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I. Introduction

I. The recent economic recovery in Africa that began 1994 has given grounds for renewed optimism
both within and outside the region. The recovery, however, is fragile and its sustainability 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, including weather and the terms of trade. Despite multiple
efforts of reforms, there remains structural constraints and institutional weakness that block vigorous
domestic supply response. Rapid trade and financial liberalization coupled with the withdrawal of
government from agricultural marketing has also thrown up a new set of problems for policymakers.
The capacity of reform and room for maneuver by governments is severely limited by the debt
overhang and high profile of aid. The Post-Uruguay Round trading environment limits some policy
options, but it also provides new opportunities, which are as yet not fully exploited.

2. To translate the current recovery into stronger and sustained growth, a rethinking of domestic and
international policy approaches is required in order. This is not a matter of re-inventing the wheel, but
rather of promoting pragmatism by drawing lessons from successful experiences. Putting African
growth and development experiences in a comparative perspective can fruitfully animate such a
process of reflection and stocktaking.

3. Successful performance of East Asian economies has been described as a flock of geese sweeping:
Japan in the lead and the first-tier Korea, Taiwan, Hong Kong, and Singapore (NIEs) close behind,
then followed by the second tier Malaysia, Indonesia, Thailand (MITs), and China. They have had a
remarkable record of high and sustained economic growth until the recent crisis - since 1960s, they
have grown roughly three times as fast as Latin America and South Asia, and five times faster then
Sub-Saharan Africa. They also have been unusually successful at sharing the gains of growth over
their population that is they enjoyed higher per capita income growth at the same time that income
distribution improved by as much or more than in other developing economies. They successfully
transformed their economies and achieved industrialization from traditional low-productive
agricultural dominant economies, and shifted their industrial structure from light and assembly
industries toward heavy and high tech industries for increased value-add in international markets.

4. Considerable efforts have already been made to account for the successful East Asian
performance. The recent efforts and their content can be broadly grouped into two groups. One group
focused on the economic foundations, which have characterized development in East Asian countries
and emphasized that governments have been successful to overcome market failures and thereby
spurring economic growth and development. The agreed economic foundations of successful
development of these economies include stable macroeconomic environment (this environment
includes similar list to that of the "Washington consensus); export orientation and openness;
investment in physical and human capital; and industrial policy and technology promotion.

5. The other group emphasized institutional foundations of the successful policy making - with the
.specific question of how did Asian countries overcome the typical government failure which often
have undermined successful policy making in other developing regions. The institutional aspects of
interventions in East Asia have been claimed to be in the form of contests whose rules and rewards
were transparent, whose referees impartially enforced the rules, and whose rewards accrued to those
who met non-manipulable international market performance tests (World Bank 1993). This
explanation, however, has been criticized because it is based on ex post rationalization rather than ex
ante causal explanation of factors that led to high performance (Srinivasan 1997). The major elements
of institutional foundations include basic property and contract rights; institutions for public and
private sector cooperation; institutions for an efficient and non-corrupt bureaucracy; and credibility
and political commitment.

6. The ultimate goal of African development is to enhance overall the well being of the African
people combined with continuous poverty alleviation and improved living standards. This ultimate
objective of alleviating mass poverty and raising the standards of living of the African people will only
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tum, encompasses three sub-goals: (i) achieving sustained economic growth (and sustammg the
resource base), (ii) eliciting optimal economic (social) transformation and (iii) integrating African
economy with collective efforts. These sub-goals are not mutually exclusive, growth accompanied
with economic transformation and economic integration is one of the essential elements for
sustainable growth in Africa. Hence, what is important is achieving sustainable growth for take-off
and continuous poverty alleviation.

7. Successful stories in economic growth through enhanced accumulation and productivity, as well
as development of dynamic comparative advantage and structural transformation combined with
reduction of poverty and income inequality lends insights and provide lessons for a growth strategy for
Africa. In view of many interactive causative factors for slow performance in Africa and weak initial
conditions, a broad-based integrated growth strategy is essential to obtain the ultimate goal of self
reliant sustainable growth that can alleviate poverty continuously.

8. An integrated strategy should suggest leeway for African economies with key elements that would
lead to reach to the desirable path to follow. It needs to suggest the direction (pattern) of growth and
the way to sustain it (with certain modalities). But the scope this integrated strategy may not cover the
detailed programme of measures, certain magnitude or quantity of government intervention, nor a
specific set of measures for a specific sector of an economy. The objectives of an integrated strategy
of an economy should/could

i) present a forecast for the way the economy ought and can growth;
ii) identify the priority policy objective and means, as well as guide the basic directions that the

government should follow in implementing its medium- and long-term economic policy
management; and

iii) provide and publicize basic guidelines to all economic units in an economy, especially provide
necessary information for corporate decisions.

9. There must be multiple paths to successful economic growth and development. The role of
government also varies with the stage of market development (and stage of development) and with the
current needs. As Stiglitz (1998) mentioned both the success of East Asia and the failure of the
socialist experiment raise important issue on what is the appropriate role of government in economic
development? Although in-depth discussion about role of the state for growth and development is
beyond the scope of this paper, it is necessary to review on appropriate role of government in an
attempt to draw key elements of an optimal integrated strategy (as a guidance for the direction of
strategy). There may not be a universal solution (consensus) to the question about the role of
government in the process of economic growth and development. This has been reflected in
considerably different explanations for the East Asian performances, especially for industrial policies.
The debate on the role of government and different explanations for the East Asian performance can
be largely categorized into five camps.

10. First, laissez faire view emphasizes minimal role of the state on growth and development. This
view is based on market forces and simply believes in the irrelevancy (or harmfulness) of state.
According to this view, government intervention is viewed as the most damaging source of distortion
to the market mechanism, and thus government role should be confined to the minimum. Second,
market friendly junctional intervention view emphasizes the role of markets with government's
guidance and creation of market. This view is based on neoclassical economics, which rationalize the
government intervention in the presence (significance) of externalities and market failures. The
pervasive and persistent market failures and externalities in developing countries justified government
interventions. This market friendly junctional interventions was reflected in East Asian Miracle
(EAM) study of the World Bank and the Asian Development Bank's study entitled Emerging Asia.

11. Third, market-enhancing view places an emphasis on the complementarity between markets and
the state (instead of viewing them as mutually exclusive substitutes) in resolving market failures and
coordination problems. It also emphasizes interplay between institutions and markets, recognizing the
role of institutions in supporting the market deepening process. . Hence, one of critical roles of
government is enhancing market functioning and mechanisms. Fourth, the developmental state view
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takes a position that market failures in developing economies are pervasive and government could play
a critical role in overcoming the problem by adopting proactive interventionist policies to accelerate
the process of late industrialisation (Amsden, 1989; and Wade, 1990). Thus, Amsden (1989) argues
that "economic expansion depends on state intervention to create price distortions that direct economic
activity toward greater investment". They emphasis the trade-off between short-term allocative
efficiency and long-run dynamic efficiency, noting that market-determined prices are not appropriate
as signals for enhancing dynamic efficiency. It is well emphasized that the likelihood of success or
fai lure of intervention rests critically on the quality and forms of intervention.

12. Finally, there exists the extreme view of total government control of the economy - complete
supplanting of markets by planning, which resulted in slow growth and stagnation or collapse.
Apparently there seems no consensus (weak, at best) on extreme cases of laissez faire and complete
control. Stiglitz (1997) recommended the middle way as the appropriate role government in economic
development namely, between the total government and complete laissez - but there exist many third
ways between the two extremes. Moreover, keen debate has not been over yet views among
functional intervention, market enhancing role and developmental state view (although there are
certain common grounds between market enhancing role of the state and developmental state view).

13. Economists have long recognized the need for selective interventions in the marketplace to
remedy well-identified problems such as externalities. But the last two decades have shown that we 11
designed government actions can improve living standards whenever there are incomplete markets or
imperfect competition or information, especially in developing economies. In developing economies,
the capacity of private firms to find solutions for emerging market failures through non-market
activities (including organizational adaptability and flexibility) are extremely limited, whilst market
failures in developing countries are far more prevalent because of incomplete and missing markets and
inadequate institutional environments. Especially in the early stage of development when private
sector responses are weak, the government role is important and should not be limited to "getting the
fundamentals right". The government should establish social and institutional preconditions that are
essential for the functioning of markets, and hence the economy. The government also needs to create
a vision of economic growth and development; to provide a medium- to long-term development plan;
provide support and incentives to promote the growth of private sector. Therefore, an effective
integrated growth strategy in Africa must contain a constructive role for the state in fostering and
managing development process that includes efforts to initiate, implement, manage (monitor), and
evaluate policy change.

14. In an attempt to draw possible key elements of an integrated strategy relevant to Africa from
experiences of successful performers, this paper focuses on how incentive-driven industrial policy
(and intervention) in East Asian economies and elsewhere (i) promoted investment and thus capital
accumulation, as well as exports; (ii) improved technological capacity and competitiveness (at the firm
level and private sector through capacity building and enhanced accumulation) and (iii) created
dynamic comparative advantage and developed structural transformation. Instead of merely
emphasizing a set of policy choice, we focus on how the outcome of policy can be promoted through
designing of incentive scheme.

15. This attempt needs to consider transferability (applicability) of experiences, as well as
characteristics, constraints and factors behind slow performance of Africa. Key elements of an
integrated growth strategy includes not only stable macroeconomic environment but also incentive
driven set of measures for accumulation and pro-investment climate; parallel/simultaneous approach
of agricultural growth and urban industrialization; pro-poor strategic elements in an integrated strategy
including human capital formation and labour-intensive production; and structural changes,
technological improvement, and development of dynamic comparative advantage.

16. The paper falls into four sections. Section 2 discusses causative factors for slow growth and weak
initial conditions in Africa. In sections 3 and 4, we discuss experiences of successful performers in
Northeast and Southeast Asia respectively. Finally, section 5 explores possible key elements for an
integrated growth strategy.
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II. Slow Growth Performance and Stagnation in Africa

17. African economic performance: 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-I993) and recent experience of modest recovery and momentum for growth. Bloom
and Sachs (1995) argue that Africa's poor economic growth has been chronic rather than episodic.
Two decades of stagnation have been by far the longest and dominant stage in the growth path of SSA
economies.

18. What caused the African crisis and stagnation and why it persisted and even intensified over
time? Attempts to explain the crisis have been the subject of intense debates. There has long been a
tendency to attribute the cause of the region's poor growth performance, exclusively either to external
factors or to domestic factors, especially policy failures. In the 1970s, explanation focused on external
factors such as external shocks and historically evolved unequal relations with the West. Since the
1980s, the main stream of diagnosis shifted toward domestic policy failures. These policy
protagonists, however, face the difficulty in explaining continued (persistent) stagnation despite doses
of recommended policy actions in African countries. In consequence. recent analysis in the 1990s has
attempted to broaden the scope of explanations. Overtime explanations have shifted towards a
diagnosis that holds thefailure ofthe African State as the chiefculprit. This reflects a broadened view
including institutional and government constraints and failures.

19. Recently, a growing literature attempted to explain the slow growth performance and low level of
responses in savings and investment to policy reforms in Sub-Saharan Africa (SSA). A body of
literature shows an increasing convergence of views about some groups of causative factors for slow
growth performance. These causative factors can be categorized into three groups: (i) economic
factors; (ii) critical non-economic factors; and (iii) the African dummy. Among these important
factors, African dummy contains an extraordinarily disadvantageous geographical factor that includes
tropical climate and land-Iockedness. As Bloom and Sachs (1995) argued, SSA is apparently by far the
most tropical region, and tropical regions in general lag far behind temperate regions in economic
development. Finally, in the forefront of discussing the path of future growth, initial conditions (or
challenges) that face Africa should be considered. According to the new endogenous growth theory,
initial condition (including market size and factor endowments) matter greatly for growth because
permanent differences in growth path (rates) may arise as a result of different initial conditions. Table
I summarizes the above mentioned three group of explanatory factors for slow growth performance
and initial condition.

