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The least developed countries (LDCs) are a group of 50 countries which have been identified as
"least developed" in terms of their low GDP per capita, their weak human assets and their high
degree of economic vulnerability. The first part of this Report reviews recent economic trends in the
LDCs and progress towards the development targets agreed at the Third United Nations
Conference on the LDCs (UNLDC llI), held in Brussels in 2001. The second part of the Report
focuses on the issue of developing productive capacities in the LDCs.

Productive capacities are defined as the productive resources, entrepreneurial capabilities and
production linkages which together determine the capacity of a country to produce goods and
services and enable it to grow and develop. For tradable goods and services, it is the capacity to
produce in an internationally competitive manner that matters.

Productive capacities develop within a country through three closely interrelated processes: capital
accumulation, technological progress and structural change. The Report examines the working of
these processes within the LDCs, and discusses three basic constraints on them: (i) the infrastructure
divide; (i) weak institutions, notably firms, domestic financial systems and domestic knowledge
systems; and (iii) lack of demand. It suggests how these constraints may be addressed.

The Report shows that in almost all the LDCs there is an imbalance between the rate of growth of
the labour force, which is very rapid owing to population growth, and the rate of capital
accumulation and technological progress, which is generally slow. As a result, most workers have to
earn their living using their raw labour, with rudimentary tools and equipment, little education and
training, and poor infrastructure. Labour productivity is low and there is widespread
underemployment. This is the basic cause of persistent mass poverty in the LDCs.

The development of productive capacities in a way in which productive employment opportunities
expand - in non-agricultural activities as well as within agriculture - is the key to achieving
substantial and sustained poverty reduction in the LDCs. The Report thus calls for the development
of productive capacities to be placed at the heart of national and international policies to promote
economic growth and poverty reduction in the LDCs.

The front cover shows a metal sculpture, "Knallpot", created by lliwatu Danabere (Julianto
Pereira). As well as being an artist and sculptor, lliwatu is Director and Assistant Administrator
of the Arte Moris Free Art School in Dili, Timor-Leste. The image is reproduced with the
permission of the artist.

Timor-Leste is the fiftieth country to be designated by the United Nations as a "least developed
country". The sculpture has been chosen for the front cover because the process of developing
productive capacities in the LDCs involves mobilizing their latent creative potentials and
unexploited resources. The sculpture shows the creative potential which exists in blending
traditional and modern knowledge, and in utilizing existing resources to create something new.
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WHAT ARE THE LEAST DEVELOPED COUNTRIES?

Fifty countries are currently designated by the United Nations as “least developed countries” (LDCs): Afghanistan,
Angola, Bangladesh, Benin, Bhutan, Burkina Faso, Burundi, Cambodia, Cape Verde, Central African Republic,
Chad, Comoros, Democratic Republic of the Congo, Djibouti, Equatorial Guinea, Eritrea, Ethiopia, Gambia,
Guinea, Guinea-Bissau, Haiti, Kiribati, Lao People’s Democratic Republic, Lesotho, Liberia, Madagascar, Malawi,
Maldives, Mali, Mauritania, Mozambique, Myanmar, Nepal, Niger, Rwanda, Samoa, Sao Tome and Principe, Sen-
egal, Sierra Leone, Solomon Islands, Somalia, Sudan, Timor-Leste, Togo, Tuvalu, Uganda, United Republic of Tan-
zania, Vanuatu, Yemen and Zambia. The list of LDCs is reviewed every three years by the Economic and Social
Council (ECOSOC) in the light of recommendations by the Committee for Development Policy (CDP).

The following criteria were used by the CDP in the 2006 review of the list of LDCs:

(@ A “low-income” criterion, based on the gross national income (CNI) per capita (a 3-year average, 2002—
2004), with thresholds of $750 for cases of addition to the list, and $900 for cases of graduation from LDC
status;

(b) A “human assets” criterion, involving a composite index (the Human Assets Index) based on indicators of
(i) nutrition (percentage of the population undernourished); (i) health (child mortality rate); (iii) school en-
rolment (gross secondary school enrolment rate); and (iv) literacy (adult literacy rate); and

(©) An “economic vulnerability” criterion, involving a composite index (the Economic Vulnerability Index)
based on indicators of (i) natural shocks (index of instability of agricultural production; share of population
displaced by natural disasters); (ii) trade shocks (index of instability of exports of goods and services; (iii)
exposure to shocks (share of agriculture, forestry and fisheries in GDP; merchandise export concentration
index); (iv) economic smallness (population in logarithm); and (v) economic remoteness (index of remote-
ness).

For all three criteria, different thresholds are used for addition to, and graduation from, the list of LDCs. A country
will qualify to be added to the list if it meets the three criteria and does not have a population greater than 75 mil-
lion. A country will qualify for graduation from LDC status if it has met graduation thresholds under at least two of
the three criteria in at least two consecutive reviews of the list. After a recommendation to graduate a country has
been made by the CDP and endorsed by ECOSOC and the General Assembly, the graduating country will be
granted a three-year grace period before actual graduation takes place. In accordance with General Assembly
resolution 59/209, this standard grace period is expected to enable the relevant country and its development part-
ners to agree on a “smooth transition” strategy, so that the loss of LDC-specific concessions at the end of the grace
period does not disturb the socioeconomic progress of the country.
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c.i.f. (cost, insurance, freight) unless otherwise specified.

Use of a dash (-) between dates representing years, e.g. 1981-1990, signifies the full period involved, including the
initial and final years. An oblique stroke (/) between two years, e.g. 1991/92, signifies a fiscal or crop year.

The term “least developed country” (LDC) refers, throughout this report, to a country included in the United Nations

list of least developed countries.
In the tables:

Two dots (..) indicate that the data are not available, or are not separately reported.
One dot (.) indicates that the data are not applicable.
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Details and percentages do not necessarily add up to totals, because of rounding.
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Overview

This Report is intended as a resource for policymakers in the least developed countries (LDCs) and for their
development partners. Part | focuses on recent economic trends in the LDCs and the progress that those countries are
making towards achieving the quantitative development targets of the Programme of Action for the Least Developed
Countries for the Decade 2001-2010 (POA), agreed at the Third United Nations Conference on the LDCs (UNLDC IlI)
held in Brussels in 2001. Part Il focuses on the issue of developing productive capacities in the LDCs. The Overview
summarizes the basic policy argument in a nutshell for the busy reader, and then the basic evidence upon which this
argument is founded.

THE POLICY ARGUMENT IN A NUTSHELL

Productive capacities matter

In recent years, many LDCs have achieved higher rates of economic growth than in the past and even higher
growth of exports. But there is a widespread sense — which is apparent in the concern to ensure “pro-poor” growth —
that this is not translating effectively into poverty reduction and improved human well-being. Moreover, the
sustainability of the accelerated growth is fragile as it is highly dependent on commodity prices, including oil prices,
trends in external finance, preferences for exports of manufactured goods, and climatic and weather conditions. In the
late 1970s and 1980s, many LDCs experienced growth collapses in which gains from earlier growth spurts were
reversed, and the vulnerability to this happening again remains.

Developing productive capacities is the key to achieving sustained economic growth in the LDCs. It is through
developing their productive capacities that the LDCs will be able to rely increasingly on domestic resource
mobilization to finance their economic growth, to reduce aid dependence and to attract private capital inflows of a
type that can support their development process. It is also through developing their productive capacities that the
LDCs will be able to compete in international markets in goods and services which go beyond primary commodities
and which are not dependent on special market access preferences.

Developing productive capacities is also the key to reducing pervasive poverty in the LDCs. Although aid transfers
to the LDCs are increasingly being used to alleviate human suffering, substantial and sustained poverty reduction
cannot be achieved with such expressions of international solidarity alone. It requires wealth creation in the LDCs and
the development of domestic productive capacities in a way in which productive employment opportunities expand.

The development of productive capacities will be particularly important during the next 15 years because the LDCs
are at a critical moment of transition in which they face a double challenge. Firstly, more and more people are seeking
work outside agriculture and urbanization is accelerating. For the LDCs as a group, the decade 2000-2010 is going to
be the first decade in which the growth of the economically active population outside agriculture is predicted to be
greater than the growth of the economically active population within agriculture. This transition will affect more than
half the LDCs during the decade and even more in the decade 2010-2020. Secondly, the LDCs must manage this
transition in an open-economy context. As shown in earlier LDC Reports, very few LDCs have restrictive trade regimes
at the present time and most have undertaken rapid and extensive trade liberalization. But their existing production
and trade structures offer very limited opportunities in a rapidly globalizing world driven by new knowledge-intensive
products with demanding conditions of market entry. At the same time, rapid opening up in more traditional sectors is
exposing existing producers to an unprecedented degree of global competition. Benefiting from recent technological
advances requires advancing towards and crossing various thresholds in human capital, R&D and management
practice, which most LDC economies have lacked the resources to do. The relentless logic of cumulative causation
threatens to push LDCs even further behind.
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If productive employment opportunities do not expand sufficiently for the growing labour force in the LDCs — in
non-agricultural activities as well as within agriculture — there will be increasing pressures for international migration
from the LDCs and high levels of extreme poverty will persist. The development of productive capacities is also
necessary to secure the fiscal basis for good governance and to ensure effective sovereignty. Without the development
of their productive capacities, more and more LDCs will face recurrent, complex humanitarian emergencies.

Productive capacities should be at the heart of
development and poverty reduction policies

It is becoming widely accepted that the developing world needs not just lower tariffs or improved market entry, but
also enhanced supply capacities in order to benefit from the open, global economy through producing and trading
competitive goods and services. New international initiatives under discussion, such as “aid for trade”, recognize that
without productive capacities there will be little to trade and that these capacities will not emerge automatically from
the workings of market forces alone, but from the interplay of entrepreneurship, public policy and international
action. To the extent that the “aid for trade” initiative results in increased aid for, inter alia, export supply capacities,
this is a move in the right direction.

However, in general, national and international policies do not adequately address the challenge of developing
productive capacities in the LDCs. There is a need for a paradigm shift which places the development of productive
capacities at the heart of national and international policies to promote development and poverty reduction in the
LDCs.

Productive capacities are defined in this Report as the productive resources, entrepreneurial capabilities and
production linkages which together determine the capacity of a country to produce goods and services and enable it to
grow and develop. For tradable goods and services, what matters is the capacity to produce in an internationally
competitive manner. Productive capacities develop within a country through three closely interrelated processes:
capital accumulation, technological progress and structural change. Capital accumulation is the process of maintaining
and increasing stocks of natural, human and physical capital through investment. Achieving technological progress is
the process of introducing new goods and services, new or improved methods, equipment or skills to produce goods
and services, and new and improved forms of organizing production through innovation. Structural change is the
change in the inter- and intrasectoral composition of production, the pattern of inter- and intrasectoral linkages and
the pattern of linkages amongst enterprises. Such change often occurs through investment and innovation, and the
emerging production structure in turn influences the potential for further investment and innovation.

To put productive capacities at the heart of development and poverty reduction policies means to focus on
promoting capital accumulation, technological progress and structural change in the LDCs. National and international
policies should seek to start and to sustain a virtuous circle in which the development of productive capacities and the
growth of demand mutually reinforce each other. This should be done in a way in which productive employment
opportunities expand in order to ensure poverty reduction.

