance with the desire of the African governments

and their development partners.

119. While this enhanced Initiative is a welcome step for the right direction, a few

fundamental issues need to be taken into further consideration in the process of



implementing the enhanced HIPC. It is important to ensure that the enhanced new

initiative should not be implemented at the expense of reducing aid even if the financing

modalities for debt reduction is still remained as a challenging task. Moreover, the

conditionalities to be attached to the new initiative should be strictly related to poverty

reduction and poverty-reduction oriented equitable growth. For this purpose, focus and

special consideration should be given to human capital development so that it can

contribute simultaneously to the goal of poverty reduction and sustainable growth.

120. It should be pointed out that debt relief by itself is not a sufficient condition to

generate a sustainable economic growth, and thus poverty reduction. Therefore, while

these concerns need to be taken on board in the course of fine tuning the modalities of the

new initiative, African governments must develop an effective poverty reducing strategy

and ensure the proper utilization of the proceeds for the reduction of poverty in their

countries. In addition, African countries need to exert efforts to relieve the current debt

burden by transforming the current external liabilities into development capacities of

African countries by the exploitation of debt-equity swap including debt-for-development

and debt-for-exports.

VII* Concluding Itcinnrks and Policy Implications

T
his paper explores the required resources to attain essential development goals and

its sources of finance in Africa. Several policy implications are drawn from the study

as in the following.

All different development goals and growth scenarios for SSA - poverty

reduction, structural transformation, balanced sectoral growth, and

industrialization - invariably requires high investment ratio.

The required resources to attain different development goals are consistent and

similar in terms of investment rate (about 40% of GDP per annum: table 8). The

G14 potentially emerging SSA economies need to double the investment ratio

and more than double is required for other SSA countries.

The fact that required investment for different development goals are consistent

reflects that those development goals can be attained simultaneously. By

sustaining the required growth rate of halving poverty, African economies are

able to sustain their maximum growth prospects, structural maturity (by the year

2025) and balanced sectoral growth, and resource-based industrialization, if they

are to meet the prerequisites that we discussed.

Development financing challenges are more severe in poor performing group of

economies with large residual finance gap (because of lower domestic savings,

higher aid dependency ratio, higher required growth and investment).

For a sustainable growth and effective poverty reduction, balanced sectoral

growth and sectoral dynamism and structural transformation should be

emphasized and incorporated into an integrated-comprehensive growth and

development strategy.



The required investment derived from growth-investment relationship (using

ICOR) turned out to be not overestimated. On the contrary, it is consistent with

desired level of investment derived from the growth simulation, and the

investment gap that SSA needs to narrow to catch-up the benchmarks of the G5

African economies and Southeast Asia MITs.

Required resources should be considered as an essential necessary condition

rather than a sufficient condition to attain those development goals, and hence

the efforts of African policy-makers should be concentrated not only on securing

development resources but also on satisfying the prerequisites.

Other prerequisites that should be met include: first, removal of policy gap and

structural imbalances (to reduce negative performance caused by the policy gap);

second, as it is apparent from many empirical growth studies, it cannot be

emphasized too much to strengthen initial conditions such as human capital and

core infrastructure.

To elicit non-debt-creating flows, an integrated framework for development

financing is indispensable. What needed is a large array of reinforcing measures,

which encompass debt relief, additional ODA, increasing FDI and

mobilization of domestic savings, as well as generating trade

surpluses and reversing capital flight.
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Annex Tables

Table A.I. Estimation Results of the Growth-Investment Relationship (Aggregate level): 1 year lag

where. 1/p = ICOR

Country

Botswana

Kenya

Mauritius

South Africa

Zimbabwe

CD.

0.261

0.158

0.215

0.115

0.197

t-value

5.729

6.410

4.878

4.661

3.286

Sig.

0.0001

0.0000

0.0001

0.0001

0.0027

World development indicator (World Bank 1998), GDP at market

prices constant 1987 US$

Table A.2. Estimation Results of the Growth-Investment Relationship

(Aggregate level): 4 year lag

Country

Mauritius

South Africa

Zimbabwe

Botswana

Kenya

0.181

0.094

0.124

0.234

0.130

t-value

4.126

5.005

2.899

2.739

5.982

Sig.

0.0007

0.0000

0.0077

0.0255

0.0000

Table A.3. Sectoral Estimates of the Growth-Investment Relationship

Botswana:

Agriculture

Industry

Services

Kenya

Agriculture

Industry

Services

Mauritius

Agriculture

Industry

Services

South Africa

Agriculture

Industry

Services

Zimbabwe

Agriculture

Industry

Services

0 | t-Value

0.103

0.180

0.151

0.255

0.189

0.166

0.134

0.281

0.169

0.136

0.112

0.107

0.236

0.133

0.145

sector is comDos

0.829

4.608

3.677

3.383

4.910

13.415

0.169

6.915

8.399

0.637

1.413

2.621

1.337

0.778

3.602

ed of mininq

Sig.

0.4207

0.0004

0.0032

0.0038

0.0001

0.0000

0.8678

0.0000

0.0000

0.5330

0.1461

0.0172

0.2009

0.4486

0.0026

Adj. Rz

0.021

0.574

0.490

0.380

0.580

0.913

0.069

0.757

0.822

-0.036

0.051

0.536

0.047

-0.025

0.428

and quarrying only

(considering dominant mining sector in the economy). For Kenya,

we use manufacturing sector data for industry.