20. Stylized facts in African economies: Although aggregation of African economies is misleading
because of heterogeneity among countries - in their of economic size, population, level of wealth,
social development, and cultures and histories - the typical African economy is small, in terms of both
gross national product and population. Furthermore, these small economies suffer from inherent
inflexibility and structural rigidities (that constrain their ability to respond to external shocks), and
their dynamism is severely limited by extremely low levels of technology and the lack of rural
infrastructure.

21. The basic givens common to all SSA countries can be summarized as: a disarticulated structure of
production, with agriculture being the predominant sector of production with its characteristics of
household food self-sufficiency, rain-fed products, and fragile soils; a narrow export resource base
dependent on one Or two crops (or minerals) for the major part of their export earnings; a highly
dualistic economic structure with a spatial concentration of production in scattered economic islands,
reflected in a skewed network of transport, credit and extension services; and an overall weakness and

..............................................................................................................................................................
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scarcity of administrative, managerial and technical cadres. Other important characteristics include:
weak private sector and shallow middle class; high income inequality; high population growth; and
conflicts in the region that have deterred economic progress either by raising risks for investment or by
incurring inconsistent economic policies.

22. Taking cognizance of pervasive and severe poverty in the continent, UNECA Economic Report
(1999) shows the poverty incidence in the early 1990s that 51% of SSA population lived below a
poverty line of$34 per person per month. The average income of the poor for the continent as a whole
comes to only 83 cents per person per day (when it is divided into SSA and North Africa, the average
for SSA is only 67 cents while that for North Africa is $1.5 per person per day). Poverty in rural SSA
at the beginning of the 1990s was very widely spread where 60% of the rural population were living
below a poverty line of$1 pi,. day and the average income of the rural poor was only $14 per person
per month which underscores the depth of poverty.

23. Trend of more recent studies: Recently, there has been a growing body of literature, which
attempts to explain the slow growth performance, as well as the low level of responses in savings and
investment to policy reforms in SSA. These studies employ cross-country regressions involving a wide
range of developing countries and conduct counterfactuals to explain the distinct performance of SSA
by way of measured differences in its determinants. Fortunately, there is increasing convergence of
views about some groups of causative factors (especially from the regression analysis for aggregate
growth and investment).

24. The studies that have attempted to explain slow growth in SSA can be largely categorized into two
groups: the earlier attempts to find key explanatory factors and the following attempts to identify
African dummy that, in tum, can be divided into three different directions. The main focus of the
earlier studies was to isolate the influence of policy against the background of widely pursued reforms.
Easterly and Levine (1994), World Bank (1994), and Elbadawi and Ndulu (1995) are among the
prominent of these. The studies confirmed the strong effects of macroeconomic instability and
misalignment of the real exchange rate on growth but only found much weaker influence of external
shocks, predominantly terms of trade effects. These studies, however, invariably found that after
accounting for fundamentals, external shocks and policy influence, there still remained a large and
significant unexplained difference - the so called African dummy - with the expected relationship.

25. The following studies, therefore, turned to focus on unbundling this African dummy through
searching for other explanatory factors andlor improved measurement. These efforts took three
directions. The first direction is to determine whether geography matters. The neighbourhood
contagion effects, around the hypothesis of growth poles and negative around spillover effects of civil
unrest and bad reputation associated with it (Chua, 1993, Easterly and Levine, 1996). Sachs and
Warner (1997), includes the effects of tropical climate and land-locknedness on growth, finding both
features influence growth negatively (the neighbourhood effect in this study weakens).

26. The second direction includes wide range of factors such as political instability and institutional
environment (including corruption and bureaucracy). Many studies including the World Bank Report
(1997) confirm the importance.of these factors, which exert their influence in limiting realization of
growth potential mainly through raising risk related to investment and reducing effectiveness of
resource allocation via waste and-leakage.'

27. The third direction has not only pursued using improved measures for external shocks and trade
openness but also included risk and uncertainty as they affect investment and growth (Collier and
Gunning, 1997; Sachs and Warner, 1997; Rodrik, 1997). One of these lines of effort, for instance,
includes debt-overhang that discourages private investment and puts pressure on sustaining
macroeconomic stability, and hence retards growth. By estimating a debt-growth Laffer curve,
Elbadawi, Ndulu and Ndungu (1997) finds very strong negative impacts of the debt to GOP ratio
beyond a threshold level of 97% - many SSA countries exceed this threshold level and hence, incur
strong negative effect on their growth.
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2.1 Causative factors for slow growth in Africa: Economic Factors

28. Implications of endogenons growth theory for African growth and national economic
policies: There has been overarching emphasis on domestic policies as the bane of African growth
since 1980s. A large body of literature, which have attempted to explain growth performance by
employing empirical differences across countries - has endogenized policy in the explanation of
growth performance on the basis that policy can improve and augment the efficiency of resources as
well as technical progress (that is not all exogenous). Theoretical background for the importance of
policies has been provided by the new endogenous growth theory. The new endogenous growth
literature, pioneered by Lucas (1988), Romer (1986, 1987) and Barro (1990) has been found highly
appealing in explaining the slow performance and development crisis of Africa as well as the capital
flight and brain drain to richer countries.

29. Endogenous growth theory viewed growth as an endogenous outcome, and long-run growth is a
point of strong interest. The theory identifies three different sources of long-run growth. According to
Hammond (i) the asymptotic average product of capital is positive; (ii) labour productivity increases as
an external effect of capital accumulation; and (iii) there are feedback effects to the cost of
accumulating knowledge or innovating. Long-run growth rates may be determined by the same kind of
factors that had previously been regarded as affecting only short or medium-term growth. In the
medium-term, rates of economic growth are affected by a vast range of factors, including savings
behaviour, measures to stimulate private investment, provision of public goods whose benefits extend
into the future, and policies affecting banking, finance, international trade, health, education. etc.

30. Innovation and externalities play an important role in long-term growth because it improves the
quality of existing varieties of capital goods (Grossman and Helpman, 1991: Aghion and Howitt,
1992)2 Trade affects growth through a similar mechanism (Grossman and Helpman, 1992). The role
of international trade has been emphasized because high productivity growth is possible in initially
poor countries as a result of the diffusion of the knowledge available in industrial countries.

3 I. Endogenous growth marks a shift to a broader concept of capital, which includes human and
technological capital as well. If human capital can grow without bound, and if investment in human
capital follows, as in Lucas-Uzawa's analysis, there is indeed no steady state towards which the

. . 3/
economy IS convergmg.-

32. In summary, the new endogenous growth theory delivers the message that shocks (luck), initial
conditions (including market size or factor endowments) and policy matter greatly for growth because
permanent differences in growth rates may arise as a result of differences in those factors. In contrast to
previous growth models that assumed negative relationship between accumulation of capital and
returns to capital, the endogenous growth theory assumes positive relationship between the two. In other
words, scarcity ofcapital implies low returns and capital has a higher return, where it is already abundant,
because of various externalities to capital accumulation and resulting strategic complementarities. With
increasing returns to reproducible factors, the return on investment is an increasing function of the
accumulated capital stock. As a result of earlier accumulation, there is a decrease in the cost of later
accumulation. ln addition, there are "learning effects" as well. Technology is determined locally by
knowledge spillovers. There are increases in the level of technology for all firms in the economy through
knowledge spillovers.

33. According to the new theory, therefore, there exists virtuous circle of economic growth in the
sense that the larger capital accumulation in an economy, the further capital it attracts (from both

11 Grossman, Gene M. and Elhanan Helpman, "Endogenous Innovation in the Theory of Growth", Journal of
Economic Perspectives, Volume 8,Number 1,Winter 1994, Pages23-44.
Aghion, Philippe and Peter Howitt, " A Model of Growth through Creative Distruction", Econometricll, 60, March
1992,323-351.
!! Uzawa, H. 1968, "Time Preference, the Consumption Function and Optimum AssetHoldings", in J.N. Wolfe, ed.,
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domestic and foreign investment). An important implication of virtuous circle of economic growth
(and broadened concept of capital) is that an economy need to pass through a minimum threshold level
of human and physical capital to get into and benefit from the virtuous circle. Another important
implication for African growth can be found from path dependency of capital accumulation and
growth and its sensitivity to shocks and initial conditions. This implies that the growth process of an
economy could be aborted by such factors as bad luck (for example deteriorating terms of trade and
adverse external environment) and policy inconsistencies. Even such temporary shocks as civil war
and political crisis can wipe out the economy's capital stock below the threshold level, and thus can
permanently alter its fortunes into a lower growth path.

34. Lack of openness to trade: Theoretically, trade barriers have been considered as impediments to
investment and growth. In terms of barriers to trade, Africa is ranked as the highest or the most
restrictive due partly to policies and to natural barriers such as inaccessible location. Empirical studies
show that trade restrictions are estimated to account for a range of 0.4 to 1.2 % of growth shortfall.
Sachs and Warner (1997) and Callier and Gunning (1997) have found openness to be a very
significant explanatory variable for long-term growth. In some studies, the lack of openness to trade is
ranked as a major reason for the slow-growth performance of African countries (Sachs and Warner,
1997; and Collier, 1995). Sachs and Warner (1997) makes the largest claim by finding that restrictive
trade policy, poor access to the sea and Dutch disease between them accounted for a 1.2 percent per
annum growth shortfall, while a more typical estimate, Easterly and Levine (1995), would be 0.4
percent.

35. Deficient public services: Several empirical studies found that the provision of efficient social
services such as education and infrastructure is growth augmenting. In comparison to other developin§
regions, Africa has had lower stock and quality of education and poor provision of infrastructure.
Among the effects of infrastructure, telecommunication is the best example study related growth
(Easterly and Levine, 1996). If the level of human capital directly affects the rate of growth, then the
lack of education might be an important explanation of slow African growth. Worrisome is not only
that Africa is the least equipped with basic infrastructure and education, but also these services are
deteriorating over time.

36. Lack of financial depth in Africa: There is some evidence from growth regressions that financial
markets are important in the growth process and that their weakness in Africa has contributed to slow
growth performance in the region (King and Levine 1993; Easterly and Levine 1995). One route by
which financial markets might matter is through the level and efficiency of investment. Financial
shallowness is a combined symptom of underdevelopment and a consequence of policies that have
inhibited the evolution of diversified and competitive financial system. The financial depth measured
by the ratio of M2/GDP is 37% lower in Africa than in other developing area. This is usually
interpreted as the result of financial repression due to the curtailment of the banking system. The
decomposition of M2/GOP into M21M0 and MO/GOP shows that the main cause is the low level of
MO/GOP because M21M0 is lower in Africa but the difference is only 16%.

37. The low level of currency holdings in Africa could be attributed to the large share of the
subsistence economy (in turn.attributable to the high implicit taxation of agriculture). Financial
shallowness could be a severe constraint On investment activities. However, according to a regression
analysis (Easterly and Levine, 1995), the effect of lack of financial depth has been modest (a loss of
0.2 percent growth rate). Collier (1997) interprets this limited effect as a byproduct of lack of openness
than of financial policies.

2.2. Critical non-economic factors

38. Bloom and Sachs (1998) argue that economic policy and governance are not dominant factors
impeding economic growth in Africa. Their statistical estimates give about two thirds ofthe weight of

4 Brundi in 1988, lout of 100 households had electricity; Chad for instance, lout of 1000people had a
telephone; and Nigeria in 1997, it costs about$10 to fax a page to Europe or America and about$8 within
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Africa's growth shortfall to non-economic conditions and only one-third to economic policy and
institutions. Vitally important non-economic factors include tropical geography, demography and
public health (the last two are amenable to strategic manipulation).

39. Ethnic fractionalization and corruption: One striking feature of Africa's social structure is its
high level of ethnic fractionalization. An index of ethno-linguistic fractionalization shows that African
countries is more than twice as fractionalized as other developing regions (Collier, 1997). Although no
clear relationship or causality between growth and fractionalization has been found yet, one apparent
channel through which fractionalization can reduce growth is corruption. Various measures of
corruption and judicial ineffectiveness are correlated with fractionalization. Africa has on average
higher levels of corruption than other developing regions, longer bureaucratic delays as well as weaker
process for the enforceability ofcontracts. The Second potential channel is via incidence ofcivil war 
which Africa has nearly doubled the incidence of other developing areas - that should be highly
correlated with high fractionalization.s

40. Shocks and volatility: Africa has experienced a high incidence of shocks originated either from
the natural environment or from policy. Although the two sources of shocks are conceptually different,
in practice they are both correlated with Africa's performance since governments have used trade
policy to equilibrate the balance of payments. Variation in the real exchange rate is a useful proxy for
these effects because it reflects the sum of policy and terms of trade shocks. African real exchange
rates have been atypically volatile and there is evidence that this has negative impacts on growth (not
in growth regression but has been found to reduce African investment).