Developing productive capacities requires new policy orientations

This paradigm shift is not something totally new. But it would be a new policy orientation for the LDCs and their
development partners, even though developing productive capacities is part and parcel of the Brussels Programme of
Action for the LDCs. It would entail a production- and employment-oriented approach to poverty reduction which
would encompass, rather than be narrowly focused on, increasing social sector spending and achieving human
development targets. It would also entail a development-driven approach to trade rather than a trade-driven approach
to development. An approach to developing productive capacities which is simply trade-centric will not be sufficient
for sustained and inclusive growth in the LDCs.
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The paradigm shift would also strengthen current efforts to develop productive capacities in the LDCs — such as in
policies to improve their investment climate — through:

* Macroeconomic policies oriented to promoting growth, investment and employment;

* A multi-level approach which not only seeks to set the framework institutions and macroeconomic environment,
but also includes policies to change meso-level production structures and institutions, as well as micro-level
capabilities and incentives;

* An active approach to promoting entrepreneurship;

* A strategic approach to global integration in which the speed and degree of liberalization in different economic
spheres take account of the goal of developing productive capacities.

National and international policies to develop productive capacities in the LDCs should prioritize the relaxing of
key constraints on capital accumulation, technological progress and structural change. The identification of key
constraints needs to be done on a country-by-country basis. However, one consequence of the combination of a
deficiency of domestic demand on the one hand, and of weak capabilities, infrastructure and institutions for being
internationally competitive on the other hand, is that productive resources and entrepreneurial capabilities are
underutilized within the LDCs owing to lack of demand and structural weaknesses. There is surplus labour, latent
entrepreneurship, untapped traditional knowledge, a vent-for-surplus through exporting and unsurveyed natural
resources. Policy thus needs to be geared to mobilizing these underutilized potentials. As Albert Hirschman has put it,
“Development depends not so much on finding optimal combinations for given resources and factors of production as
on calling forth and enlisting for development purposes resources and abilities that are hidden, scattered, or badly
utilized”.

Within the LDCs, increasing productivity and employment for long-run sustainable growth requires a twin strategy
of investing in dynamically growing sectors while at the same time building capacity in sectors where the majority of
labour is employed. A strategy of investing only in dynamic sectors in attempts to “leapfrog” may not be enough to
reduce poverty, mainly because the fastest-growing sectors may often not be where the majority of the poor are
employed and may require skills and training that the poor do not possess. The challenge then is to broaden the
impact of the dynamically growing sectors of the economy, while deepening their linkages with other sectors in the
economy — sectors where the majority of the poor are underemployed. At the same time, it is paramount to ensure
that the poor can be provided with skills and training for labour absorption in these growing areas of the economy.

The most effective approach would support and stimulate simultaneous investments in agriculture, industry and
services, along the value chain of the promising sectors, as well as promotion of exports including, in particular,
upgrading and increased local value-added of abundant natural resources. The focus should be on triggering growth
through investment and production linkages and seeking to sustain an interactive economic growth process through
the dynamic interrelationship between the primary, secondary and tertiary sectors. Agricultural growth linkages, in
which there is a virtuous circle in which demand stimulus from agricultural growth generates investment,
entrepreneurship and employment in non-agricultural activities, particularly non-tradables, are likely to be relevant in
many LDCs and at the heart of efforts to create a more inclusive process of development which supports sustainable
poverty reduction.

Poverty reduction can occur rapidly if policy catalyses and sustains a virtuous circle in which the development of
productive capacities and the growth of demand mutually reinforce each other, and there is a transformation of
productive structures towards more skilled and technology-intensive production systems consistent with higher value-
added activities and strong productivity growth. This will require the building of a virtuous circle of increased savings,
investment and exports through a combination of market forces and public action. This implies mobilizing,
strengthening and transforming the enterprise sector from SMEs to larger globally competitive enterprises,
diversification of their export structures and establishing a dense network of linkages across firms and farms, in and
between both the rural and non-rural sectors. Much of the effort will be focused on strengthening the role of domestic
enterprises. However, foreign firms (through FDI and other channels) can be a beneficial factor in this process,
provided that learning economies and spillover effects prevail — and possible costs can be mitigated.
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The process requires a better balance between domestic and international sources of growth. Increased exports
and export diversification are an absolutely essential part of the strategy. However, an exclusive emphasis on exports
rather than domestic demand, or vice versa, or on developing productive capacities in tradables rather than non-
tradables, or vice versa, is likely to be counterproductive. Both matter for growth and poverty reduction. Increased
domestic demand also results from increasing incomes and poverty reduction, and this builds a further feedback
mechanism supporting the momentum of growth as productive employment opportunities expand.

An economic transformation process can take place only if an enabling policy framework is put in place that would
bring about the process of capital accumulation, structural change and technological progress. This will require not
only a re-evaluation of the current national and international policies, but also the building up of the necessary
institutions, particularly the private enterprise sector (firms), and financial and knowledge systems. In addition to the
need for investment and improvement of the physical infrastructure, economic agents themselves (firms) need to be
created or strengthened, entrepreneurship needs to be mobilized, underutilized traditional knowledge revived and
productive employment created for underutilized labour.

At the national level, there is a need for more development-oriented poverty reduction strategies, as argued in the
last two Least Developed Countries Reports. These would focus on developing production capacities in a way which
creates productive employment opportunities. But a good national poverty reduction cannot be fully effective in an
adverse international enabling environment, and it can also be enhanced by appropriate international support
measures. The scaling-up of aid is occurring and there are promises that this will continue. However, as aid inflows
increase, it is important that the composition of aid shifts back towards the development of productive capacities.
Increased aid for physical infrastructure — transport, telecommunications and energy — is certainly part of this. But it
is also necessary to go beyond this, and in particular, to strengthen production sectors and linkages, and also to support
enterprise development and the improvement of domestic financial and knowledge systems. New international
support measures which can promote the development of productive capacities in the LDCs need to be developed.

RECENT ECONOMIC TRENDS AND PROGRESS TOWARDS
ACHIEVEMENT OF UNLDC Il DEVELOPMENT TARGETS

Recent economic trends

The average CDP growth rate in the LDCs as a group in 2004 was the highest for two decades. This was
underpinned by record levels of merchandise exports and record levels of capital inflows, particularly in the form of
grants and FDI. Most of the oil-exporting LDCs did particularly well, benefiting from higher oil prices in 2004
especially. But the good economic performance was not confined to those countries. Real GDP growth was 6 per cent
or more in 15 LDCs in 2004, including 11 LDCs which do not export oil.

Within this overall growth performance the trend towards increasing divergence amongst the LDCs, which first
emerged in the early 1990s, has continued. Real GDP per capita stagnated or declined in 2004 in 15 out of 46 LDCs
for which data are available.

This divergence is partly related to the differential access to external finance. Both FDI inflows and ODA grants, the
two major elements driving the surge in capital inflows, were highly concentrated. Ten LDCs absorbed 84 per cent of
FDI inflows in 2004. In nominal terms, aid actually doubled between 1999 and 2004. But 30 per cent of this increase
was absorbed by Afghanistan and the Democratic Republic of the Congo. For other countries, the nominal increase in
aid was much smaller. Indeed, it either stagnated or declined in real terms in almost half of the LDCs during the same
period, including 9 out of the 10 island LDCs.

Another issue of concern is the sustainability of the recent economic performance. The ratio of gross domestic
savings to GDP, which is already much lower than in other developing countries, actually declined from 13.4 per cent
in 2003 to 11 per cent in 2004. During that period, the LDCs’ reliance on external finance savings to finance capital
formation increased. Many LDCs are also particularly vulnerable because they are net importers of both food and oil.
The combination of price increases in these sectors can considerably worsen their persistent trade deficits. The effects
of very high recent oil prices are not evident, given the years for which data are available.
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The sustainability of the recent growth performance will depend in particular on the extent to which existing and
additional ODA and FDI are channelled into productive investment, both private and public, and support increased
domestic savings, structural change and an upgrading and diversification of productive capacities. Unfortunately, a
large share of the increase in ODA is attributable to debt relief and emergency assistance, which together accounted
for 35 per cent of total net ODA disbursed to LDCs in 2003 and 27 per cent disbursed in 2004. FDI inflows remain
oriented towards exploiting extractive sectors. The external debt stock of the LDCs continues to increase in spite of
major debt relief measures. In 2003, interest payments and profit remittances were equivalent to about 60 per cent of
the value of grants received (excluding technical cooperation).

Finally, economic growth will not be sustainable unless it is a type of growth which leads to improvements in
human well-being that are socially inclusive. The results of the economic growth which are now occurring are, in this
regard, quite mixed (see below).

Progress towards achievement of UNLDC Il development targets

The most striking feature of progress towards the achievement of the UNLDC Il targets since 2001 is the much
stronger engagement of development partners than in the 1990s with respect to aid, debt relief and market access.
During the 1990s, many LDCs engaged in significant and far-reaching economic reforms, including extensive trade
liberalization, financial liberalization and privatization. But aid fell by 45 per cent in real per capita terms between
1990 and 1998. However, as noted above, this trend has now been reversed, with aid inflows doubling in nominal
terms since 1999. Important progress has also been made on debt relief for some LDCs; and these efforts to increase
development finance for the LDCs have been complemented with new initiatives to move towards the objective of
duty-free and quota-free access for all LDC products. There has also been significant progress in the untying of aid.

These positive trends are encouraging. However, aid inflows have still not reached the levels commensurate with
the aid-to-GNI targets in the POA. Moreover, the recent surge in aid has been driven by debt forgiveness grants and
emergency assistance grants, and a large proportion of the increase in aid has been concentrated in Afghanistan and
the Democratic Republic of the Congo. Up to 2004, the increase in aid also reinforced the trend away economic
infrastructure and production sectors towards social sectors. Despite debt relief for some, the overall debt burden of
the LDCs continues to increase. Moreover, in spite of the special market access initiatives, the proportion of total
developed country imports from LDCs admitted free of duty actually declined from 77 per cent to 72 per cent
between 1996 and 2003 if oil and arms imports are excluded.

Economic growth and investment rates are higher than in the 1990s in many LDCs. But only 6 out of the 46 LDCs
for which data are available met or exceeded the POA target of growth of 7 per cent per annum between 2001 and
2004. Ten out of 35 LDCs for which data are available met the investment target of 25 per cent of GDP during 2001-
2004.

Eighteen out of the 46 LDCs for which data are available were unable to achieve per capita growth rates of more
than 1.0 per cent per annum during the period 2001-2004, which is far too low to have a serious effect on the
extreme poverty in which about half the population of LDCs live. Moreover, progress towards human development
goals is very mixed. More progress is being made in human development dimensions that are directly affected by the
quantity and quality of public services (primary education, gender equity education and access to water) than with
regard to those that are the outcome of both public services and levels of household income (hunger and child
mortality).

In the end, the sustainability of economic and social progress in the LDCs will ultimately depend on building up
their productive base so that they can increasingly rely on domestic resource mobilization and private rather than
official sources of external finance, and can compete in international markets without special market access
preferences. The POA targets wisely have a wider reach than the MDGs, emphasizing the importance of developing
productive capacities. However, the increased external resources being provided by development partners will not
translate into sustained economic and social progress unless development finance for LDCs continues to be scaled up
effectively, to be complemented with more effective trade development measures and to be linked to efforts to
develop domestic productive capacities.
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DEVELOPING PRODUCTIVE CAPACITIES:
KEY FINDINGS AND ANALYSIS

Potential versus actual growth

The least developed countries have the potential to achieve very high rates of economic growth and to reduce
poverty rapidly if constraints on the development of their productive capacities are relaxed. The Report demonstrates
this with an analytical framework and empirical estimates of how fast the LDCs could grow during the period 2002-
2015 if their productive capacities were developed. The analysis indicates that the growth rate target of more than 7
per cent, which is part of the Brussels Programme of Action for the LDCs, is achievable. But it requires a fast catch-up
growth scenario in which there is full employment of the labour force and various potential sources of labour
productivity growth, which are available to all poor countries, are exploited. In particular, it requires structural change
to enable increasing returns to scale and external economies, faster human capital accumulation, and faster
acquisition and absorption of technologies already in use in other countries.