41. The African economy is highly vulnerable to terms of trade (TOT) shocks mainly because its
exports remain concentrated in primary commodities and partly from the lack of openness. These
shocks have had large short-term effects on outputs. These trade shocks have caused economic decline
in Africa because over-regulation has prevented private agents from responding efficiently, while the
governments have lost control of public expenditure.

42. Deterioration in the external environment: There are two aspects of the external environment
that have deteriorated against African economic performance: TOT and climate, but neither has
received much attention in the growth literature. During 1970s Africa's TOT deteriorated but less than
the average of other developing areas. However, during 1980s and early 1990s, the period which
African economies have experienced pronounced decline, Africa faced considerably deteriorated TOT
and high volatility between 6 percent and 36 percent. Elbadawi and Ndulu (1996) shows that this TOT
deterioration has been estimated to account for a reduction of 0.7% growth rate in the African
economies relative to that of other developing countries.

2.3 Initial conditions

43. As the endogenous growth theory emphasized, initial conditions of an economy do matter greatly
for growth. Here we consider four aspects of initial conditions that could be factors behind slow
performance in Africa. First, there are two different points of view about the correlation between
initial income level and growth. On the one hand, the convergence effect is predicated on the potential
for higher returns in capital-starved low-income countries. Empirically, relatively weak income
convergence effect has been found, nevertheless it is significant.'' On the other hand, when the
economy's income level is too low to accumulate capital beyond the minimum threshold level, it
cannot get into and benefit from virtuous circle of growth. Especially, if the income level is so low and

, However, not all the effects of fractionalization are negative. Collier(1997) showed thatAfrica's high
fractionalization is actually peace-enhancing, except the fractionalization index is around 45-50 for
instance, a society withtwo fairly equalethnic groups.
6 According to Romer (1986), the growth rateof an economy appears to exhibit no correlation with the initial value
of itspercapita income. Romer, PaulM., "Increasing Returns andLong-Run Growth", Journal of Political Economy.
October 1986,94: 1002-1037.
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it is under the subsistence level (or occupied for subsistence), the economy would fall under the
vicious circle.

44. Secondly, for long-term growth, the initial quality ofhuman capital and infrastructure have also
proved to be significant explanatory variables through their influence on the marginal product of
private investment. On this aspect, African countries have the lowest status compared to other
developing regions.

45. The third initial condition, which is likely to affect long-term growth, is the initial level of
inequality in a society. A body of recent theoretical literature argues that greater initial inequality is
likely to reduce an economy's long-run economic growth (one plausible channel is through imperfect
capital markets: the poor being constrained to pursue investment in education). Some recent political
economy models and empirical studies show that greater inequality increases the support of the
median voter for inefficient redistributive policies and hence causes efficiency losses and lower
economic growth (reference).

46. Fourth, a great shortage ofbask civil physical infrastructure has severely constrained rural and
agricultural development in SSA. Ali and Thorbecke (1998) identified that road networks - within
rural areas, and between rural and urban areas - is a major cause of the (i) very high transportation
costs that prevail; (ii) high price spreads between initial agricultural producer prices and ultimate
consumer prices; (iii) segmented agricultural products markets; and (iv) very limited market
orientation on the part of the small African farmers who produce largely for subsistence with low
marketable surpluses.'

47. As observed by many studies, there are very large interregional and inter-country differences in
the extent of transport infrastructure. For example, paved roads in Africa are less than a third of that in
Asia (about 35% of the road network in Asia being paved). In terms of kilometers of road per square
kilometre of land, Africa possesses only between 0.01 to 0.11 compared to 0.30 to 0.45 in Asian
countries. The absolute transport costs in marketing was also found to be twice as high in Africa
compared to selected Asian countries.

48. One of the essential elements of solving Africa's growth and development puzzle that has not been
discussed is strengthening private sector, that is building managerial and technological capacity and
capability at firm level to be more efficient and competitive so that they become deriving engine of
African economies. Successful process .requires firms' willingness and ability to undertake
investments in both physical and human capital for obtaining technological and organizational
improvement. As LaB (1991, 1992) noted, it also requires external support systems to supply skills,
physical facilities and technology infrastructure (such as industrial standards, quality assurance testing
facilities and basic research).~ Therefore, providing incentives to invest and take risk is critical for
the successful process ofcapacity building even in labour-intensive products.

49. Decomposition of growth in Africa: Rodrick (1997) conducted a source of growth
decomposition by categories of performance. For the high growth performers in the region, the most
important contributors to growth were public savings, demography, human resources and catch-up
effect. In case of worst performers, export taxation was a significant factor for explaining slow growth.
In a more recent empirical study using Africa data set, Rodrik (1998) argues that the fundamentals for

, Ali and Thorbecke (1998) noted that those interrelated factors - together with technological constraints and
discriminatory policies against agriculture - go a long way in explaining the stagnant agricultural production
picture in SSA over the last three decades or so. The relatively poor state of physical infrastructure in much of
SSA compared to Asia is directly related to another characteristic of the physical environment, mainly a much
lowerpopulation density in SSA(15 to 30 personsper squarekilometre compared to 500-750persons in Asia).
!' This approach, and the weakness of neoclassical analysis, has been elaborated by S. Lall in a sequence of
writings, including: "Explaining industrial success in the developing world" in V.N. Balasubramanyam and S.Lall
(eds.), Current Issues in Development Economics (London: Macmillan, 1991); "Technological capabilities and
industrialization". World Development, Vol.20. No.2. 1992.
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long-term growth are investment in physical capital and human resources. These are, in tum. made
possible by physical infrastructure, macroeconomic stability, the rule of law, and solid institutions.
Table 2 decomposes output per worker in different regions, as a basic measure of economic
performance, into three terms: the contribution from physical capital intensity, the contribution from
human capital per worker, and from productivity. All terms are expressed as ratios to US values.
According to this table, the differences in economic performance mainly lie on different level of
contribution from productivity and human capital (or combined). In Latin America, both productivity
and human capital contributed to its low performance. In North Africa, low level of augmented
human capital is the main contributor for its low output per worker, while low productivity is more
severe challenge in SSA, which records the lowest level of human capital intensity and productivity.

Table 2: Decomposition of Output per Worker

Average YIL Ave Ave (HIL) Ave (A) Number of
(KIY)Aa Countries

OECD 0.79 1.07 0.82 0.92 200ECD

E.Asia NIEs 0.51 0.86 0.68 0.89 4 NIEs

E.AsiaMITs 0.19 0.89 0.55 0.35 3MITs

Latin America 0.28 0.86 0.57 0.56 15 Latin America

N. Africa 0.23 0.71 0.49 0.67 4 North Africa

SSA 0.06 0.69 0.42 0.22 39 Sub-Sahara

Where, (K/Y)"a stands for contribution trom physical capital mtensity; (HlL) IS contribution
from human capital per worker; and (A) represents contribution from productivity.
Source: Calculation from Hall and Jones' (1998) extended data.

&: Output Worker

50. In summary, the growth problem in Africa is mainly accounted for low productivity growth, and
additionally for low capital accumulation, which reflects severe capital flight (Collier and Gunning,
1997).' In terms of/actor accumulation, one third of the shortfall in output growth accounted for less
investment than other developing areas. Therefore, remaining two thirds is due to the shortfall in
productivity growth (Ndulu and O'Connell, 1999; Collier and Gunning, 1997). The capital-output
ratio in Africa has decreased in Africa (for 1965-1990), while it has risen in other developing areas
and even doubled. It is mainly because capital formation in Africa has been so modest and did not
accumulate capital per worker by shifting wealth abroad (37% of total African wealth: Claessens and
Naude, 1993).'0 Another important factor is relatively high population growth of the region that both
depresses income and capital per worker (unmitigated by technological innovation) and places the
economy under minimum threshold level of capital accumulation to grow.

, Growth in labor force in Africa was sufficiently similar to that of other developingareas. However, during the
slow growth period of 1980s, population growth exceeded labor force growth in Africa and the average growth
of other developing areas.
10 Ajayi (1998) shows that at the end of 1991, the average capital flight/debt ratio was over 40% in 18 African
countries for whichdata is available. Nigeria was at the top of the listwith the average ratio of 94.5%, followed
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III. Lessons and Experiences: Incentive Mechanism and Industrial
Policy in East Asia

3. I Preliminary Issues

51. Issues for distilling Africa suitable lessons: In the forefront of distilling lessons and examining
relevant experiences, two critical issues need to be discussed to draw African suitable lessons. The
first issue is the feasibility of duplicating the experience of other economy, especially the successful
performance of East Asian economies. Secondly, if replicability were feasible, could the growth
strategy implemented in East Asia serve as desirable/optimal strategy for other developing countries
including SSA in the future? In other words, whether major elements of lessons are valid for other
developing countries to replicate in the sense that external environment and initial domestic
conditions of these economies are different from that of successful East Asian countries.

52. The first issue of duplication has been extensively discussed in the recent literature. The gravity of
consensus has been gathered on negative aspects because of different initial conditions between E.
Asia and Africa; differences in their economic characteristics in both E. Asia and Africa (size of
domestic market and population density); adversely changed international environment; wide variety
of E. Asian experiences (not a single growth/development model, variety of measurements); and
difficulty in implementation. II

53. The replicability and appropriateness of East Asian experiences, especially of interventionist
policies for other developing countries has been rejected for two reasons (The World Bank East Asian
Miracle Study. 1993). First, it argues that establishing a causality between growth and a specific
intervention is difficult, and hence measuring the relative impact of fundamentals and interventions is
virtually impossible. Secondly, an essential prerequisite for pursuing contest-based resource allocation
- a high quality civil service with the capacity to monitor in isolation from political interference is
typically absent in other settings."

54. This replicability issue is directly related to a critical question of how to build appropriate
institutions and social capital and capacity over time to implement economic policies effectively.
Because in many developing countries, there is a considerable gap between policy design and
institutional environments and foundations for policy implementation. Policy measures themselves, as
noted by Kwon (1994), are not the sole factor determining the performances of such policies. In fact,
given frequent institutional failure of such policies, the sound choice of measures not necessarily lead
to the success of policies. Especially in SSA, there are severe bottlenecks in both policy design and
implementation. To ensure efficacy of policy measures, the design and formulation of policy must
explicitly allow for the specificity of the implementation context (Nissanke and Aryeetey, 1997).

55. For the second issue, the main question here is that the creation (or duplication) of basic skeleton
'of E. Asia's economic struc~re and drive engine of growth - the creation and expansion of
manufacturing sector for exports to developed economies (through high levels ofdomestic savings and
investments) - will work in the future. This question also applies to the pattern of growth in Southeast

11 There have been two controversialviews (by the mainstream analysis) with respect to this issue. As noted by
Soludo (1998), one is based on universality of economic principle and thus replicability of any good policy
everywhere. The other view is emphasizing 'unique Asian characteristic' and 'difference in initial conditions',
and hence Africa has difficulty in learning from NIEs. Protagonists of this view argue Africa should emulate
less intervention modelof SEA rather than active and more interventionofNIEs.
12 The East Asian Miracle Study recommends, therefore, that other coutries should focus on fundamentals and
thereby create a market-friendly environment rather than oon getting interventions to work. 11 concludes that
'the fact that interventions were an element of some East Asian economies' success does not mean that they
should be attempted everywhere, nor should they be used as an excuse to resist needed market-oriented
refonn'(p26).

..............................................................................................................................................................
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Asian successful economies. The answer is likely to contain negative aspect on two combined
accounts: the problem of excess capacity of manufactured export sector and hence, low profitability in
developing countries and structural changes in developed economies that are likely to reduce growth
in the demand for traded manufactured goods.13

56. Focus of lessous in this paper: The key elements of lessons should be examined in considering
characteristics and constraints of African economy. It also should stem from the shortcomings of
previous studies that is, to draw optimal strategy for Africa, lessons should be composed of Africa
suitable ones that are based on constraints and factors behind slow performance of Africa, especially
low capital accumulation and productivity (and the need for strengthening private sector through
capacity building and enhanced accumulation). In addition, most studies in the literature focus
predominantly on either Asia or Africa and thus not as much on the issue of the transferability of
experiences. Given the scope of the paper, we would not attempt have in-depth discussions on such
issues that already have had abundant explanations/attempts, for instance stable macroeconomic
environment, openness and export orientation, etc.

3.2 Lessons from East Asia

57. Successful performance of East Asian economies has been described as a flock of geese sweeping:
Japan in the lead and the first-tier Korea, Taiwan, Hong Kong, and Singapore (NIEs) close behind,
then followed by the second tier Malaysia, Indonesia and Thailand (MITs) (including China) by
shifting their industry structure from light and assembly industries toward heavy and high tech
industries. Other deveJoping countries and international development institutions sought to duplicate
and take lessons from the successful performances of East Asian economies, especially the path
toward export oriented growth. However, as Woo-Cumings (1996) noted, the differences in the growth
performances between East Asian economies and other regions can not be explained singularly in
terms of a different set of policy choices such as export orientation or market liberalization. The
outcomes of policies depend on multiple factors originating from both domestic and external
conditions - so called institutional environment - which encompass economic, socio-political and
cultural environment as well as societal and historical interests and constraints.

58. Among several studies, the World Bank (1993) East Asian Miracle Study is one of the most
publicized attempts to examine key conditions for success of economic management in eight E. Asian
countries and draw lessons from Asian experiences for the other developing countries. Classifying
economic policies into fundamentals and selective interventions, the Miracle study acknowledges the
prevalence of systematic government intervention (through multiple channels) to address market
failures in these economies. in particular, in Northeast Asia. The recent efforts and its contents can be
broadly grouped into two areas (Weder, 1997; Yanagihara, 1997). One focused on the economic
foundations that have characterized development in East Asian countries and emphasized that
governments have been successful to overcome market failures and thereby spurring economic
development. The other concerned with institutional foundations of the successful policy making 
with the specific question of how did Asian countries overcome the typical governmentfailure which
often have undermined successful policy making in other developing regions.

59. In terms of economic foundations, there are four main areas in which the research has
concentrated: (i) stable macroeconomic environment and sound management: Maintaining low
inflation; manageable budget deficit; keeping exchange rate and external debt manageable;
maintaining stable and positive real interest rates; and responding quickly to the adverse shocks; (ii)
promotion of investment in physical and human capital (the accumulation of human capital provided
the incentives not only for rapid accumulation of physical capital and, more importantly, for its
efficient use); (iii) outward orientation and external market performance; and (iv) industrial policy and