This catch-up growth scenario will not be possible without substantially increased investment rates. These must be
financed from substantially increased domestic savings, or substantially increased external resource inflows, or some
combination of the two. Accelerated export growth will also be necessary in order to pay for the increased imports
which will be required for sustaining faster economic growth. There will also need to be an increased technological
effort to acquire and utilize modern technologies in use in other countries. The full-employment output growth
trajectory will not be achieved unless there are strong demand-side incentives to invest. Realizing the potential growth
rates will thus be possible only if key constraints on the development of productive capacities are addressed.

As these constraints are very strong in the LDCs, the actual growth rates achieved by the LDCs have thus been
much lower than these potential growth rates. Taking a long view, real GDP per capita grew at only 0.72 per cent per
annum for the group of LDCs as a whole during 1980-2003. For 41 LDCs for which data are available, 17 had
negative average annual GDP per capita growth rates over this period and in only 9 did the average annual GDP per
capita growth rate exceed 2.15 per annum over the period, which was a rate sufficient for their income per capita to
be converging with that in high-income OECD countries.

The recent improved growth performance in some LDCs noted above is certainly encouraging. However, closer
analysis of the year-to-year changes which have occurred in the LDCs shows that historically many LDCs have
experienced short periods of rapid growth, but these have been followed by economic crises in which there are often
quite severe output losses and economic recoveries of varying strengths and completeness. Of the 40 LDCs for which
data are available, only 7 have experienced steadily sustained growth — Bangladesh, Bhutan, Burkina Faso, Cape
Verde, the Lao People’s Democratic Republic, Lesotho and Nepal. All the other LDCs have experienced economic
contractions of varying duration and severity since achieving political independence.

Of the 33 LDCs which have experienced economic crises with major output losses, there are only 12 whose real
GDP per capita is now higher than it was at its peak in the 1970s or early 1980s. These countries include a number of
high-performing economies such as Mozambique and Uganda which have grown rapidly after economic collapse. The
other 21 LDCs, — just over half of the countries for which data are available — have experienced growth collapses in
the sense that their real GDP per capita in 2003 was lower than it had been between 20 and 30 years earlier. Eleven
out of those 21 LDCs have simply not recovered at all from the growth collapse. However, amongst the other 10, there
are a number of countries, such as Gambia and Rwanda, whose growth record since the mid-1990s has been good but
which still have not recovered to achieve earlier levels of real GDP per capita. The recent improvement in growth
performance of the LDCs as a group reflects the fact that increasing numbers are recovering.

As the catch-up growth scenario shows, the potential for rapid and sustained growth exists in the LDCs if they can
develop their productive capacities. If such development does not happen, even countries which are growing faster
now are likely to experience the same kind of growth collapses as characterized past LDC growth experience.
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Trends in the development of productive capacities

Capital accumulation

Despite improvements in the 1990s, capital formation was still only 22 per cent of GDP in the LDCs as a group in
1999-2003 and domestic private investment was particularly weak. Capital formation in the LDCs is far below the rate
which is estimated to be required for the fast catch-up growth scenario discussed above (35 per cent of GDP) and also
below that required for a slow catch-up scenario (28 per cent of GDP), in which technological acquisition occurs more
slowly than in the fast catch-up scenario.

A further concern is that actual rates of human capital formation in the LDCs in the 1990s were slower than in
other developing countries. The average number of years of schooling of the adult population in the LDCs was three
years in 2000, which was less than the level in other developing countries in 1960. The brain drain is also increasing in
many LDCs. In 2000, one in five of the stock of “high-skill workers” in the LDCs, defined as those with tertiary
education (13 years of schooling or more), was working in an OECD country.

The inadequate rates of physical and human capital formation reflect weaknesses in domestic resource
mobilization to finance capital formation, as well as weaknesses in the way in which external capital inflows are
supporting domestic processes of capital accumulation. Gross domestic savings rose to 13.6 per cent of GDP in 1999-
2003. But with this savings rate it is impossible, without external capital inflows, even to achieve positive rates of GDP
per capita growth. Estimates of genuine savings, which take account of capital depreciation and natural resource
depletion, also indicate that, without ODA grants, there were negative savings for all years between 1991 and 2003,
and that the genuine savings rate, without ODA grants, was also declining. Thus, although the growth performance of
the LDCs as a group improved considerably in the 1990s, their domestic productive resource base — as measured by
genuine savings without ODA grants — has been shrinking.

Government revenue and expenditure are also low, particularly in countries which do not have access to mineral
resource rents. During 2000-2003, government final consumption expenditure in the LDCs was equivalent to $26 per
capita compared with $186 per capita in other developing countries.

External capital inflows can play an important catalytic role in kick-starting and supporting a virtuous cycle of
domestic resource mobilization in which expanding profitable investment opportunities generate increased savings
and increased savings in turn finance increased investment. There is a major opportunity here because since 2000 the
sharp decline in ODA to LDCs which occurred during the 1990s has been reversed, and FDI inflows into LDCs,
though geographically concentrated, are also increasing. But the limited evidence suggests that FDI inflows are not
crowding in domestic private investment. Moreover, there are various features of the current aid regime which imply
that ODA is not playing a catalytic role in boosting domestic resource mobilization and expanded domestic capital
accumulation.

Particularly important is the fact that the composition of aid is oriented away from physical capital formation and
productive sectors. Between 1992-1995 and 2000-2003, ODA commitments to economic infrastructure and
production-oriented sectors declined from 45 per cent to 26 per cent of the total commitments of all donors to LDCs.
If one focuses simply on aid commitments to production sectors (agriculture, industry, mining, construction, trade and
tourism), it will be seen that this constituted only 6.8 per cent of total aid commitments in the period 2000-2003.
ODA commitments to banking and financial services were only 1 per cent of total aid commitments in 2000-2003.

Structural change

For the LDCs as a group there has been little structural change since the early 1980s, though there are significant
differences between LDCs. The share of agriculture in GDP in the LDCs is declining slowly (from 37 per cent in 1980-
1983 to 33 per cent in 2000-2003). Both industrial and service activities are expanding (in rounded numbers, from 23
per cent to 26 per cent of GDP and from 39 per cent to 42 per cent of GDP respectively over the same period). But
much of the increase in industrial value-added is concentrated in a few LDCs and the types of industrial activities
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which are expanding most in the LDCs are mining industries, the exploitation of crude oil and the generation of
hydroelectric power rather than manufacturing. Moreover, the types of services which are expanding most are low
value-added and survivalist petty trade and commercial services.

Whilst the LDC group as a whole has seen a relatively modest increase in manufacturing value-added, there is
considerable unevenness in this process. Between 1990-1993 and 2000-2003, half of the total increase in
manufacturing value-added in the LDC group as a whole was attributable to the growth of manufacturing in
Bangladesh. Many of the LDCs individually have seen a considerable contraction of manufacturing value-added.
Between 1990-1993 and 2000-2003 manufacturing value-added as a share of total value added declined in 19 out of
36 LDCs for which data are available and stagnated in two. Between 1990 and 2000, moreover, a total of 14 out of 25
LDCs saw a decline in their share of medium- and high-technology manufactures in total manufactures.

Labour productivity

The evidence shows that, on average, it required 5 workers in the LDCs to produce what one worker produces in
other developing countries, and 94 LDC workers to produce what one worker produces in developed countries in
2002-2003. Worse still, the productivity gap is widening. Labour productivity in the LDCs as a group in 2000-2003
was just 12 per cent higher than in 1980-1983, whilst it increased by 55 per cent on average in other developing
countries. Significantly, although agricultural value-added per agricultural worker rose slightly in the LDCs, non-
agricultural value-added per non-agricultural worker actually declined by 9 per cent between 1980-1983 and 2000-
2003. Non-agricultural labour productivity declined in four fifths of the LDCs for which data are available over this
period, a fact which indicates that there is a widespread and major problem in productively absorbing labour outside
agriculture.

Trade integration

The goods and services which the LDCs can supply competitively to world markets are ultimately limited by the
goods and services which they can produce and how efficient they are in producing them. This is the basic source of
the marginalization of the LDCs in world trade. Even if the LDCs exported all their output, their share of world exports
of goods and services would be only 2.4 per cent, even though their share of the world population is over 10 per cent.

Moreover, just as the production structure of the LDCs is strongly oriented to exploiting natural resources, so their
export structure is also strongly oriented in that way. Primary commodities contributed about two thirds of total
merchandise exports in 2000-2003. An important feature of the trends in the merchandise export composition of the
LDCs is that manufactures exports have been increasing. In 1980-1983, manufactured exports constituted only 13 per
cent of total merchandise exports for the LDCs as a group and now they constitute about one third. However, the shift
away from primary commodities into manufactures is occurring much more slowly than in other developing countries
and has not gone as far. It is concentrated in low-skill labour-intensive products, particularly garments, which have
often developed to take account of special preferences and are now vulnerable with the end of the Agreement on
Clothing and Textiles. Export production is not well rooted in domestic systems of production and, at worst, exists as
enclaves of dynamism with almost no production linkages with the rest of the economy. Medium- and high-
technology manufactured goods exports accounted for less than 3 per cent of the total merchandise trade of LDCs in
2000-2003, whilst they constituted 40 per cent of the total merchandise trade of other developing countries.
Moreover, the expansion of manufactured exports has also been concentrated within a few LDCs.

The data also show that there has been a very limited pattern with regard to upgrading within primary commodity
exports. For the LDCs as a group, the share of processed minerals and metals within total mineral and metal exports
fell from 35 per cent to 28 per cent between 1980-1983 and 2000-2003. The share of processed agricultural goods
within total agricultural exports increased from 23 per cent in 1980-1983 to 18 per cent in 2000-2003. The main
positive sign of upgrading in the composition of commodity exports has been a shift, within unprocessed agricultural
products, from static to more dynamic products. If one uses an UNCTAD definition of dynamic products as those with
an elasticity of demand greater than one, it is seen that the most important dynamic products are fish and fishery
products and spices.
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Technological progress and the development of technological capabilities

The overall lack of structural change, the very slow rate of productivity growth and the limited range of goods in
which LDCs are internationally competitive are all symptomatic of a lack of technological learning and innovation
within LDCs. The patterns of production and trade indicate that the level of accumulation of knowledge-based assets
is generally low. But there is also regression rather than accumulation in these assets in many LDCs.

Using traditional indicators of technological effort (such as R&D, patenting, numbers of scientists and researchers
and publications), it is apparent that there is a major knowledge divide between the LDCs, other developing countries
and developed countries.

* R&D expenditure in both LDCs and other developing countries is very low compared with that in OECD countries.
Gross expenditure on R&D in 2003 (or the latest available year) was 0.2 per cent of GDP in the LDCs and 0.3 per
cent of GDP in other developing countries, compared with 2.2 per cent of GDP in OECD countries.