13 One thing to note is that those successful economies experienced crisis that has been directly or indirectly
related to the strategy that they pursued even though their successful performance should not be negated by the
~~~~~.~.~.'!.'!!\~!~\.'!!!~X,?I!~~.i.'!II.~!:?'!~!!!!~.9:!~!~: ..
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technological promotion (industrial financing and technology programs; investment coordination; and
infant industry protection).

60. One major shortcomings of previous studies is that they have rarely focused on the institutional
foundations for improving growth performance in view of the increasing acceptance that policy
success depends upon domestic institutional factors. The institutional aspects of interventions in East
Asia have been claimed to be in the form ofcontests whose ruler and rewards were transparent, whose
referees impartially enforced the rules, and whose rewards accrued to those who met non-manipulable
international market performance tests (World Bank 1993). This, however, has been criticized in the
sense that it (the above characteristics of interventions and institutions) is based on ex post
rationalization rather than ex ante causal explanation of factors that led to high performance
(Srinivasan 1997).

61. Critical elements of institutional foundations in East Asia are: (a) basic property and contract
rights (formal enforcement of property) including informal arrangement; (b) institutions for public and
private sector cooperation; (c) institutions for an efficient and non-corrupt bureaucracy; and (d)
credibility and political commitment. Considering the specificity of the implementation context, those
wide aspects of institutional foundation should be boiled down to narrow basis to prioritize issues over
time (such that divide issues which need to focus in the short- and medium-run and in the long-run).

3.3 Incentive-driven industrial policy and interventions in East Asia

62. Distinguished elements to promote business, investment and exports: The primary purpose of
government interventions in the East Asian economies during the development process was to
promote the interests of the business sector as a whole. Measures thus have been adopted and
implemented to ensure that the behavior of economic units accorded with the long-term interest of
industry (business sector) in expanding their market share as well as generating profits. Another
important point is that measures have been predominantly implemented through influence on the
actions of private firms to build up capacities and capabilities at firm level. To create new wealth of a
nation, they have exerted efforts to accelerate and/or sustain economic growth through capital
accumulation and productivity improvement.

63. What are the distinguished differences of industrial policies implemented in E. Asia from that in
other developing countries? First of all, the centerpiece of industrial policy in NEA-NIEs has been the
provision of incentives to induce firms to increase production capacity and productivity and to
compete aggressively for increased market share: The incentives have been provided through a
combination of policies for competition, technology, trade regime, and subsidies including financial
and fiscal measures to support capital investment. Secondly, industrial policy in successful East Asian
countries has been predominantly implemented through the actions ofprivate firms seeking profits.
The important point here is that industrial policy used work through the interaction of government
policy and the competitive strategies of private firms. Therefore, attempts to separate those economic
effects that can be attributed to government, as against market, are misguided.

64. Third, the interventions have been pragmatic rather than based on a strict ideology. In contrast to
many other governments that intervened extensively, they did not constrain the business sector as a
whole in the interests of other classes, nor did they seek simply to extend favors to certain individual
interests.

14
Fourth, they have clear rationale to adopt interventions, namely to accelerate the pace of

capital accumulation, technical progress and structural change, and hence economic growth. Finally,
one important to bear in mind is that the primary concern of industrial policy in these economies was not
the composition of manufacturing capacity and output per se, but rather the dynamism and efficiency of
the industrialization process as a whole.

" The Miracle study also notes that the success of selective intervention in Northeast Asian countries is
attributable to the rigorouslypursued performance-based, yet highly transparent contested framework, which has
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65. In general, they have been directed at tackling a series of closely interrelated and mutually
reinforcing 'marketfailures'; which typically hold back the process of investment and innovation in a
late industrializing country. This, however, was not defined in relation to microeconomic efficiency of
resource allocation, but rather in relation to the ability of the market mechanisms to achieve the strategic
growth/development goals set by the government,Thus, market failures have encompassed the inabilityof
the market to achieve certain industry-specific goals. Importantly, action was taken in anticipation of
market failures, rather than ex post. 15

66. The role of government interventions in this region has been obscured by arguments about the
effectiveness of industrial policy. This, however, was based on countries at advanced stage of growth
and development. Considering the above discussed objectives and distinguished points, the right
criterion in assessing efficacy of interventions is how the policiestaken as a whole had effectively served
to accelerate the process ofstructural transformation and hence, changed comparative advantage ex post.
Therefore, attention should be placed on the process oj capital accumulation, capacity building and
dynamic learning process by business firms as well as the institutions required to lift an economy out of
underdevelopment (instead offocusing narrowly on the issue ofshort-term resource allocation).

67. Incentive provision for outward-looking growth: Here we are to examine how the provision oj
incentives through the measures adopted in NIEs for their industrial development - diversification and
deepening - as well as strengthening private sector. The interventions that were made by East Asian
governments to tackle these problems took a variety forms. These included junctional interventions
designed to affect the general mechanisms of production and resource allocation by facilitating the
functioning of markets, but also many selective interventions designed to meet the differing needs and
circumstances of specific industries and specific firms at different times. Whether functional or selective,
policy generally sought to achieve improvements in supply capabilities at the microeconomic level, as
well as in the macroeconomic aggregates.

68. Importance ofincentive scheme in designing policies: What does matter is not a simple choice of
a measure itself but the effectiveness of the measure in the sense that whether it is specific goal
oriented as well as it contains sufficient incentive design to achieve the given goal. In this light, tyre
industries in Korea and Malaysia, which were under the same measure of protection, illustrate how the
same measures can result in different outcomes by the incentive scheme as well as how the
effectiveness of policy can be improved by the scheme.

69. Resources-based industrialization (from dependence on primary production) was a great hope for
post-colonial Malaysia (as it will be discussed in next section). Natural rubber, for instance, Malaysia
was expected to be the world's largest producer, and hence to become a significant producer and
exporter of rubber manufactures such as car tyres. Ironically, however, not Malaysia but Korea, which
does not produce any natural resources related to this industry - natural rubber or petroleum to produce
synthetic rubber - emerged in the 1980s as a major rubber tyre producer and exporter. What causes the
differences in the performances of the rubber tyre industries in South Korea and Malaysia? Why the
same choice of a measure, protection in this example, lead success in one economy and failure in the
other economy?

70. In Korea, there were initial protections for inexperienced rubber tyre manufacturers on condition
that they would export within a few years, which they did with great success. Incentive-driven and
forced to export, the tyre manufacturers had to give efforts to minimize costs, maximize scale
economies and raise quality to international standards. In contrast, protection granted to the foreign
tyre producers in Malaysia was ineffective since it failed to bring enough incentives because the
protection was to induce producers to set up a plant for the domestic market. Thus the protection had
nothing to require to exports even though the government hoped that they would eventually export and

15 More broadly, market failure wassaid to arisewhenan economy cannot be easilyor adequately provided goods
and services (which deemed necessary) by depending on only the free activities of private sectors. "Policy-Based
Finance: The Experience of Postwar Japan". The JapanDevelopment BankandJapan Economic Research Institute,
FinalReport forthe World Bank. 1993, p.28.
..............................................................................................................................................................
14



offered support facilities with the hope that they would do so. Even though those tyre manufacturers
eventually began exporting, their achievement has been modest given the amount of protection they
have enjoyed in terms of both the duration as well as the effective rate of protection. The lesson from
this example is the importance of designing incentive scheme and effective industrial policies.

71. Provision of incentives for new investment and capital accumnlation: In both Northeast Asia
NIEs and Southeast Asia MlTs, rents created by state, which provided incentives through industrial
policies, has been an important mechanism not only set up new industries but also to build the capacity
(technical and managerial) of private sector. In other words, industrial policy worked through these
rents provided by the govemmenr." In developed economies, entry barriers associated with
innovation result in rents that provide incentives to incumbents at the frontier of technology for
innovations. In contrast, in developing countries, both costs of updating technologies and risks of new
business activities (including establishment of new industries) are fairly high not only because of weak
initial domestic condition including insufficient infrastructure and institutions but also severe foreign
competitions and hence, the market mechanism alone cannot provide such rents. In other words, high
entrepreneurial profits are required for compensating innovative activities. On this ground, the visible
hand ofNIEs created rents for the early private sector entrants to provide incentives.

72. The creation ofrents in NIEs, which played central role to establish new industries, contradicts the
concept of rent seeking behavior under inward-oriented trade regimes. In East Asia rents were created
through a mix of credit subsidy and allocation, managed competition, the coordination of capacity
expansion, restrictions on entry into specific industries, screening of technology acquisition, product
standardization procedure, specialization and exports.

73. There seems to be four critical factors that lie behind the successful creation and management of
rents in the process of industrial development in the NIEs. First, the realization of rents was related to
performance standards, including required exports. Second, rents were achievable through directly
productive activities that served national interest. Third, costs of rent seeking - a form of such
transaction costs as collection of information and bargaining - were kept low. I? Fourth, government
committed to close off other non-productive channels of wealth accumulation (such as agricultural
landlords' exploitation, urban real estate speculation and military and bureaucratic officers'
exploitation).

74. The provision of incentives were the most effective when rents were distributed on a competitive
basis. To secure rents through monopolistic or oligopolistic positions, private firms have had to
compete vigorously. In Korea, for instance, the most lucrative subsidies were the protected sales on
domestic markets on the condition of export performance. l' Similarly, Japanese government (during
1950s) issued trading licenses that allowed selling at domestic markets, provided that trading
companies allied themselves with exports. In Taiwan, rents were linked to exports by tying the
allocation of import licenses to export performance. 19

75. In case of Malaysia, rent has been created and allocated in ways so as to encourage investments in
new productive activities, which have accelerated the diversification of the economy especially,
industrialization, initially through import substitution, then export promotion, and resource-based
industrialization (Jorno, 1997). Redistribution was another goal for creating rent along inter-ethic
lines. Since the mid-1980s when the Malaysian government exerted new efforts to encourage
technological deepening through the inducement of foreign capital, rents have been increasingly tied to
the development ofdomestic production capabilities, instead of simple efforts to generate investment and

16 H.J. Chang, "The Political Economy of Industrial Policy in Korea", Cambridge Journal ofEconomics, Vol.
17,No.2, 1993.
17 See H.J. Chang, The Political Economy of industrial Policy (New York; SI. Martin's Press; Basingstoke and
London: Macmillan, 1994).
I' This pointhas beenmade both by R. Wade (op.cit.) and A. Amsden (op.cit.)
19 The practice wasto ensure that thosewhoget the windfalls from importing scarcecommodities are at the same
timecontributing to the economic success of the countryby exporting. R. Wade, op.cit. p. 129.
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employment, as before the mid-1980s. Additional tax. incentives have been provided to human resources,
research and development, linkages, exports and technologically strategic manufactures.

76. Rents and risk-sharing to induce new investments: Capital accumulation in East Asian NIEs
has been found to be strongly related to corporate profits and profit related income. There were two
important factors that account for a rapid growth in corporate investment and profits. One was the
pattern of shareholdings and ownership in these economies. Managers in these economies could
concentrate on their long-term goal such as large market share instead of paying undue attention to
how the market values their assets from day to day. Because controlling interest has been held by
business groups (in Japan and Korea) or families (Taiwan), outside pressure to payout dividends at
the expense of corporate savings and investment has been weak.

77. The other was government policy that played more important role in the growth of corporate
profits and savings. To sustain the momentum of industrialization, policies have been designed to
promote profits and to provide incentives to private firms for enhanced production capacity and
productivity. This was achieved through two channels. First, creation ofrents through trade, financial
and competition policies that raised profits above levels that would have been attained under free
market conditions. Secondly, fiscal instruments were also used to supplement corporate profits and to
encourage retention to accelerate capital accumulation.

78. In Korea and Japan, the government's active risk sharing with private firms made an important
contribution to transform structure of economies by inducing private (corporate) investment into new
industries. For instance, during the 1970s when Korea implemented ambitious heavy and chemical
industry, the government became a co-partner with private sector and socialized the risks involved.2o

With expected high risks - that include both technological risks in production and risks from market in
sales and exports - the private sector alone may have been hard to undertaken such new risky
investments. The government (especially, the government's economic development board), working in
consultation with private sector (to trade ideas and projects), developed incentives that varied widely
and included building industrial park (for new knowledge), providing tax rebates for exports, cheap
loans for new investment, and subsidizing utilities, etc. The production of microwave oven by a
Korean company, Samsung industries, illustrate how inexperienced manufacturing company could
invest in new business with risk sharing, and thus compete and beat well experienced and better
financed Japanese and US companies.i'

79. Management of rents in East Asia: Establishing an export-investments nexus alongside a strong
profit-investment nexus has not involved any unfamiliar policy measures (Trade and development
report, 1996). However, deliberate creation of rents is not cost-free process. It contains intrinsic
difficulty to implement and thus produced less desirable results in other developing countries. The
creation of rents implies a sacrifice in current income and the transfer of resources to activities with
more uncertain prospects. Moreover, there is a real danger with this strategy that these rents, unless
skillfully managed, can become ore permanent, in the long run weakening entrepreneurship and
hampering productivity growth.

80. The East Asian governments have solved this potential problem in two ways. First of all, they
established policy mechanisms and institutions to ensure that creating the initial rents was essentially a
pump priming exercise so that the rents would eventually be withdrawn as the industry matured.
Secondly, they imposed performance criteria such as setting export targets on the recipients of the
rents, in particular by using the discipline of the international market. Infant industries promoted
through State-created rents were expected to eventually prove themselves by the standards of the

'0 Korea's heavyand chemical drive is often criticized as an example of inefficiency, waste and general failure
of government by orthodox economists (World Bank, 1993; and Krueger, 1995). However, as disputed by many
economists, this drivehas been regarded as exceptionally valuable on a long-term view. Sincethe mid 1980s, it
has beenthe main source of Korea's outstanding exportperformance, Moreover, it expanded the spectrum of the
~roduct mix in theeconomy and provided domestic producers enormous scopefor learning bydoing.

I By the late 19705. when global production hit 5 million per year, Samsung made less than 1500 microwave
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international market, and had their import protection gradually removed and/or were pushed by the
government to start exporting at a relatively earlier stage of development. Such an imperative
exercised a powerful market-based discipline on the recipients of rents.