* The number of researchers and scientists engaged in R&D activities per million population in the LDCs in 2003 (or
the nearest year) is just 27 per cent of the level in other developing countries and 2 per cent of the level in OECD
countries.

* During the period 1990-1999, only 0.1 per cent of the scientific and technical journal articles in physics, biology,
chemistry, mathematics, clinical medicine, biomedical research, engineering and technology, and earth and space
sciences originated in LDCs.

e Between 1991 and 2004, only 20 US patents were granted to citizens of LDCs, compared with 14,824 to citizens
of other developing countries and 1.8 million to citizens of OECD countries.

It would be wrong, however, to infer that innovation and problem-solving are not occurring in the LDCs. There are
many incremental innovations with significance for domestic needs that are not being captured by these traditional
indicators. R&D expenditure is certainly not the only indicator. But firm-level data from Investment Climate Surveys
also indicate deficiencies in technological capabilities, particularly in domestic enterprises. Investment in capital
equipment is identified as the most important channel of technological acquisition by firms in these surveys. However,

* Asashare of GDP, machinery and equipment imports into LDCs in the period 2000-2003 were lower than those
into other developing countries (3 per cent versus 4.8 per cent of GDP), and the gap between the two groups of
countries has widened since the early 1980s.

* Inreal per capita terms, machinery and equipment imports into LDCs during 2000-2003 were at almost the same
level asin 1980. Real capital goods imports per capita were about $10 per capita (in 1990 dollars), which was seven
times lower than real capital goods imports of other developing countries

The basic weakness of human resources within the LDCs, indicated by the general statistics on years of schooling
and the brain drain given above, makes the social basis for building technological capabilities very weak. This is also
apparent in technically-related education. In 2001, technical and vocational education constituted only 2.6 per cent
of total secondary enrolment in the LDCs on average, as against 10.4 per cent in developing countries and 25 per cent
in OECD countries. Enrolment in tertiary technical subjects is very low, mainly because enrolment in tertiary
education in the LDCs in general is much lower than in other developing countries and OECD countries. In recent
years, tertiary enrolment was equivalent to only 6 per cent of the population aged 20-24 in LDCs, compared with 23
per cent in other developing countries and 57 per cent in high-income OECD countries. Within tertiary enrolment,
the share of enrolments in science and agriculture in LDCs is at approximately the same levels as in other developing
countries and OECD countries. But the share of engineering enrolments within tertiary enrolment is just over half the
level in other developing countries. Tertiary-level enrolments, particularly in technical subjects, are important for
developing the managerial and technical skills to use modern technologies efficiently and to adapt imported
technologies to local conditions. This indicates a major gap in the general competences which provide the basis for
technological capabilities.

Differences amongst the LDCs

Given the diversity in the growth performance of the LDCs, the Report identifies trends in the development of
productive capacities in three groups of LDCs divided into three groups: converging economies, which are defined as
those which achieved an average growth of real GDP per capita of more than 2.15 per annum during the period
1980-2003; weak-growth economies, which are those that did not achieve this level but had positive growth of real
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GDP per capita over the period; and regressing economies, in which real GDP per capita was declining over the
period.

Analysis of the differences amongst the economies in terms of physical capital formation and its financing shows
significant differences. At the start of the 1980s, there was not that much difference in the investment rates in the three
groups of countries. But by 1999-2003, the ratio of gross capital formation to GDP had increased by 12 percentage
points on average in the converging economies and by 6 percentage points in the weak-growth economies, and had
declined in the regressing economies. It is clear that increased investment is associated with higher and more sustained
growth rates. In the converging economies, the increased investment was also associated with rising domestic savings.
This also occurs in the weak-growth economies. But the rise in investment is particularly related to increases in FDI
inflows which occurred after 1993. On average, three-quarters of the increase in the rate of capital formation in the
weak-growth economies can be attributed to increased FDI inflows. With regard to grants, it is clear that during the
1980s grants as a share of GDP increased significantly in the converging economies, but subsequently decreased. In
contrast, grants are increasing as a share of GDP in both the weak-growth and the regressing economies.

There are also major differences between the three groups of economies in terms of patterns of structural change,
productivity growth and trade integration. Again focusing on the difference between the converging economies and
regressing economies, it is apparent that the converging economies are characterized by (i) a decline in the share of
agriculture in GDP; (ii) an increase in manufacturing value-added; (iii) rising labour productivity in both agriculture
and non-agricultural sectors; (iv) an increase in the share of trade in GDP; and (v) an increase in the share of
manufactures exports in merchandise exports. In the regressing economies (i) the share of agriculture in GDP s rising;
(i) de-industrialization, in the sense of a declining share of manufactures in GDP, is occurring; (iii) labour productivity
is declining in both agriculture and non-agriculture; (iv) trade is declining as a share of GDP; and (v) although
manufactures exports are increasing as a share of total merchandise exports, this is occurring much more slowly than
in the converging economies.

From these patterns, it is clear that the dynamics of production structures matter for economic growth in the LDCs.
Just as within other developing countries, industrialization, and in particular the expansion of manufacturing activities,
is characteristic of the LDCs which have experienced the highest and most sustained economic growth. Moreover, de-
industrialization, understood here as a decline in the share of manufacturing activities in GDP, and also an increase in
the share of agriculture in CDP, are characteristic features of economic regression. The successful LDC experience
does not diverge from the classic long-term patterns of structural transformation which have been found when
sustained economic growth occurs.

The patterns of structural change, productivity growth and trade integration within the converging economies are
indicative of much greater technological progress than in the weak-growth and regressing economies. However, data
for trends in machinery and equipment imports do not indicate significant differences between the country groups.
This is related to the fact that the level of such imports is associated with FDI inflows. However, it suggests that the
development of technological capabilities may be an area of weakness even in converging economies, and that their
growth processes remain vulnerable.

The problem of productive absorption of labour

In almost all the LDCs there is an imbalance between the rate of growth of the labour force, which is very rapid
owing to population growth, and the rate of capital accumulation and technological progress, which is generally slow.
As a result, most workers have to earn their living using their raw labour, with rudimentary tools and equipment, little
education and training, and poor infrastructure. Labour productivity is low and there is widespread
underemployment. This is the basic cause of persistent mass poverty in the LDCs.

The total labour force of the LDCs is estimated at 312 million people in 2000. Between 1990 and 2000, the labour
force increased by 71 million, and between 2000 and 2010 it is expected to grow by a further 89 million to reach 401
million people. A large share of the increment in the total labour force between 2000 and 2010 (22 per cent), will
occur in Bangladesh. However, all LDCs are experiencing a large growth in their labour force during the present
decade. In 36 out of 50 LDCs for which data are available, the labour force is expected to increase by over 25 per
cent.
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The most important way in which labour has found productive work within LDCs over the last 25 years has been
through agricultural land expansion. But this is becoming more and more circumscribed.

Firstly, as more and more arable land is being brought into cultivation in the LDCs, there is increasing dependence
on fragile lands (such as arid regions, steep slopes and fragile soils). This is likely to become a major problem because
extreme poverty can make it difficult for many households to use sustainable agricultural practices, and thus there are
problems of land degradation and declining soil fertility. There are 31 LDCs in which over 30 per cent of the
population live on fragile lands.

Secondly, land under crop cultivation per person engaged in agriculture is generally declining. For the LDCs as a
group, the average size of the cultivated holding per economically active agriculturalist has fallen by 29 per cent over
the last 40 years. Taking this ratio as a rough proxy of farm size, it is evident that in 32 out of the 50 LDCs, the average
farm size was under 1 hectare during 2000-2003, and for the LDCs as a group the average farm size was 0.69
hectares.

Thirdly, there are major inequalities in access to land resources and thus, even in apparently land-abundant
countries where the land/labour ratio is apparently favourable, a significant share of the holdings are very small and a
growing share of the population are virtually landless.

Against this background, urbanization is accelerating in the LDCs and a larger proportion of the population is
seeking work outside agriculture. In 2000, 71 per cent of the labour force was engaged in agriculture and 75 per cent
lived in rural areas. But the urbanization rate increased from 17 per cent in 1980 to 25 per cent in 2000, and the share
of the population engaged in non-agricultural activities steadily increased from 21 per cent in 1980 to 29 per cent in
2000. These trends are widespread within the LDCs. In 1990, two thirds of the LDCs had less than one third of their
population living in urban areas and less than one third of their economically active population engaged outside
agriculture. But by 2010, less than one third of the LDCs will have this kind of economy and society.

Projections of the economically active population show that during 2000-2010, of the 89 million increase in that
population, 49 million will be outside agriculture and 40 million within agriculture. This is a complete reversal of the
pattern of the 1980s when 63 per cent of the increase in the economically active population was in agriculture. For the
LDCs as a group it is the first decade in which the growth of the economically active population outside agriculture is
expected to be greater than in agriculture. During the 1990s, a larger share of the growth of the economically active
population was in agriculture.

The overall pattern of change for the LDCs as a group is strongly influenced by what is happening in Bangladesh.
But in African LDCs, 46 per cent of the increase in the total economically active population is expected to be outside
agriculture during 2000-2010 (as against 29 per cent in the 1980s) and in Asian LDCs other than Bangladesh, 45 per
cent of the increase in the total economically active population is expected to be outside agriculture during the same
period (as against 36 per cent in 1980s). The economically active population outside agriculture is projected to grow
faster than the economically active population within agriculture during the decade 2000-2010 in almost half the
LDCs (24 out of 50 countries). These countries include Benin, Chad, the Central African Republic, the Democratic
Republic of the Congo, Equatorial Guinea, Lesotho, Liberia, Mauritania, Sierra Leone, Sudan, Togo and Zambia in
Africa; Bangladesh, Myanmar and Yemen in Asia; and Cape Verde, Kiribati, Maldives, Samoa, Sao Tome and Principe,
Tuvalu and Vanuatu within the group of island LDCs. The break with past trends is also apparent in Haiti. In many of
the other LDCs this break is projected to occur during the decade 2011-2020.

These estimates are, of course, projections which may not be realized. Also, they rely on international data and so
national estimates may vary. However, they define the essential dimensions of the problem of poverty reduction in the
LDCs. This requires productive labour absorption in agriculture and also in non-agricultural sectors. This will be
impossible without the development of productive capacities through capital accumulation, technological progress
and structural change.
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Constraints on the development of productive capacities

National and international policies to develop productive capacities in the LDCs should prioritize identifying and
relaxing key constraints on capital accumulation, technological progress and structural change. This should be done on
a country-by-country basis and adapted to local realities. However, the Report focuses on three constraints on the
development of productive capacities which are likely to be important in a number of LDCs:

* Physical infrastructure;
* Institutional weaknesses — firms, financial systems and knowledge systems;
* The demand constraint.

Physical infrastructure

Most of the LDCs have the lowest and poorest-quality stock of transport, telecommunications and energy
infrastructure in the world. The infrastructure divide is particularly important with respect to energy. The “electricity
divide” has not received as much attention as the digital divide. But it is at least as significant — indeed, probably
more significant — for economic growth and poverty reduction. A major constraint on the adoption within LDCs of
mature modern technologies already available in developed and other developing countries is the low level of
technological congruence between the LDCs and other countries. The low level of electrification is a central aspect of
this lack of technological congruence and thus contributes to the maintenance of the technological gap.

The infrastructure divide between the LDCs, other developing countries and OECD countries is not only wide but
also widening. This is particularly apparent for road infrastructure. Measured by its mileage, the stock of roads per
capita in the LDCs was actually lower in 1999 (the latest year for which comprehensive data are available) than in
1990. The percentage of the total roads which are paved in the LDCs also declined over the same period. The road
stock per capita declined in both African and island LDCs, and the percentage of roads which are paved declined in
African LDCs. In contrast, for the LDCs as a group, the number of fixed and mobile phone subscribers per 1,000
people increased eightfold between 1990 and 2002. But LDCs are still falling behind other developing countries and
OECD countries, as there were more new subscribers in those last two country groups.

The low level and the poor quality of infrastructure stocks in the LDCs reflect poor maintenance of existing facilities
and underinvestment in new facilities. This reflects declining public investment, the shift of ODA away from economic
infrastructure towards social sectors, and limits to the interest of private investors in physical infrastructure in the LDCs.
In real terms, ODA commitments for economic infrastructure declined by 51 per cent between 1992 and 2003. The
decline in ODA committed to economic infrastructure was particularly marked in African LDCs. During the 1990s,
there was an increase in private sector investment in energy and telecommunications. But private capital flows to
transport have been much lower and mainly concentrated in Mozambique, where they have been associated with
cross-border corridor development projects.

Closing the physical infrastructure divide between LDCs and other developing countries, one of the quantitative
targets of the Brussels Programme of Action for the LDCs, will require increased public investment and a reversal of the
downward trend in aid for economic infrastructure which a number of LDCs, particularly in Africa, have experienced
in the period 1990-2003. Improved physical infrastructure can play an important role in reducing the cost and time
factors with which exporters have to contend in international trade transactions. However, infrastructure investment
should not only focus on investment in trade-related infrastructure. Rather, there is rather a need for a joined-up
approach to infrastructure development which includes: (i) rural infrastructure and district-level links between rural
areas and small towns; (ii) large-scale national infrastructure (such as trunk roads, transmission lines and port facilities);
and (iii) cross-border regional infrastructure. Increased public investment in the first is important for agricultural
productivity growth and the development of a market economy in rural areas, as well as the creation of rural non-farm
employment. Increased public investment in the second is important for diversification and structural change, as well
as international trade integration. Increased public investment in the third is important for regional integration.

Particular efforts should be made to promote electrification and to close the electricity divide between LDCs and
other developing countries. Most modern technologies require electricity, and the current low levels of access to
electricity increase costs for firms, reducing their available funds for investment, and are a basic source of the
technological incongruence between the LDCs and the rest of the world which is hampering the acquisition of
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technologies. This Report also shows that access to electricity affects the composition of exports in developing
countries, and that differences in the degree of diversification into manufactures exports are partly related to the
degree of electrification.

Institutional weaknesses

There is now increasing emphasis on the importance of institutions for economic growth and poverty reduction.
But the major focus is on State capacities and good governance. It is clear that State capacities are vital for effective
formulation and implementation of policies, and good governance is certainly necessary. However, there is an equal
need to focus on the nature of the private sector and the institutions within which entrepreneurship is embedded.
From this perspective, the Report shows that most LDCs have serious institutional weaknesses with regard to their
firms, financial systems and knowledge systems.

Firstly, the size distribution of enterprises within LDCs is generally characterized by a “missing middle” in which
a multitude of informal micro-enterprises coexist with a few large firms, and there is weak development of formal
sector SMEs, particularly medium-sized domestic firms. There are weak linkages between the large firms and other
enterprises, and the life cycle of enterprises is stunted. Few informal micro-enterprises become formal sector
enterprises. Moreover, small firms are often unable to grow even when they are efficient. There is also wide
heterogeneity in firm performance, although it is often found that the large firms tend to be more productive than the
small firms with regard to most productivity indicators.

Secondly, and closely related to the phenomenon of the “missing middle”, both the domestic financial systems
and the domestic knowledge systems are dualistic. The financial markets are characterized by an informal segment
(including transactions between friends and relatives or small-scale group arrangements, as well as transactions
conducted by moneylenders, traders and landlords), as well as by formal banks. The domestic knowledge system
includes a modern knowledge system alongside a traditional knowledge system. Different types of enterprises are
embedded within these different systems.

Thirdly, the domestic financial systems have large liquid reserves, but as a ratio of GDP, domestic credit loaned to
the private sector is four times lower than in low- and middle-income countries (15 per cent as against 60 per cent).
Moreover, it has declined in the aftermath of financial liberalization in many LDCs, particularly in African LDCs.
During the same period, interest rate spreads have increased in LDCs, and the level of monetization has actually
declined in African LDCs. Financial liberalization has simply failed to promote productive investment, as reflected in
the poor delivery of credit to the private sector and to SMEs in particular. Banks are partly constrained because of the
weak capacity of local entrepreneurs to formulate acceptable business plans and also because of weak contract
enforcement. But at the same time, it is clear that the banks are very risk-averse and prefer to do business in the very
safe areas of government bonds.

Fourthly, modern knowledge systems are vital for international competitiveness, but they are fragmented.
Specialized creators of knowledge, such as research institutions, are not responsive to the demands of users. Evidence
on the use of international standards within LDCs also suggests that there is a particular problem in terms of the extent
to which the domestic knowledge systems are outward-looking and able to keep up with ever-rising international
standards.

The development of productive capacities depends on the ability of an economy to create enterprises with a high
propensity to invest, learn and innovate. SMEs are certainly important as they tend to use local inputs and thus are the
agents that link local primary and manufacturing activities. They also provide employment for the local population. But
an exclusive focus on SMEs is based on a static view of the development process. From a dynamic efficiency
perspective, large-size firms are in a better position to generate the resources to achieve higher rates of capital
formation, innovation, scale economies and the accompanying learning effects. Fostering linkages between large firms
and SMEs is an important demand-side measure to complement the supply-side measures for SME development.
Moreover, such inter-firm linkages can also facilitate knowledge transfers, technology transfer and technological
upgrading. This suggests the need for an alternative policy framework based on supporting firm growth and expansion,
the promotion of linkages between SMEs and large firms, the development of subcontracting relations, and the
promotion of clustering and spatial agglomeration.



@ The Least Developed Countries Report 2006

Overcoming bottlenecks in financing for the private sector should be a critical priority for policymakers in the
LDCs. Without access to capital by the private sector, the potential for development of productive capacities cannot
be achieved.

The importance of improving the financial systems in the LDCs is indeed widely recognized. However, new
sources of financing urgently need to be identified and lessons may be drawn from the more successful cases in
countries with deeper financial systems that are more responsive to the needs of the private sector. Historical
experience suggests that a bank-based system is important at low levels of development. Possible financial institutions
include the following:

* Loan guarantee schemes between the public and the private sector to facilitate access to bank credit for SMEs and
large enterprises investing in technical change;

* Public development banks, particularly to create long-term financing;

* Value-chain lending in which lending to enterprises along a value-chain is coordinated;

* Innovative market-based financial instruments.

Knowledge systems are as important as financial systems in the development of productive capacities. Thus,
improving domestic knowledge systems should complement efforts to improve the domestic financial systems. This
involves not simply setting up special bodies oriented to creating knowledge which could be applied in production
(such as research centres), but also creating bridging institutions with users and promoting linkages amongst the latter.
For most LDCs the three most important sources for building their domestic knowledge base are education, foreign
technology imports (through foreign licensing, FDI, turnkey plants and capital goods imports) and the mobility of
experienced technical personnel. These are more important than seeking to increase levels of basic R&D. Investing in
all levels of education, especially in technical skills and the building up of technological capabilities, is particularly
important given the currently low levels of schooling which are found in most LDCs. Weak human resources make
technology absorption difficult and slow down the technology catch-up process.

LDCs need to develop well-designed and coherent national technology learning strategies to increase access to
technology and improve the effectiveness of imported technology, and to benefit from linking to global knowledge.
There are major opportunities for blending modern and traditional knowledge in the areas of health and agriculture.

Demand constraints

The development of productive capacities cannot be achieved without addressing demand-side constraints as well
as supply-side constraints. Yet demand as a source of growth has been generally neglected. Policies, and particularly
aid inflows, which seek to engineer a supply-side fix for the weak productive capacities in the LDCs, without due
attention to the dynamics of demand, are likely to fail. Inclusive development and poverty reduction require a
development strategy which pays attention to the dynamics of domestic demand as well as external markets.

Evidence for a small but varied sample of LDCs shows that expansion of domestic demand has contributed most to
their economic growth. Because domestic demand is such a large demand-side source of economic growth, its weak
growth is a major constraint on the development of productive capacities in most LDCs. Sluggish domestic demand,
which is associated with generalized and persistent poverty, is a central deficiency of the investment climate in the
LDCGs.

Because the share of agriculture in GDP and total employment is high in most LDCs, trends in domestic demand
are closely related to what happens in the agricultural sector and also the nature of the linkages between agriculture
and the rest of the economy. In this regard, the demand linkage effects of agricultural growth constitute an important
growth and poverty reduction mechanism. In Bangladesh, it is possible to observe a virtuous circle in which demand
stimulus from agricultural growth generates investment, entrepreneurship and employment in non-agricultural
activities, particularly non-tradables. This virtuous circle is likely to be relevant in many LDCs and at the heart of efforts
to create a more inclusive process of development which supports sustainable poverty reduction. Without the stimulus
of domestic demand for non-tradables, it is difficult to envisage the productive absorption of labour outside
agriculture. However, the effectiveness of this linkage dynamic depends on income distribution.

Although domestic demand makes a critical contribution to economic growth in the LDCs, exports also matter.
There are various supply-side reasons for this. But exports also matter because economic growth and the full utilization
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of productive capacities are constrained through the balance of payments. Each component of demand has an import
content which is essential for the continuation of ongoing economic activities and their expansion, and countries need
foreign exchange to pay for imports. Analysis of the LDCs within this framework shows that export growth has made a
positive contribution. But its contribution to relaxing the balance-of-payments constraint has been seriously reduced
by declining terms of trade and currency depreciation. It is also clear that capital inflows and transfers have played an
important role in the LDCs in alleviating the balance-of-payments constraint.

This implies that upgrading the export structure of the LDCs should be a priority. There is a place here for new
forms of industrial policy, which have been elaborated recently in developed countries, based on a mixed market-
based model, with private entrepreneurship and government working closely together in order to create strategic
complementarities between public and private sector investment, and the State not picking winners but rather helping
the private sector to discover and exploit economic potentials.

In addressing the issue of developing productive capacities in the least developed countries, it is necessary to
maintain a balance between the constraints and the opportunities of the present situation. The evidence in this Report
on the low level of development of productive capacities in most LDCs and on the weakness of processes of capital
accumulation, technological progress and structural change is sobering. However, there are also major opportunities
for rapid economic growth and substantial poverty reduction if constraints on the development of productive
capacities can be relaxed in a systematic way, and underutilized productive resources and entrepreneurial capabilities
can be harnessed for development. National Governments have the primary responsibility in this task. But both a
favourable international enabling environment and enhanced international support for the LDCs are also necessary
and can provide great benefits not simply for the LDCs but also for the world as a whole.

Dr. Supachai Panitchpakdi
Secretary-General of UNCTAD
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Recent Economic Trends

A. Introduction

This chapter examines trends in economic performance in the LDCs in 2003
and 2004, the latest years for which international data are available. It shows
that the economic performance of the LDCs as a group continues to improve.
The average GDP growth rate is the highest for two decades and merchandise
exports are at record levels.