81. Incentive provision and promoting competitiveness: Competition policy in NIEs (and Japan)
played a major role for capital accumulation as well as resource allocation in the economies that
protected domestic production and regulated foreign direct investment. Policies aimed at not only
achieving economies of scale (while avoiding excess capacity), but also promoting competition by
controlling sequence of new entrants. The usual approach was regulation on entry and capacity
expansion. Technology screening was used to promote competition as well as to improve technology.
Also, staggered entry namely, restricting the number of entry firms (one or very few) at a time, has
been adopted. Early entrants obtained an oligopolistic (or monopolistic) position in these economies,
through which they could eam high profits.

82. The crucial point here is the incentive provided by this process and strategy that led firms to
compete vigorously. To be qualified as an early entrant, firms had to demonstrate its technological and
financial capabilities to assimilate new technologies, conducting preparatory research, finding an
appropriate foreign licenser, and securing the necessary investment funds, etc,z2 This process
improved the ability of firms both to absorb foreign technology and to search for technology.

83. Subsidies to support industrial development were applied selectively and used particularly in the
initial phases of establishing new industries. Fiscal support was provided by a range of special tax
measures which reduced government revenue but promoted the accumulation of earnings by firms and
their stability in the face of cyclical fluctuations or) as in the case of special depreciation allowances)
reduced investment risks by shortening the period of investment recovery. But perhaps the most
important "subsidies" came from keeping down interest rates and allowing domestic prices to deviate
from international ones.

84. Policies for the adaptation offoreign technology have been critical in the process of capability
building in the NEA-NIEs during the period of industrial catch-up?3/ However, there has been wide
divergence in terms of measures they adopted as means to obtain skill and technology. The important
measures include technology-screening policy, imports of capital goods, licensing or informal transfer
arrangements.

85. Technology-screening policy has been adopted in Korea and Taiwan (including Japan) during the
catch-up and take-off period. Their policy toward FDi with respect to technology can be characterized
as encouragement with caution. They screened FbI and controlled licensing agreements to protect
domestic technological learning, which entailed limitation on investment selectively, namely allowed
investment only in permitted sectors. Industry case studies show that the policy of negotiating
technology imports s\ffnificantly reduced the costs and enhanced the effectiveness of absorption of
foreign technologies.A

. 86. Imports of capital goods have been an important form of technology adaptation and transfer for
all these countries. As in the case of FDI, some governments have screened the import of capital
goods, which was not always _associated with FDI. In Taiwan, for instance, such imports were
screened until the late 1970s and the import of plant and equipment for new plants required approval.

22 The preparatory research enabled firms to: first, to know therealmerits and demerits of a newforeign technology;
second, absorb onlythedesired components of the foreign technology; and third, oftento come up withsignificant
technological improvements in the course of 'reproduction'. T. Ozawa, "Government control over technology
acquisition and finn's entry: the experience of Japan'ssynthetic fibre industry", Cambridge JournalofEconomics,
VolA, 1980, p.J46.
W Fora moregeneral discussion oftechnologicalchangein the context of industrial strategy, see H. Packand L.E.
Westphal,JournalofDevelopmentEconomics, Vol. 22,1986.
~ J.L. Enos and W.H. Park, The Adoptionand Diffusionof ImportedTechnology: The Case of Korea (London:
Croom Helm, 1988).

17



87. Original equipment manufacture (OEM) has been a specific form of technology transfer in the
ESA-NIEs. It is based on international subcontracting with foreign company, whereby a local firm
produces a good to the exact technical specification of the foreign company so that the foreign
company use its own brand name and distribution channels for marketing. This specific process
established direct linkage between exporting and productivity improvement, and hence provided
opportunities to local firms for acquiring enhanced technological capability through foreign buyers'
supply oftechnological information?5/

88. Also, the establishment Of institutions has been notable feature of in NIEs to adapt and improve
imported technology; technological learning; and commercialisation of imported technologies. In the
economies where policy has concentrated more on small- to medium-size enterprises (SMEs), for
example Taiwan province of China, an approach of establishing institutions has been adopted because
of the difficulties SMEs face in undertaking R&D due to their limited resources. The government has
created institutions for carrying out not only technological R&D but also marketing and training that is
relevant to the needs of SMEs (especially for infant industries).

89. Given scarce resource in NIEs, preventing excessive competition among domestic firms in foreign
markets has been an important intervention. Measures included: control and restrictions on entry and
capacity expansion; state-initiated mergers; co-ordinated capacity-scrapping and market-sharing
arrangements; and unified and joint marketing of exports. To regulate exports, Taiwanese government
encouraged the formation of cartels (during 1960s) and subsidized exports by setting quotas on the
domestic sales in proportion to each member's output. In Korea, the government supported and
regulated overseas construction activities (through the Overseas Construction Promotion Act of 1975).
A large number of firms succeeded in gaining access to international markets due to special tax
incentives. In these processes. government committed to ensure that opportunities were distributed
equally and fairly among firms.

IV. Dynamic Comparative Advantage and Resource-based Industrial
growth in Southeast Asia

90. Conventional neo-liberal explanation attributes Southeast Asian second-tier high-performing
Asian economies - Malaysia, Indonesia and Thailand (Ml'Ts) - success to getting the fundamentals
and basics right (The World Bank 1993, Macintyre 1994, Hill 1996). In this explanation, the major
role for growth was given to the private sector in MIT economies. When there were deviations from
laissezfaire, such as adoption of industrial or credit policy, the interventions were limited, incoherent
and characterized by rent seeking, and hence, they were ultimately irrelevant to MITs performance
including export success.

91. However, more recent alternative explanation argues that the conventional explanation of SEA
MIT economies underestimates important contrary evidence of selective industrial policies, which has
been highly effective and longstanding. For instance, in Thailand it understates important successful
selective interventions during the first-stage and the second-stage of import substitution
industrialization (lSI) in the 1960s and 1970s. Moreover, there is a critical oversight of export
promotion in the 1980s, including the promotion of non-traditional manufacturing exports and non
traditional agro-industrial exports as well as the establishment of resource based industries. Similarly
in Indonesia, the conventional view underestimates the government's efforts to diversify the economy
by effective financing using income from rich natural resource including oil (Mihira and Sato, 1992).
Consequently, a substantial evidence has been ignored in the area ofdeveloping dynamic comperative

W M. Hobday, "Export-ledtechnologydevelopment in the Four dragons:the Case ofelectronics",Development and
Change, Vol. 25, No.2, April 1994.
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advantage - rejection of a strategy based on static comparative advantage in primary production - and
successful interventions including export promotion as well as establishment of resource based
industries.

92. In Northeast NIEs, sufficient investment certainly laid the foundations for export growth by
expanding and modernizing production facilities, while rising exports, in turn, enabled to boost
investment. Industrial policy provided momentum to this dynamic comparative advantage, that is,
encouraging private investment and innovation into those sectors/industries where the expansion of
international trade was likely to be highest and where the potential for productivity gains was greatest.
These ex ante designed activities were against resource allocation followed by static comparative
advantage (and provided the ground to establish certain industries with given priority in
growth/development strategy)26

93. In Southeast Asia MITs, only a few industries had opportunities to develop during colonial times
because the colonies were considered as importers of manufactured goods and suppliers of raw
materials to reduce transport costs of exported or imported goods. In Malaysia, diversification
remained limited before the 1970s, even though diversification of the economy after independence
seemed imperative with heavy dependence on rubber and tin export earnings especially, followed by
declined and volatile rubber price during the 1950s and I960s.

94. In Indonesia and Malaysia, post-colonial governments (since 1950s) deemed resource-based
industrialization - mainly the processing of raw materials - desirable to increase value addition to their
own resources as well as to reduce their dependence upon and vulnerability to external markets for
their exports. Such diversification initiatives have often involved going beyond considerations of static
comparative advantage. International specialization based on static comparative advantage has
developed without much government interference, even during the colonial era. In case of MITs,
developing new productive capabilities required efforts of visible hand. Incentive-driving industrial
policy measures have been a major source to create the necessary foundations of developing
economy's dynamic comparative advantage and hence, economic transformation.

4.1 Incentive-driven intervention and economic transformation

95. Malaysia successfully achieved diversification from its colonial pre-eminence of primary sector
production in rubber, tin and pepper to palm oil, tropical hardwoods and cocoa. The initial effort of
diversification, however, didn't attracted investment until mid 1970s. Further efforts were stepped up
to diversify agricultural exports for example, production of palm oil and cocoa were encouraged with
crop-specific incentives. A higher export duty on crude palm oil exports introduced (in the mid
seventies) attracted massive investments in processing and refining capacity, which soon led to very
intense competition among refiners. This forced refiners to enhance their industrial and technological
capabilities rapidly, enabling Malaysia to reach and then define the world technological frontier in
palm oil refining within a decade and to become the world's largest exporter of both agricultural

.products.

96. The rapid development of such capabilities was facilitated by the achievement of new economies
of scale and scope. The Malaysian government also did a great deal to promote palm oil exports to
new markets for instance, the government has even encouraged the potential importers to develop
palm oil refining capacities in their countries. Despite a temporary welfare loss for crude palm oil

26 Should NIEs (including Japan) have followed the simple principle of free trade on the basis of static
comparative advantage, that is should they entrust their future to the development of industries characterized by
the labour-intensive duringtheir take-off? Withpopulationsize largerthan 100million, if Japanhad adoptedthe
simple doctrine of free trade and chosen to specialize in this kind of industry, it would have sentenced its
population to the South Asian pattern of stagnation and poverty: statement by Y. Ojimi, Vice MinisterMIT!, to
the OECD Industrial Committee. 1970. Moreover, NIEs developed variety of industries including heavy and
chemical industries in the absence of abundantnatural resources and/or sufficient humanskills.
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producers due to the export duty, the whole process led to not only considerable net welfare gains for
all major segments of the palm oil industry but also significant gains for the national economy through
value addition. This practice underscores the importance of developing dynamic comparative
advantage and also provides a splendid lesson for how incentive-driving intervention - through
obtaining technological capabilities led by new investment and competition - could bring economic
transformation and diversification.

97. Thailand government launched the promotion of exports oriented agro-industries in 1986. The
reason for the choice of these industries includes: all of their output was exportable; most of their raw
materials were produced locally; they were labour intensive; and they have been primary source for
increasing farmers' income (Suehiro, 1992: 268). The measures to promote export-oriented agro
processing industries included: import duty reduction on machinery imports; three year income tax
exemptions; exemption of import duties on raw or essential materials imports; exemptions of export taxes;
exemptions of value added taxes on exports and on local goods used to produce exports; and reduced
electricity changes, domestic air-cargo charges and rail charges. Agro-processing industries have also
benefited from the extension of subsidized credit to farmers; promotional privileges extended to general
trading companies; and government programs designed to enhance the quality of agro-exports.

98. These programs contributed to bring a significant difference in agro-processing industries and
their exports. For example, processed agricultural exports grew at an annual average rate of 33.7
percent from 1896 to 1993 after the government launched the program. For prepared meat exports
(primarily chicken meat), growth was even more dramatic: prepared meat exports, which were
practically non-existent prior to 1976, the volume of exports doubled during 1980-1985 and increased
eight-fold in 1993 followed by heavy promotion.

99. Another important success in Thailand economy is the transformation of economic structure and
diversification toward manufacturing sector achieved through successful industrial policies. Given
abundant natural resource base and overwhelming comparative advantage in agriculture, one would
presume that the ratio of actual share to expected share of value added in agricultural processing
industries to be significantly greater than one. On the contrary, despite the substantial success in large
scale agro-processing industries, the actual share of value added in food, beverage, and tobacco in
Thailand in 1986 was only 34 percent of its expected share (Hewison, 1989: 306). Moreover,
Thailand's overall manufacturing share of value added in GDP exhibits large deviation from
international norms - suggested by the size and income ofan economy - especially, in such products as
textiles, wood and wood products, and metal products and machinery.

100. In Indonesia, industrial policies expedited economic transformation and diversification.
Comparison before (1972) and after (1981) oil price increase shows a considerable change in the
composition of output relative to international norms. Over this period, the manufacturing sector's
share in GDP grew two times faster than the norm while there was little change in overall economic
growth. This implies that manufacturing doubled its contribution to overall economic growth while
agriculture's contribution to growth declined by nearly half (Hall, 1996a: 21). Owes to the efficient
investment, labor productivity in manufacturing increased by 10 percent per year. Rapid growth in the
manufacturing sector was combined with an equally rapid shift in the composition of manufacturing
output. In 1971, consumer goods constituted 81 percent in the composition of manufacturing value
added, while intermediate goods and capital goods contributed relatively little (13.1 and 6.1 percent
respectively). By 1981, the share of consumer goods had declined to 47.6 percent, while the share in
intermediate goods and capital goods increased threefold (35.5 and 16.9 percent respectively).

101. Resulted from substantial government efforts, the most dramatic transformation in the economy
occurred in exports. Absolute dominant of unprocessed raw commodities, which composed 93 percent
of exports share declined sharply to 31 percent from 1970 to 1993. During this period, manufactures
and processed commodities that contributed only 2 and 5 percent respectively showed their dramatic
increase in their share to 5I and 17 per cent. Indonesia recorded the largest exporter of manufactures
among lower middle income countries, except Thailand and Russia (World Bank, 1996: 216-217).
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4.2 Promotion of industrial technological capability

102. A growing concern of the MITs has been that they cannot continue to rely on their abundant
natural resources and cheap labor to maintain their rapid growth and export competitiveness. They
need to develop a more sustainable base for international competitiveness that, in turn, requires
further development of their industrial technology capabilities (TC), which would enable them to
transform their narrow export base to more skill- and technology-intensive exports (from unskilled
labor- and resource-intensive manufactured exports). A comparative study sponsored by UNCTAD
(1993) analyzed to what extent the MITs have been able to develop their industrial TC. The study
analyzed the contribution of industrial TC to the performance of exports in these economies by
selecting two important export industries: the traditional textile and garment industries and the more
modern electronics industry: The industrial TCs that are most necessary during the early stages of
industrial development includes: acquisitive (investment), operational (production) and adaptive
capabilities.

103. Findings of the country studies of MITs indicate that the most important TC acquired by the
employees in both industries during their growing up stage were the operational (production)
capabilities. These enhanced production capabilities resulted in lower defection rates and
consequently, lower production costs. Productivity was also enhanced by mass production made
possible by the use of automated machines. As a result of these developments, Thailand's textile and
electronics industries were quite competitive during this period (Poapongsakorn and Thongudai,
1993). These production capabilities included process operation, quality control of both inputs and
outputs. training programmes to enhance human capital and employees' involvement, maintenance
and calibration procedures relating to machinery and equipment, inventory controls, subcontracting,