This good economic performance is partly due to favourable trends in oil-
exporting LDCs, as a result of high oil prices. However, the improved growth
performance is not limited to those countries. Higher non-oil commodity prices,
particularly prices for minerals, have helped export growth in a number of LDCs.
Moreover, there have been major increases in external finance, both ODA and
FDI, flowing to the LDCs. Foreign capital inflows into the LDCs, like exports, are
at record levels, and this has enabled increased investment.

Increases in both ODA and FDI are, however, geographically concentrated,
with increases in ODA greatest in countries that have been affected by conflict,
particularly Afghanistan and the Democratic Republic of the Congo, and FDI
inflows focused on resource-rich oil and mineral economies. The heavy reliance
on external sources for financing capital formation implies that the future
sustainability of the recent growth and investment boom is not yet guaranteed.
Rising international commodity prices are helping exports in a number of LDCs.
But at the same time the combination of rising food prices and rising fuel prices
is making many LDCs vulnerable, since they are net food importers as well as oil
importers.

B. Overall economic growth trends

[n 2004, the real GDP of the LDCs as a group grew by 5.9 per cent, which is
the strongest growth performance that they have achieved over the last two
decades. This represents an acceleration of the growth rate by 1.6 percentage
points compared with the 2003 level. As a result, in 2002-2004 the CDP
performance of the LDC group accelerated to reach an average of 5.2 per cent
per annum in real terms compared with 4.9 per cent in 2000-2002 and 4.4 per
cent in 1998-2000. Nevertheless, the real GDP growth rate remained slower
than that in the group of other developing countries, which stood at 6.7 per cent
in 2004 and 5.1 per cent in 2003.

A regional breakdown shows that whereas the real average GDP growth rates
of African and Asian LDCs were almost comparable in 2003 (4.5 per cent versus
4.8 per cent), this was no longer the case in 2004 when the real GDP growth
rate of African LDCs exceeded that of Asian ones by 1.5 percentage points. The
improvement of the growth performance of the African LDCs is also apparent if
the comparison is made over a longer period. The real average annual GDP
growth rate of African LDCs accelerated from 2.7 per cent per annum in the
1990s to 5.2 per cent per annum in 2000-2004. In Asian LDCs it actually
decelerated from 5.7 per cent per annum to 4.7 per cent per annum between
the two periods (see table 1).

Chapter
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TaBLE T. REAL GDP AND REAL GDP PER CAPITA GROWTH RATES OF LDCs AND OTHER DEVELOPING COUNTRIES,
1990-2000, 2000-2002 AND 2002-2004

(Annual average, percentage)

Real GDP growth Real GDP per capita growth
1990- 2000- 2002- 2003 2004 1990- 2000-  2002- 2003 2004
2000 2002 2004 2000 2002 2004
LDCs 3.9 4.9 5.2 4.6 5.9 1.1 2.6 3.0 2.3 3.6
of which:
Bangladesh 4.8 4.8 5.4 5.3 5.5 3.0 3.0 3.6 3.4 3.7
Other LDCs 3.5 4.9 5.2 4.4 6.0 0.5 2.4 2.8 1.9 3.7
African LDCs 2.7 5.2 5.5 4.5 6.5 0.0 2.7 3.1 2.1 4.2
Asian LDCs 5.7 4.6 4.9 4.8 5.0 2.8 2.6 2.9 2.8 3.0
Island LDCs? . 2.2 4.2 3.4 5.0 . -0.4 1.0 0.2 1.8
Other developing countries 4.9 3.0 5.9 5.1 6.7 3.2 1.7 4.6 3.8 5.4

Source: UNCTAD secretariat estimates based on World Bank, World Development Indicators, online data, December 2005.

Notes:  Real GDP is measured in constant 2000 dollars.
No data were available for Afghanistan, Myanmar, Somalia or Tuvalu.
The group of other developing countries is composed of 69 countries for which real GDP data were available.
a During the 1990s no data were available for Maldives and Timor-Leste.

Data show that the real average GDP growth rate was consistently higher in
the group of oil-exporting LDCs than in the non-oil-exporting LDCs in 2002,
2003 and 2004. In 2004, oil-exporting LDCs had an average real GDP growth
rate of 7.9 per cent as compared with 5.3 per cent in the group of non-oil-
exporting LDCs. But in the previous year the average real growth levels were 5.1
per cent and 4.5 per cent respectively. As a result, although oil-exporting LDCs
drove the growth acceleration of the LDCs, the high growth rate of the LDC

The LDCs increased their group in recent years is not solely the result of the high growth rate of oil-
already heavy reliance on exporting LDCs, driven by high oil prices. In 2004, real GDP growth was 6 per
external sources to finance cent or more in four oil-exporting LDCs and in 11 non-oil-exporting ones. Of
those 15 LDCs, 12 are African LDCs.

their capital formation

process in 2003 and 2004. Table 2 shows the diversity of the LDCs’ growth performance. In 2004, the

real GDP per capita growth rate either declined or stagnated in 15 of the 46
LDCs for which data are available.

Despite the high real CDP growth performance of the LDCs, it should be
noted, as shown in table 3, that the ratio of gross domestic savings to GDP
remained at a depressed level in 2003 and even declined from 13.4 per cent in
2003 to 11 per cent in 2004. This does not compare favourably with the group
of low- and middle-income countries, for which that ratio was more than twice
as high as that for the LDCs in both years. The ratio of gross capital formation to
GDP was also lower in the LDCs than in the group of low- and middle-income
) ) countries — by 4.1 and 5.6 percentage points respectively in 2003 and 2004.

Differences in the growth  whereas the resource gap deepened further, from -7.6 per cent in 2003 to -9.7
performance of the LDCs can  per cent in 2004 in the group of LDCs, the group of low- and middle-income

be related to differences in countries showed an increasing resource surplus. Overall, this indicates that in
access to external resources.  contrast to the group of low- and middle-income countries, the LDCs as a group
increased their already heavy reliance on external sources to finance their
capital formation process in 2003 and 2004.

Differences in the growth performance of the LDCs can be related to
differences in access to external resources associated with ODA, FDI and
exports. Table 4 shows that the LDCs in which real GDP growth increased most
in 2004 (group 1) are, on average, those for which the FDI and merchandise
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TaBLE 2. REAL GDP AND REAL GDP PER CAPITA GROWTH RATES OF LDCs, BY COUNTRY,

2000-2002, 2003 AnD 2004
(Annual average, percentage)

Real GDP growth

Real GDP per capita growth

2002—-2004 2003 2004 2002—-2004 2003 2004
Group 1 (2004 real GDP growth rate of 6% per cent and above)
Chad® 20.7 11.3 31.0 17.4 8.2 27.4
Ethiopia 4.5 -3.7 13.4 2.4 -5.6 11.2
Angola® 7.3 3.4 11.2 4.0 0.4 7.7
Equatorial Guinea® 12.3 14.7 10.0 9.6 11.9 7.4
Maldives 8.6 8.4 8.8 6.2 6.0 6.5
Gambia 7.5 6.7 8.3 5.2 4.3 6.2
Mozambique 7.4 7.1 7.8 5.5 5.1 5.9
Sierra Leone 8.3 9.2 7.4 6.3 7.1 5.4
Mauritania 7.4 8.3 6.6 5.2 5.9 4.5
Dem. Rep. of the Congo 5.9 5.6 6.3 2.8 2.5 3.2
United Rep. of Tanzania 6.7 7.1 6.3 4.6 5.0 4.3
Cambodia 5.7 5.3 6.0 3.9 3.5 4.2
Sudan? 6.0 6.0 6.0 3.6 3.6 3.5
Lao People’s Dem. Republic 5.7 5.3 6.0 3.3 2.9 3.6
Senegal 6.2 6.5 6.0 3.9 4.0 3.8
Group 2 (2004 real GDP growth rate of above 3% but below 6%)
Uganda 5.2 4.7 5.7 2.5 1.9 3.1
Bangladesh 5.4 5.3 5.5 3.6 3.4 3.7
Burundi 2.1 -1.2 5.5 0.2 -3.1 3.5
Cape Verde 5.2 5.0 5.5 2.7 2.4 2.9
Madagascar 7.5 9.8 5.3 4.7 6.8 2.6
Bhutan 5.8 6.7 4.9 3.1 3.9 2.3
Zambia 4.9 5.1 4.6 3.4 3.5 3.2
Sao Tome and Principe 4.5 4.5 4.5 2.4 2.4 2.4
Guinea-Bissau 2.4 0.6 4.3 -0.5 -2.3 1.3
Burkina Faso 5.2 6.5 3.9 2.8 4.1 1.6
Malawi 4.1 4.4 3.8 2.0 2.3 1.8
Solomon Islands 4.4 5.1 3.8 1.3 2.0 0.7
Nepal 3.4 3.1 3.7 1.2 0.8 1.6
Rwanda 2.3 1.0 3.7 0.8 -1.8 3.5
Samoa 1.1 -1.0 3.2 0.3 -2.0 2.6
Lesotho 3.2 3.3 3.0 2.2 2.4 2.1
Djibouti 3.3 3.5 3.0 1.7 1.8 1.6
Togo 2.8 2.7 3.0 0.7 0.5 0.8
Vanuatu 2.7 2.4 3.0 0.4 0.2 0.7
Group 3 (2004 real GDP growth rate below 3%)
Yemen? 2.9 3.1 2.7 -0.2 0.1 -0.4
Benin 3.3 3.9 2.7 0.7 1.3 0.2
Guinea 1.9 1.2 2.6 -0.2 -0.9 0.5
Mali 4.8 7.4 2.2 2.3 4.9 -0.3
Liberia -16.1 -31.0 2.0 -18.0 -32.6 -0.2
Comoros 2.0 2.1 1.9 -0.4 -0.3 -0.5
Timor-Leste -2.3 -6.2 1.8 -7.3 -11.0 -3.5
Kiribati 2.1 2.5 1.8 0.5 0.7 0.3
Eritrea 2.4 3.0 1.8 0.3 0.8 -0.2
Niger 3.1 5.3 0.9 0.2 2.3 -1.9
Central African Republic -2.3 -5.4 0.9 -3.9 -6.9 -0.8
Haiti -1.7 0.4 -3.8 -3.5 -1.4 -5.5

Source: UNCTAD secretariat estimates based on World Bank, World Development Indicators, online data, December 2005.

Notes:  Real GDP is measured in constant 2000 dollars.
No data were available for Afghanistan,Myanmar, Somalia or Tuvalu.

a Oil-exporting LDCs.
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TABLE 3. GROSS CAPITAL FORMATION AND GROSS DOMESTIC SAVINGS IN LDCs, 2000-2004
(Percentage of GDP)

Gross capital formation Gross domestic savings Resource gap?
2000 2003 2004 2000 2003 2004 2000 2003 2004

Angola 12.7 12.8 11.6 63.0 36.7 . -50.3 -23.9 ”
Bangladesh 23.9 23.4 23.4 17.8 17.6 17.0 6.1 5.8 6.4
Benin 18.9 18.6 20.3 6.0 5.5 -1.3 12.9 13.2 21.6
Bhutan 48.4 . . 19.5 . . 28.8 . o
Burkina Faso 22.7 18.7 19.1 6.5 3.9 4.8 16.2 14.8 14.3
Burundi 9.1 15.3 10.6 -5.7 4.3 -5.6 14.7 11.0 16.2
Cambodia 17.2 22.8 22.7 5.2 13.0 12.3 12.0 9.8 10.4
Cape Verde 19.7 20.2 21.6 -14.2 -16.0 -12.6 33.9 36.2 34.2
Central African Republic 10.8 6.0 6.9 7.8 11.9 . 3.1 -5.9 "
Chad 22.4 55.0 24.7 2.1 21.0 43.2 20.3 34.0 -18.5
Comoros 13.1 11.8 10.5 -1.4 0.6 . 14.5 11.1
Dem. Rep. of the Congo 3.5 13.7 17.6 4.8 . . -1.4
Dijibouti 12.9 . . -5.3 . . 18.2 . .
Eritrea 31.9 22.4 21.8 -34.7 -62.9 -51.1 66.6 85.4 72.8
Ethiopia 15.9 20.5 19.8 0.9 1.0 1.3 15.0 19.4 18.6
Gambia 17.4 19.2 23.9 8.1 14.6 19.6 9.3 4.6 4.3
Cuinea 22.0 9.9 10.5 16.8 7.4 8.6 5.1 2.5 1.9
Guinea-Bissau 11.3 12.4 12.4 -8.5 -1.1 4.0 19.8 13.5 8.4
Haiti 27.3 31.0 23.3 6.6 . . 20.7 .
Lao PDR 21.1 22.0 18.9 16.8 20.5 . 4.3 1.5 .
Lesotho 42.2 44.3 41.1 -20.4 -24.1 -24.2 62.6 68.4 65.3
Liberia . 8.7 13.5 . 8.7 13.5
Madagascar 15.0 17.9 24.4 7.7 7.8 8.8 7.3 10.1 15.5
Malawi 13.6 11.2 11.1 -2.8 -5.0 0.0 16.4 16.2 11.2
Maldives 26.3 . . 44.2 51.4 . -17.9 .
Mali 24.6 23.9 19.7 9.7 18.9 . 14.9 4.9
Mauritania 30.5 . . 15.0 3.2 1.6 15.5 .
Mozambique 21.1 26.9 22.2 10.6 11.3 . 10.5 15.6
Myanmar 12.4 % o 12.4 . . 0.1 o
Nepal 243 25.8 . 15.2 13.7 12.9 9.1 12.1 .
Niger 11.4 14.2 15.9 3.5 5.0 7.6 7.9 9.2 8.3
Rwanda 17.5 18.4 20.8 1.4 1.1 . 16.1 17.3 .
Sao Tome and Principe 43.5 30.1 33.1 -6.0 -14.4 -17.9 49.5 44.5 51.0
Senegal 18.5 20.1 21.0 8.6 8.0 10.0 10.0 12.0 11.0
Sierra Leone 8.0 14.3 19.6 -8.2 -11.5 -10.7 16.2 25.8 30.3
Sudan 17.9 18.2 20.0 20.0 24.7 5.9 -2.1 -6.5 14.1
Timor-Leste 33.0 27.0 . -50.0 . . 83.0 . .
Togo 17.8 18.9 18.0 -2.2 5.3 4.5 20.0 13.6 13.5
Uganda 19.8 20.7 21.7 7.9 6.6 7.9 11.9 14.0 13.8
United Rep. of Tanzania 17.6 18.6 19.2 9.3 9.5 . 8.3 9.1 .
Yemen 17.3 16.9 17.0 24.9 12.4 9.3 -7.6 4.4 7.7
Zambia 18.7 26.1 24.6 8.3 18.7 18.9 10.4 7.4 5.7
LDCs 19.5 21.1 20.7 13.7 13.4 11.0 -5.8 -7.6 -9.7
Low- and middle-income

countries 24.4 25.1 26.3 25.2 26.7 271 0.8 1.6 0.8

Source: UNCTAD secretariat estimates based on World Bank, World Development Indicators, online data, December 2005.
Note: No data were available for Afghanistan, Equatorial Guinea, Kiribati, Solomon Islands, Somalia, Tuvalu and Vanuatu.

a Measured by gross capital formation % GDP less gross domestic savings % GDP.
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TABLE 4. LDCs’ RELIANCE ON EXTERNAL FINANCE AND MERCHANDISE EXPORTS, 2000 AND 2004
(Percentage of GDP)

Net ODA Net FDI Merchandise exports
2000 2004 % point 2000 2004 % point 2000 2004 % point
change change change

Group 1 (2004 real GDP growth rate of 6% per cent and above)

Angola 3.4 5.7 2.3 9.6 10.2 0.6 86.8 67.4 -19.4
Cambodia 11.1 10.4 -0.7 4.1 29 -1.3 39.0 52.5 13.6
Chad 9.4 7.5 -1.9 8.3 11.2 29 13.2 36.1 23.0
Dem. Rep. of the Congo 4.3 27.6 23.4 0.5 13.7 13.2 17.7 21.5 3.8
Equatorial Guinea 1.6 0.9 -0.7 8.0 51.4 43.4 81.8 89.9 8.1
Ethiopia 10.6 22.6 12.0 2.1 6.7 4.7 7.4 7.3 -0.1
Gambia 11.7 15.3 3.6 10.3 14.5 4.1 3.6 4.8 1.3
Lao PDR 16.4 11.2 -5.2 2.0 0.7 -1.3 19.2 18.9 -0.3
Maldives 3.1 3.8 0.7 2.1 1.7 -0.4 17.5 22.8 5.4
Mauritania 22.6 13.3 -9.3 4.3 22.1 17.8 38.1 23.2 -14.9
Mozambique 23.8 22.2 -1.6 3.8 2.4 -1.4 9.9 16.7 6.8
Senegal 9.7 13.7 4.0 1.4 0.9 -0.5 21.0 20.0 -1.1
Sierra Leone 28.8 33.5 4.7 6.1 0.5 -5.7 2.1 12.9 10.9
Sudan 1.8 4.5 2.7 3.2 7.7 4.5 14.8 19.3 4.5
United Rep. of Tanzania ~ 11.3 16.1 4.8 3.1 4.3 1.2 7.3 12.3 5.0
Group 2 (2004 real GDP growth rate of above 3% but below 6%)
Bangladesh 2.6 2.5 -0.1 0.6 0.8 0.2 14.1 14.7 0.7
Bhutan 10.9 11.7 0.7 0.0 0.1 0.2 21.1 26.0 4.9
Burkina Faso 12.9 12.7 -0.3 0.9 0.7 -0.2 8.0 9.2 1.2
Burundi 13.7 53.4 39.8 1.7 0.5 -1.3 7.4 7.2 -0.2
Cape Verde 17.7 14.8 -2.9 6.1 2.2 -4.0 2.1 1.3 -0.8
Djibouti 12.9 9.8 -3.2 0.6 5.0 4.4 5.8 6.2 0.4
Guinea-Bissau 37.3 27.4 -9.9 0.3 1.8 1.5 28.8 28.9 0.1
Lesotho 4.3 7.5 3.2 3.7 3.8 0.1 25.6 43.3 17.7
Madagascar 8.3 28.3 20.0 2.1 1.0 -1.1 21.3 21.3 0.1
Malawi 25.6 26.3 0.7 1.5 0.9 -0.6 21.7 24.9 3.2
Nepal 7.1 6.4 -0.7 0.0 0.1 0.2 14.6 11.3 -3.4
Rwanda 17.8 25.4 7.6 0.4 0.6 0.1 2.9 5.3 2.4
Samoa 11.9 8.6 -3.2 -0.7 0.2 0.8 6.1 3.0 -3.0
Solomon Islands 22.9 50.8 27.9 0.5 -2.1 -2.5 21.7 41.4 19.7
Togo 5.3 3.0 -2.2 3.1 2.9 -0.2 34.6 31.0 -3.6
Uganda 13.9 17.0 3.1 3.1 3.5 0.4 7.8 9.4 1.6
Vanuatu 18.7 12.1 -6.6 8.3 6.9 -1.4 11.0 11.1 0.0
Zambia 24.6 20.1 -4.5 3.8 6.2 2.4 20.6 21.9 1.3
Group 3 (2004 real GDP growth rate below 3%)
Benin 10.6 9.3 -1.3 2.6 1.5 -1.2 17.4 16.5 -0.9
Central African Republic 7.9 7.9 0.0 0.1 -1.0 -1.0 16.9 11.3 -5.6
Comoros 9.2 6.8 -2.4 0.0 0.5 0.5 3.4 3.8 0.4
Eritrea 27.8 28.1 0.3 4.4 3.2 -1.2 3.0 5.4 2.4
Guinea 4.9 8.0 3.1 0.3 2.9 2.5 21.4 18.0 -3.4
Haiti 5.3 6.9 1.6 0.3 0.2 -0.2 8.0 11.1 3.0
Mali 14.8 11.7 -3.2 3.4 3.7 0.3 22.7 23.1 0.3
Niger 11.7 17.4 5.7 0.5 0.6 0.2 15.7 12.0 -3.7
Yemen 2.8 2.0 -0.8 0.1 -0.2 -0.2 43.2 39.8 -3.4
Group 1 11.3 13.9 2.6 4.6 10.1 5.5 25.3 28.4 3.1
Group 2 14.9 18.8 3.9 2.0 1.9 -0.1 15.3 17.6 2.3
Group 3 10.6 10.9 0.3 1.3 1.3 0.0 16.9 15.7 -1.2

Source: UNCTAD secretariat estimates based on World Bank, World Development Indicators, online data, December 2005; and
UNCTAD FDI/TNC database and Handbook of Statistics, 2005.

Notes: Insufficient data are available for Afghanistan, Kiribati, Myanmar, Somalia, Timor-Leste and Tuvalu.
Group averages are simple averages.
Liberia and Sao Tome and Principe are outliers and are therefore excluded from the estimates.
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exports to GDP ratio was highest in 2004 and increased most over the last five
years. In contrast, the LDCs that on average displayed the lowest real GDP
growth rate in 2004 (group 3) are those in which the ratio of FDI, net ODA and
merchandise exports to GDP was lowest and increased least over the last five
years. The countries in the middle of the spectrum (group 2) are those in which
the net ODA to GDP ratio was highest and increased most between 2000 and
2004.

The extent to which the real
GDP growth performance of

LDCs will be sustained over Overall, it is most likely that the high growth performance of the LDCs in
time will also partly depend 2004 was driven by the combination of positive trends in merchandise exports
on the way in which ODA, and external finance. The extent to which the real GDP growth performance of
LDCs will be sustained over time will also partly depend on the way in which
ODA, FDI and exports are productively channelled in the economy so as to
contribute to the countries’ capital formation process and to promote an
inclusive form of growth.

FDI and exports are
productively channelled
in the economy.