original equipment manufacturing, and input sourcing arrangements.

104. The findings of Indonesia country study indicated that among these three categories of
capabilities, the domestic export-oriented private firms had mastered the operational (production)
capabilities the best and obtained acquisitive and to a lesser extent adaptive capabilities. However, it
turned out that the more demanding marketing and innovation capabilities, which are crucial for
achieving and improving international competitiveness, were generally still beyond the reach of these
firms (Thee and Pangestu, 1994). This inadequate TC building is natural consequence because
majorities of firms were oriented to domestic market with high protection (until mid 1980s) - under
which there was little incentive to raise their competitiveness by building their TC.

105. The Malaysian country study indicated that the electronics industry had acquired sufficient
operational and adaptive capabilities and experience in the production process. However, enhanced
capabilities has been limited because the industry has been dominated by TNCs and local participation
has been relatively insignificant. (Consequently, Malaysia's textile industry faces increasingly stiff
competition from lower-wage countries and needs to upgrade TC for higher value-added products, and
scaling down of certain activities that are no longer competitive.)

. 106. The Thai study (Poaponsakom and Thongudai, 1993) also found that the country's electronics
industry has not been very successful in developing adequate technological capabilities, particularly
the more demanding marketing, linkage and innovation (including design) capabilities, to sustain its
electronics exports. To a large extent it has been the lack of marketing experience of local electronics
firms since all the marketing activities were carried out by the foreign parent companies while the
local subsidiaries or Thai partners were solely responsible for the assembly and production activities.

107. In summary, resource-based industrialization in Southeast Asian MITs has not just stem from
static comparative advantage and natural protection. On the contrary, the governments of MITs have
gone well beyond that by actively developing new capabilities through various incentive-deriving
industrial policy initiatives. They have provided an array of supportive policies and institutions to
support such development. By incorporating high degree of private sector consultation and
concessions, many of the new institutions have successfully addressed collective action and
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information problems in such areas as research and development, education, training and marketing?7
Although the regimes have often been quite authoritarian in style and method, the governments have
exerted efforts for obtaining shared growth to enhance the credibility of development initiatives,
policy and institutions.

108. In the areas of trade policy, the governments have introduced various incentives to increase both
value addition to exports of traditional primary products and encourage investments to increase value
addition, as well as disincentives to discourage export of primary products. Market-based incentives
have allowed more flexible implementation besides ensuring greater market responsiveness. Southeast
Asia MIT governments have created new markets through government-sponsored or organized trade
fairs and export promotion missions, as well as government sponsored bilateral public and private
sector arrangements (these actions have taken under the consideration of potential trade barriers in
new markets).

V. Key Elements and Aspects of an Integrated Growth Strategy

109_ Successful stories in economic growth through enhanced accumulation and productivity, as well
as development of dynamic comparative advantage and structural transformation combined with
reduction of poverty and income inequality lends insights and provide lessons for a growth strategy for
Africa. In view of many interactive causative factors for slow performance and weak initial conditions in
Africa, a broad-based integrated growth strategy is essential to obtain an ultimate goal of self-reliant
sustainable growth that can alleviate poverty continuously. Key elements of an integrated growth strategy
includes not only stable macroeconomic environment but also incentive-driven set of measures for
accumulation and technological improvement; for parallel/simultaneous approach of agricultural growth
and urban industrialization; pro-poor strategic elements including human capital formation and labour
intensive (employment-creating) production and growth; structural change and development of dynamic
comparative advantage, augmented by sectoral and trade policies. This section explores key (but not
exhaustive) elements, which are essential ingredients for an integrated growth strategy.

5.) Structural changes and dynamic comparative advantage in Africa

110. In an early stage of development with underdeveloped markets, the structural changes (in both
production and trade, across and within sectors) and increased productivity and international
competitiveness are critical elements for sustained growth to be realized (in this stage non-market
coordination is indispensible that is those changes will not be spontaneously obtained with sole function
of markets and price mechanism). In successful performers, the contribution of industrialization from
traditional agricultural economy has been enormous for their sustained growth. Graph 3 shows the
relationship between production structure, proxied by the ratio of industry value-added to agricultural
value-added in terms of constant dollar, and the evolution of GDP over time.

Ill. The production structure in Southeast Asia MITs and Korea shows a steady upward trend during
1980-96. The ratio of production structure more than doubled in MITs (with almost doubled denominator
of agricultural value-added) and almost quintupled in Korea (during the period of 1965-1996, it increased
25 fold)." In SSA, however, the ratio shows a downward trend which reflects declined value-added in
industry since agricultural value-added had modest increase of 23% during the same. One striking

27 Some of the new institutions have involved civil society, which has ensured policy and institutional
responsiveness as well as greater transparency andaccountability. reducing the scope forabuse and waste.
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difference between East Asian economies and SSA, as depicted in graph 3, is that the production structure
in MITs and Korea is highly correlated with their GDP evolution, while the relationship between the two
is negative in SSA.

112. As it is depicted in graph 4, similar difference between East Asia and SSA has been found for the
relationship between the share of manufacturing exports (out of total exports) and export growth (export
as a percentage of GDP). In MITs, the share of manufacturing exports has increased almost 25 fold
during 1966-96. The share of manufacturing exports has a high correlation (correlation coefficient is
0.95) with the ratio of exports to GDP over time that shows the positive contribution of growth in
manufacturing exports to export growth in these economies. In contrast, the correlation between the share
of manufacturing exports and the evolution of exports in SSA is fairly low (correlation coefficient is
0.18), even though the shareof manufacturing has increased four fold since late I970s. As graph 5
shows, the continuous and steady increase in manufacturing exports positively contributed to growth in
Southeast Asia MITs. The relationship between exports and changes in the export structure, measured by
the ratio of manufacturing exports to agricultural raw material exports, also shows similar direct
relationship in MITs (Graph 6).

113. With respect to structural changes, two other important facts are observed for SSA. One fact is
that there has been no such steady and continuous changes in both export structure and production
structure as in the case of East Asian economies. The fluctuation in export structure of SSA may simply
reflect external shocks (terms of trade and weather) rather than the changes in structure itself. Another
feature found is that there exists a negative relationship between production structure and export structure
in SSA (Graph 7), instead of direct relationship that is supposed to be considered as 'normal' because, to
some certain extent, export structure should mirror the production structure of an economy. To obtain
steady structural changes, it is essential to induce enhanced investment continuously through the
appropriate provision of incentives, especially for new investment.

114. Development of dynamic comparative advantage: Good performers in East Asia successfully
developed dynamic comparative advantage, which in tum led to a successful economic structural
transformation. The critical issue here relevant to the pattern of growth in Africa is whether the creation
of basic skeleton that is similar to that of East Asia's economic structure - the creation and expansion of
manufacturing sector for exports to developed economies - will work in the future (as it worked in the
past).

115. With respect to Africa's comparative advantage, there are two competing hypotheses. Wood and
Mayer (1998) argued that the structure of Africa's exports may simply reflect the region's comparative
advantage. Given resource endowment in Africa, the way forward for Africa lies mainly in raising the
level of its primary exports, processed and unprocessed (it follows more like natural-resource-abundant
America than that of natural-reosurce-scarce Asia) - based on a variant Heckscher-Ohlin trade theory. In
contrast to other regions, this is likely to change only slowly over the next few decades, whatever policies
African countries pursue. On the other hand, as Bloom and Sachs (1995) argued, improving growth
prospects in Africa hinges on the continent improving its competitiveness, and manufacturing and service
sector export-led growth could benefit Africa not only as an outlet for new exports but also as a way to
address some of its geographical liabilities. In essence, this view argues that Africa has a true
comparative advantage in manufacturing and services despite having been viewed for centuries as
suppliers of primary commodities.-

116. Since an integrated approach should involve perspectives on future, an attempt to tackle this issue
should not be just based on static comparative advantage but need to consider (i) expected changes in
international supply and future competition (especially for manufactured exports), (ii) expected changes in
international demand and future value-add, and (iii) dynamic aspects of comparative advantage. This
requires in depth analysis on which sector should be encouraged for future investment (through incentive
provision and coordination) in Africa that in tum depend upon, given Africa's initial conditions, where the
potential for productivity gains and rewards will be the greatest in the future.

117. Simple creation and expansion of export-oriented manufacturing sector targeting toward
developed economies, followed by East Asian model is likely to face two serious problems in term of

..............................................................................................................................................................
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those dynamic aspects. First, excess capacity of manufactured goods (across wide range of industries) is a
serious problem not only to those already established export-oriented economies but also to the following
entrant economies into those economies. The size of international markets can be infinitive (as in the
theory of trade) when some small economies began adopting export-oriented industrialization. However,
when most developing economies (including economies with large population size such as China and
India) adopt the same export-oriented manufactured growth strategies, the late entrants neither can expect
to face the infinitive foreign markets nor to obtain the same level of gains from exports as the early
entrants did in the past. Moreover, with improved understandings for both hardware and software aspects
of industrial migration, it becomes relatively easier than in the past to start up industrial production in
developing countries and to build export platforms.

118. Secondly, limitationon the demand for exports of manufactured exports could be foreseen from the
structural changes in developed economies. Obviously, manufactured exports in developing countries
cannot expand faster than overall growth in demand for those exports. The fact that declining (or stagnant)
population in rich developed countries combined with changes in consumption pattern away from traded
manufactured products towards non-traded services are likely to reduce the demand for manufactured
products.

119. In conclusion, since these over capacity and structural changes seem to be longer-term phenomena,
growth strategy in the future will have to rely more on internal markets (regional and sub-regional) and
south-south trade instead of simply targeting manufacturing exports toward developed economies.
Therefore, Africa's export diversification efforts should not be limited to diversify its products but also
diversify the direction of exports (by increasing its trade volume with other developing regions). Africa's
share of exports toward developing economies has been continuously increased and recorded 23% in 1995
(Table 3). However, Africa's export share toward developing economies is considerably smaller than that
of Asian and other developing economies, which recorded 47% and 41% respectively in 1995. Africa and
Latin America shows highly concentrated (and depending) export share with developed economies by
recording 64% and 70% in 1995 respectively.

120. The other element, which should be considered under the issue of structural changes and dynamic
comparative advantage, is the expected dynamic urbanization and changes of population structure in the
future. These expected changes provide a ground to emphasize the development of resource-based light
industries, which are labour-demanding for employment creation and urban poverty alleviation. More
importantly, this issue of future dynamic comparative should be considered in the context of an integrated
growth strategy, which involve the parallel growth of rural agricultural sector and urban industrial
development.

5.2 Parallel approach for agricultural development and urban industrialization

121. An integrated growth strategy to obtain sustainable growth should incorporate a simultaneous
and parallel approach for agricultural productivity growth and urban industrial development (rather than
focusing on one specific sector) as an essential ingredients for the reasons in the following: (i) gains
from dynamic interaction between the two sectors; (ii) dominant population and wide and severe
poverty in rural agricultural sector; and (iii) fast migration toward urban (urbanization) requires labour
demanding industrial growth in the medium-term and development of industrial-base (platform) in the'.longer-term.-

122. The dynamic interactions between agriculture and industry could play an important role in the
resource flow process. It has been often argued that in an open economy, the growth of the agricultural
sector need not be constrained by the sluggishness of non-agricultural sectors. This argument,
however, does not take into account the important complementarities on the supply side between
agriculture and other sectors, for instance technological spillovers and surplus labour absorption. The

,. Africa's rate of urban population growth (4.9%) is the world's highest. Urban population will exceed rural
populations within the first quarter of the 21" Century on current trend. Urbanization in Africa has been
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absorption of surplus agricultural labour by industry is an important contribution of agriculture to
economic growth not only by increasing the productivity of labour in agriculture but also by curbing
rising wages in industrial growth process. By the same token, industrial growth is necessary for the
provision of the increasing amount of producer goods required by a technologically progressive
agriculture. On the demand side, the growth of non-agricultural sectors is essential for the absorption
of the agricultural marketed surplus (this becomes stringent condition because of the low income
elasticity of the demand for agricultural products).

123. It is argued that in the earlier development stage, following three events took place is decisively
important: (i) productivity "breakthrough" in the main agricultural production sector; (ii) parallel
invigoration of the rural economy; and (iii) the resulting creation of the conditions (in savings increase
and market expansion) for getting industries started (Ishikawa, 1997). The importance of these three
events is emphasized for the reason that in the economies in which the market economy and the
division of labor in production sector are not well-developed, the conventional approach - consists of
the measures for getting price right and liberalization of agricultural product circulation - would not
consider sufficient to bring about the agricultural "breakthrough" and triggering the development
process involving industrialization.

124. History, especially the green revolution in East Asian economies, showed that sustained growth
in output and productivity in agriculture has generally been accompanied by substantial structural
changes in output and employment in the economy as a whole, and by significant reductions in the
share of agricultural employment. The phase of agricultural productivity "breakthrough" emerged
when either the increase in the yield of the existing main crop or the switching of the existing main crop
to the newly discovered higher-yielding crop became necessary." The process of the agricultural
productivity increase inducing emergence of manufacturing industries was observed when the inter
industry relation effect became operating or when the surplus accrued from existing export crops was
reinvested in industry. Surplus labor forces were mobilized from the rural sector through the rural
community for construction of basic agricultural infrastructure at very low opportunity costs, creating a
favorable condition for productivity "breakthrough". Also, the surplus labor was utilized for the low
costs labor-intensive manufactured products for exports, thus contributing to local industrialization as
well (China provides ample examples for these two cases).

125. One viable alternative for agricultural productivity break-through suggested was intensive
farming, small producer Asian. However, strong requirements (that Africa couldn't satisfy) - that
include substantial new investment and infrastructure, as well as agro-c1imaticconditions in SSA made
that a simple transplantation of the seed/fertilizer technology of the Asian green revolution impractical.
A major difference between the two regions was the much higher investment requirements in SSA
agriculture relative to the availability of resources that constituted important aspect of structural
problems of agricultural in Africa. To overcome some of these structural problems, many SSA
countries strengthened marketing boards as a mechanism for provision of subsidized inputs, and
transportation and marketing outlets for small producers. This strategy have been successful in
smallholding areas where other complementary conditions, especially improved technology and other
supporting services existed. 111 many countries, however, these complementary conditions could not be
met, and thus could not lead tQ. substantial productivity gains in agriculture. Major source of the
problem was that this strategy thinly spread resources across vast areas of smallerholder agriculture,
which didn't have the basic prerequisites for modern intensive farming.

126. Moreover, the high risks reflected in the high probability of crop failure coupled with high
degrees of variability of yields (in grain and cereal production) prohibit African farmers investing in
new technologies. In considering these prevailing conditions (risks, prerequisites, and climates), a more
appropriate strategy for the intensive smallholder farming in many SSA countries is to concentrate the
scarce resources within a certain limited areas where highest potential is expected and migration of
population is likely to happen - similar to growth poles . that allow concentration of population and
infrastructural prerequisites could be met for intensive-modern technology farming.

30 For instance, inThailand, introduction of irrigated higher-yielding rice andswitching of rice to maize, tapioca
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5.3 Pro-poor strategic elements in an integrated growth strategy

127. Eradication of poverty as an overarching objective of development has always been central to
development agenda. In the 1990s, it is widely accepted that explicit state policies are effective
instruments in influencing poverty by, inter alia, causing changes in the level or stability of their real
per capita consumption. Indeed, appropriate policy frameworks leading to rapid growth and declining
inequality proved to be successful in reducing poverty in East Asian economies and some South Asian
countries (ESCAP 1998, and World bank 1998a).

128. Basic elements of pro-poor strategies are not inconsistent with an integrated growth strategy.
On the contrary, the pro-poor elements are indispensable elements of an integrated strategy that targets
for long-term sustained growth because it can lead to balanced growth in the long-term. At the same
time, broad-based economic growth that contained pro-poor elements has been quite phenomenal in
poverty reduction as in the case of'Malaysia." Moreover, to obtain shared growth (share the benefit of
growth over population), it is essential to incorporate poverty-reducing strategic elements into an
integrated strategy. An integrated growth strategy that contain pro-poor elements encourages
employment of the poor and improve social services, rural development and investment policies that
institutionalize structural transformation and provide services accessible to the poor including education
and basic health services.

129. Human capital formation by investing in people, which is a key element for a long-term
sustained growth, is a single most important element of any poverty-reducing growth strategy.
Sustained growth, which is essential for poverty reduction, would require higher skills that entails
increasing both the quality and quantity of human capital. In this framework, social and private returns
to investment in education are higher than returns to investment in physical capital. Experience of
successful performers has demonstrated that education helps to reduce poverty directly, as well as
strengthened institutions for further development programmes.

130. Basic elements of poverty alleviation strategies: Poverty-reduction oriented strategies consist
of four main elements: labour-intensive growth, investment in poor people's human capital, and safety
nets and the poor and vulnerable groups; and an appropriate balance between the state and other
institutions (Lipton and Ravallion 1993, Salih 1997 and Watts 1997). The state, as a collective
embodiment of society's power, retains considerable authority and the role of government should be
conducive to sustaining broad-based economic growth, equity and social progress.

131. Labour-demanding growth strategies will enable the poor to increase their income from their main
asset (labour) through increases in wages and work in self-owned farms, micro-enterprises or the
manufacturing sector. Programmes exclusively focusing on employment and income generation are
necessary. Income-generating schemes can be divided into two broad categories: those that directly provide
local employment to the poor, mostly with no or low skill requirements, and those that seek to initiate a
process by which the poor are able to ultimately engage themselves in income-generatingectivities.f

132. Basic education is essential to reduce both individual and countrywide poverty. At the prevailing
state of the art. youthful demographic profile imposes heavy burden ofyoung dependants (the current high
dependency ratio imposes the demographic pressure on poverty). The key to converting the population,
dominated by youthful profile, lies in a comprehensive approach to developing the human potential in
countries by investing in human capital. The first important element in this approach is to improve

31 See ESCAP (1998) and Zin (1999).
32 The distinction between the CWo is that in the fanner poor people are helped directly, whereas, in the latter they are helped
indirectly. In the first activity, the poor are helped through provision of direct employment. Its benefits are instantaneous,
but usually short-term in nature. In the latter the poor are helped indirectly and the impacts are felt only after a lapse of some
time. e.g., the Rangpur Dinajpur Rural Service's comprehensive project in Bangladesh. The project services 120.000
households who are either wholly landless or own up to one acre of land. The programme engages in group-based
motivation and training for income generation through crop-production. livestock rearing. as well as for other purposes
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education outcome by correcting past deficiencies in general education and adult education programmes.
Building and maintaining human capital require: achievement (higher adult literacy rate); access and
participation in universal basic education; retention in school; and quality ofeducation. Social investments
(education, health and social security) can reduce poverty by improving the productivity of people,
especially the poor. The patterns of expenditure on social investment are important for effective poverty
alleviation. In East Asia, government financing and provisioning of social services contributed to
equitable growth. Malaysia. for instance, succeeded in targeting social spending to the poor, while none
ofAfrican countries had succeeded (Salih, 1999).

5.4 Capital accumulation and high risk environment in Africa

133. Out of three accumulation-related area - human capital accumulation, financial savings, and
investment - this section here is to focus on Africa specific high-risk environment and the role of
government on encouraging investment and the accumulation of physical capital. Until recently, the
issue of capital accumulation and growth has not been paid sufficient attention both in the context of
African growth and explanations. for successful growth performance of East Asian economies.
Moreover, there has been no clear agreement on the relationship between accumulation and growth,
especially on the role of government in accelerating accumulation. For the explanation of the successful
growth of East Asian countries over a sustained period, the conventional neoclassical (orthodox) view
ascribes high rates of growth and investment basically to sound macroeconomic fundamentals, efficiency
gains and human capital formation. In response to the criticisms of the neoclassical view, the World
Bank (1993) Miracle Study acknowledges that a host of measures has been adopted in these economies to
raise both the levels of savings and investment. On the other hand, the heterodox view suggests that
sustained high growth rates of these countries were mostly due to their high rates of accumulation. In
this view, success of East Asian industrialization has depended very much on the role of government
intervention in promoting and accelerating capital accumulation (through dynamic interaction of savings
investment-profits).

134. With respect to capital accumulation and growth in Africa, the new endogenous growth theory
delivers important messages that there exists a virtuous circle ofeconomic growth and accumulation: the
larger capital accumulation in an economy the further capital it attracts. To get into the virtuous circle
and to be able to grow, an economy needs to pass through a minimum threshold level of human and
physical capital. The pre-requisites to overcome this threshold can be derived from variety of constraints
to investment, especially African specific high-risk factors and environment. A survey on investment
constraints (1999) identifies infrastructure {price and quality of utility services including electricity,
telephone, water, etc.) and high taxes and interest rate as major constraints to investment. Corruption,
crime, accesses to finance, and the cost of raw materials forms a second tier of constraints. Finally, the
group of 'moderate' constraints includes lack of demand, Jack of business support services, Jack of
skilled labour, and uncertain government policies.

135. Africa has grown very slowly because it has been an unusually capital-hostile environment that
resulted remarkable flight of capital out of the continent and considerably low rates of return."
Moreover, high-risk environment could be one of the main reasons for weak and partial economic
response and growth to policy reform than its advocates expected. Africa is rated as the most risky
region in the world and its position deteriorated sharply." Potential investors may fear policy reversal
and hold off until risk assessments have improved. As Collier (1997) noted that lagged risk ratings
significantly reduced investment in Africa during 1990s.

33 Thecapital flight by 1990 was37% of totaIAfrican wealth, and the returnon investment has beenonly
aroundtwo-thirds of that in otherdeveloping regions (Collier, 1997).
]4 Institutional investor risk rating for Africa deteriorated from 31.8 in 1979 to 21.7 in 1995. This rating is on a
rangeof 0-100 with 0 being maximum risk. Haque et al. (1997)argues thaI there is a significant Africadummy
in risk ratings: .investors maybe irrationally averse to committing FDI 10 Africa, since the Africa effect appears
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136. Foreign investors identify risk as the major obstacle to investment in Africa (Blakey, 1992;
World Bank 1994). The risk ofpolicy reversal and fear ofpolitical instability have been rated as the
most important impediment. In the context of reform. the cause of severe risk rating of Africa
reformers, which is based on numerous policy reversals, has come to be considered as donor driven
reform, and thus subject to a time-consistency problem. Rodrik (1989) stressed that the high profile of
aid in Africa may therefore have reduced the capacity of genuine reforming governments to signal their
intentions. The fear ofcivil war was next important deterrent for investment, and this risk reduces the
desired capital stock in a post-war economy. Hence, the economy will continue to decline after a short
war if risk-avoiding dis-investment is important.

137. African economies are also subject to a high degree of volatility that includes volatile real
exchange rate (far more volatile than elsewhere). Recent liberalization of exchange rate in the absence
of forward markets has created risks that cannot be covered. Firms faced a high degree of price risk since
they are faced with a forecasting without accumulated expertise." This causes allocative inefficiency as
firms optimize against different expected prices. The most common reason advanced for low levels of
investment, particularly among srnall- to medium-size firms, is that they are financially constrained."
In addition to price risk, firms faced unreliable suppliesfrom other domestic firms. Finns responding by
carrying large stocks, on average three months' worth of supplies. This unreliability of supplies is an
important cause of low capacity utilization rates in Africa."

138. A survey on investment constraints shows at least three types of risks that can adversely affect
finn's expectations of future returns. JB First, erratic infrastructure services create a high risk in terms of
unexpected delays in production (and extra costs), imports and exports." Second, tax policy and
administration have improved a great deal with ongoing reforms, the system is still adversely affected by
lack of trust. Third, crime poses another risks that causes financial loss due to robbery and theft of goods
and equipment.

139. In Africa, rural farmers (dominant population) face significant higher risks than other developing
countries because of high probability of total crop failure and high degree ofprice volatility." In a
high-risk environment without formal insurance and credit market, economic agents' choices to protect
themselves against shocks either through such activities as ex ante diversification or through ex post
consumption smoothing." To cope with shocks, African rural households highly diversified economic
activities in favor of spreading risk over multiple income-generating activities. However, diversification
is likely to be costly and households sacrifice the gains of specialization. For consumption smoothing,
another commonly adopted risk-coping strategy, rural households in Africa have to use their main assets
(in the absence of credit markets), livestock and food stores, which are ill-suited for the purpose. In
consequence, both responses of diversification and assets accumulation for consumption smoothing are
likely to reduce growth because the former lowers mean income and thereby savings and the latter
requires to keep assets in liquid form.

" A recent study (Bigsten et al, 1997), using four African country finn-level panel data set, show that the low
investment rates in the sample countries are associated with low rates of growth of value-added. which is
reflected in a poor macroeconomic policy environment that includes high and variable rates ofexchange rate
depreciation and devaluation.
36 Empirical studies strongly suggest that firm profits playa significant part in investment decisions and factor
other than firm-specific costs of capital are important in determining investment (also smaller firms respond
more to profits thando large firms),
17 For example, capacity utilization rate was 60% in Cameroon and 50% in Ghana. See University of Ghana and
University of Oxford(1993).
J8 See "Confronting competition: Investment response andconstraints. The World Bank(\ 999).
39 For example, it takes, on average, 69 days for imported inputs to arrive from their original destination to the
firm (30 days from the port to Ugandan customs).
40 The probability of total crop failure in some areasof Ethiopia, Tanzaniaand Zimbabwe is about 10%(Burger
et al., 1997). Thecoefficientof crop incomevariation recorded 67% for Sahelian zone(Reardon et al., 1992).
41 In Africa. formal insurance in rural area has been precluded because of the combination of moral
hazard, high risks and geographic isolation. Credit markets in rural area could not be based on collateral
~~.~~.'!~~ .~.~.'!!!~.'!!!! .I.,!!!~ .~:¥i.!!!~!-!f!!~.i.~!!!.Y.~!!-!~. !':~~.~.y!,:\I.~~ !~..~~.~!~. ~.I.i.~ !:~!~~~). !':':~. X~.I.~!:r!,:~.I!: .!~. ~.i.~~.~~~: .
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140. The solutions for an integrated strategy can be partly derived from the East Asian successful
performers, which maintained remarkable high rates of private investment that averaged about 7% points
of GOP higher than other developing countries. Single most critical challenge to the African policy
makers is how to create a savings-profit-investmentnexus (and export-investment nexus), which interacts
in a virtuous circle that in tum can lead to a sustained growth. Two prerequisites should be met to create
these nexus. One is to provide a stable macroeconomic environment. The other is both to elevate an
economy beyond subsistence level (in expenditure side) and the economy's production capacity to the
production frontier (efficiency gain in production side). For the latter prerequisite, which is considered
as the utmost important element of integrated strategy at current stage of development, requires strong
leadership of African governments since it hardly seems to be obtained by the spontaneous role of
markets with its underdeveloped stage and given weak initial conditions in Africa.

141. In addition, at least three key elements of institutional foundation should be provided for
obtaining and maintaining high rates of investment: secure property rights; and provide adequate
complementary public investment in infrastructure; and establish close cooperative relationship between
public and private sector to manage coordination problems.

142. Moreover, a set of policies need to be designed specifically to address these risk-factors (as well
as coordination problems) to remove obstacles for investment. The efforts of government could be
exerted into largely two categories. First, development of capital markets that involves two aspects of
efforts: one is to create and strengthen specialized institutions to provide financing to rural agricultural
sector and small- and medium-size firms, and the other is to create and improve equity, bond and
insurance markets including development of secondary markets (as an economy develops) to ease
constraints in long-term capital markets. Second, prepare other mechanism designed to encourage
private investment including pro-investment policies (should be reflected in investment and tax codes),
control on capital outflows, and mild financial repression. This mechanism need to involve specifically
designed risk sharing mechanism and socialization of risks for new investment activities.
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Table 3: Direction of Exports between Regions I
-. -+ 19801 1985 1990 1995
Developing economies toward

Developed economies 66.9 64 61.4 54.8

~
Developing economies 26.71 28.8 32.9 40.9
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Graph 2: Regional Comparision of GDP per capita and growth rate
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Graph 3: Evolution of Production Structure and GDP

The ratio of production structure during 1980-1996
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Graph 4: Manufacturing Exp. and Exp. Growth
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Graph 5 Manufacturing Exports and Growth (GOP)
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Graph 6 Export Structure and Exports
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Graph 7 : Production Structure & Export Structure
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