C. Trends in merchandise trade

1. OWVERALL PICTURE

UNCTAD merchandise trade data show that LDC revenues from
merchandise exports totalled $57.8 billion in 2004. Compared with the 2002
and 2003 levels, this represents an additional $18.4 billion and $11.9 billion

TABLE 5. LDCs’ EXPORTS, IMPORTS AND BALANCE IN MERCHANDISE TRADE, BY GRouP, 2000-2004

$ millions % change?
2001 2002 2003 2004 2000—  2001— 2002— 2003—
2004 2002 2003 2004

Merchandise exports
LDCs 36 056 39 397 45929 57 839 60.7 9.3 16.6 25.9
Oil-exporting LDCs 13 075 15 625 18 727 25 345 70.1 19.5 19.9 35.3
Non-oil-exporting LDCs 22 981 23772 27 202 32494 54.0 3.4 14.4 19.5
African LDCs 21313 23724 28 991 37170 78.6 11.3 22.2 28.2
excluding oil-exporting LDCs | 11 453 11 557 14 024 16 934 69.5 0.9 21.3 20.8
Asian LDCs 14 521 15423 16 638 20 312 35.9 6.2 7.9 22.1
Island LDCs 223 252 301 357 48.8 13.0 19.4 18.6

Merchandise imports
LDCs 46 308 47 867 56 474 64 435 49.8 3.4 18.0 14.1
Oil-exporting LDCs 8 564 9 290 11 068 13 267 80.1 8.5 19.1 19.9
Non-oil-exporting LDCs 37 744 38 577 45 406 51168 43.5 2.2 17.7 12.7
African LDCs 26 831 28 546 34 251 40929 69.9 6.4 20.0 19.5
excluding oil-exporting LDCs | 34 193 34 757 41 082 45 487 38.4 1.6 18.2 10.7
Asian LDCs 18 373 18 167 20 875 21 896 22.4 -1.1 14.9 4.9
Island LDCs 1105 1154 1346 1610 53.2 4.4 16.6 19.6

Net trade

LDCs -10 252 -8 470 -10 545 -6 596 -6.1 -17.4 24.5 -37.4
Oil-exporting LDCs 4511 6 335 7 659 12 078 60.3 40.4 209 57.7
Non-oil-exporting LDCs -14763  -14 805 -18 204 -18 674 28.3 0.3 23.0 2.6
African LDCs -5 518 -4 822 -5 260 -3 759 14.9 -12.6 9.1 -28.5
excluding oil-exporting LDCs |-22 740 -23200  -27 058  -28 553 24.9 2.0 16.6 5.5
Asian LDCs -3 852 -2 744 -4 237 -1 584 -46.1 -28.8 54.4 -62.6
Island LDCs - 882 - 902 -1 045 -1 253 54.5 2.3 15.9 19.9

Source: UNCTAD secretariat estimates based on UNCTAD, Handbook of Statistics 2005.
Notes:  Estimates are based on a group of 49 LDCs for which data are available. No data are available for Timor-Leste.
Chad is not included as an oil-exporting LDC in this table.
a Percentage change in trade values between initial year and end year.
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respectively (see table 5). Despite this impressive performance, LDCs generated
only 0.6 per cent of world merchandise exports. The four traditional oil-
exporting LDCs — Angola, Equatorial Guinea, Sudan and Yemen — accounted

for 52.7 per cent and 55.6 per cent of the 2003 and 2004 increases,
respectively. The percentage of total LDC merchandise exports from those four .
economies increased steadily from 36.3 per cent in 2001 to 43.8 per cent in The LDC trade deficit
2004. As a result of the lower rate of growth of the LDCs’ total merchandise improved from -$10.5 billion
imports, the LDC trade deficit improved from -$10.5 billion in 2003 to -$6.6  in 2003 to -$6.6 billion in
billion in 2004. This improvement is, however, attributable almost exclusively to  2004. This improvement is,
oil-exporting LDCs. If the latter are excluded, the LDC trade deficit worsened however, attributable almost
further, from -$18.2 billion in 2003 to -$18.6 billion in 2004. In fact, with the
exception of Sudan, all oil-exporting LDCs have consistently displayed a trade
surplus since 1999. Moreover, Chad, which started to export oil in the last
quarter of 2003, first displayed a merchandise trade surplus in 2004. The

exclusively to oil-exporting
LDCs.

merchandise trade balance worsened in 28, 35 and 33 LDCs in 2002, 2003 and
2004 respectively.

As shown in chart 1, five out of the six LDCs in which the value of
merchandise exports increased most between 2003 and 2004 are oil exporters.
The increasing oil price made a particularly strong contribution to this
performance in 2004, when, according to UNCTAD secretariat estimates, the
price index for crude petroleum rose by about 35 per cent. Despite the

spectacular export performance of oil-exporting LDCs, it should be noted that
non-oil-exporting LDCs also performed well in 2003 and 2004. In nominal
terms, the merchandise export growth rate of the traditional oil-exporting LDCs
averaged 19.9 per cent and 35.3 per cent respectively.! For their part, the non- ) )
oil-exporting LDCs displayed nominal rates of increase of 14.4 per cent and ~€XPOrting LDCGs, it should be

Despite the spectacular
export performance of oil-

19.5 per cent respectively. noted that non-oil-exporting
LDCs also performed well
Regional data show that, in 2003, African LDCs performed better than Asian in 2003 and 2004.

ones, even excluding oil-exporting LDCs. But in 2004 the group of Asian LDCs
outperformed the group of African non-oil-exporting LDCs (a nominal growth

rate of 22.1 per cent versus 20.8 per cent). A breakdown by country shows that
a few LDCs did not participate in the increase in the merchandise exports of this
group of countries (see chart 1). Between 2002 and 2003, the value of exports
actually decreased in nominal terms in the Central African Republic, The
Gambia, Guinea, Mauritania, Myanmar and Somalia. Between 2003 and 2004
exports declined in Cape Verde, Eritrea, Liberia, Malawi and Samoa. In contrast,
Angola, Bangladesh, Cambodia, Equatorial Guinea, Senegal, Sudan and Yemen

were among the 10 best-performing LDCs during both periods in terms of the
nominal value of exports. For Bangladesh, Cambodia and Senegal, this good

performance is driven by exports of manufactures, while for the others it is The improved export
driven by oil exports. performance of a large
number of LDCs in 2003
2. TRENDS IN INTERNATIONAL COMMODITY PRICES and 2004 was supported

by higher international
The improved export performance of a large number of LDCs in 2003 and commodity prices in many
2004 was supported by higher international commodity prices. Between 2002 commodities relevant to
and 2003 the average price indices of food, agricultural raw materials, and
minerals, metals and ores increased by 3.9 per cent, 19.1 per cent and 12.6 per
cent respectively. Between 2003 and 2004, the average price indices rose by

their exports.

13.1 per cent for food and 39.8 per cent for minerals, metals and ores, whereas
it rose by 9.8 per cent for agricultural raw materials. The crude petroleum price
index increased by 15.8 per cent between 2002 and 2003 and by 30.7 per cent
between 2003 and 2004.
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CHART T. NOMINAL CHANGE IN THE VALUE OF LDCs’ MERCHANDISE EXPORT REVENUES, 2002-2003 AND 2003-2004
($ millions)
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Source: UNCTAD secretariat estimates based on UNCTAD, Handbook of Statistics 2005.
Notes:  Estimates are based on a group of 49 LDCs for which data are available. No data are available for Timor-Leste.
a These countries are oil-exporting LDCs. Chad started to export oil in the last quarter of 2003.
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However, there is a very mixed trend that is affecting different LDCs in
different ways. Available data on non-oil primary commodities that are of
importance to LDC trade reveal that, compared with their levels in the year
2000, the price indices of coffee, tea, sugar and tobacco were actually lower in
2004. In contrast, it appears that between those two years, the price indices of
cocoa, non-coniferous woods, copper, gold and crude petroleum increased by
at least one third (see table 6).

TABLE 6. PRICE INDICES OF SELECTED PRIMARY COMMODITIES OF IMPORTANCE TO LDCs, 2001-2004
(Index, 2000=100)

2001 2002 2003 2004
All food 100 103 107 121
Coffee (Arabicas) 72 72 74 93
Coffee (Robustas) 66 72 88 86
Cocoa 123 200 198 174
Tea 80 72 78 80
Sugar 106 84 87 88
Fish meal 118 147 148 157
Agricultural raw materials 96 94 112 123
Cotton 81 78 107 104
Non-coniferous woods 98 105 118 136
Tobacco 100 92 89 92
Minerals, metals and ores 89 87 98 137
Aluminium 93 87 92 111
Iron ore 105 103 112 132
Copper, Grade A 87 86 98 158
Copper, wire bars 87 86 97 153
GCold 97 111 130 147
Memo items:
Crude petroleum 87 88 102 134
Unit value index of manufactured goods exported
by developed countries 98 98 107 115

Source: UNCTAD secretariat estimates based on UNCTAD, Commodity Price Bulletin, various issues.

3. COMPOSITION OF MERCHANDISE TRADE

UNCTAD data show that in 2000-2003 primary commodities constituted
almost two thirds of the merchandise exports of the LDCs as a group and over
one third of their total merchandise imports. As illustrated in table 7, fuel exports
were in 2000-2003 the leading source of total LDC export revenues and
surpassed export receipts from manufactures, the second source of merchandise
export receipts in the LDCs. In that period, fuel exports represented 40 per cent
of the LDCs’ total merchandise export receipts, while exports of manufactured i .
goods averaged 33 per cent. Food items were in third position (14 per cent of the recent surge in the price
total LDC merchandise exports), followed by agricultural raw materials (6 per of oil which accounted for
cent) and minerals, metals and ores (5 per cent). over 10.7 per cent of their
total merchandise imports

in 2000-2003.

The majority of the LDCs have
been adversely affected by

During the same period, the LDCs as a group had a trade surplus in fuels,
agricultural raw materials and minerals, metals and ores. But the LDCs’ trade
surplus in fuels was driven by the few oil-exporting LDCs. The majority of the
LDCs are likely to have been quite adversely affected by the recent surge in the
price of oil. Petroleum products? imports accounted for 10.7 per cent of the
LDCs' total merchandise imports bill in 2000-2003, compared with 8.9 per cent
in the group of other developing countries.
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TABLE 7. MERCHANDISE TRADE STRUCTURE IN LDCs, 2000-2003
(Sectors as per cent of exports, imports and net trade)

% of total LDC exports % of total LDC imports % of LDC net trade
All food items 13.6 19.6 -38.6
Agricultural raw materials 6.0 2.5 8.6
Fuels 39.7 11.1 79.5
Metals and ores 5.3 1.2 11.5
Manufactured goods: 32.8 62.7 -157.5
Chemical products 1.6 9.3 -33.7
Other manufactured goods 29.6 27.6 -21.4
Machinery and transport equipment 1.6 25.8 -102.4
Unallocated 2.7 2.9 -3.6
Primary commodities 64.6 34.4 61.1
Non-fuel primary commodities 24.8 233 -18.5

Source: UNCTAD secretariat estimates based on UN COMTRADE.
Notes:  No data are available for Timor-Leste.

Products have been classified by sector according to the SITC Revision 2 group (3-digit level). All food items include codes
0+1+22+4; agricultural raw materials include codes 2 less (22+27+28); fuels include codes 3; ores and metals include
codes 27+28+68; manufactured goods include codes 5 to 8 less 68; chemical products include code 5 products; other
manufactured goods include code 6+8 less 68 products; machinery and transport equipment include code 7 products.
Primary commodities are the sum of all sectors with the exception of manufactured goods and unallocated goods.
Non-fuel primary commodities are primary commodities excluding fuels.

Negative value means a deficit in the sector.

Interestingly, if fuels are excluded from the LDC trade basket, the LDCs
were net primary commodity importers during 2000-2003. This non-fuel net
primary import position has been apparent since 1998 and is explained by the
deepening of the LDCs’ deficit in food trade, which outweighed the LDCs’
traditional trade surplus position in agricultural raw materials and in minerals,
metals and ores. In contrast, the other developing countries (excluding China)
remained net primary commodity exporters throughout the whole of the 1990-
2003 period, even when fuel products are excluded.

Although food exports constituted 13.6 per cent of the LDCs’ total exports in
2000-2003, the overwhelming majority of LDCs were net food-importing
countries, with food imports averaging almost one fifth of their total imports. The
group of other developing countries were less dependent on food trade, which
If fuels are excluded from the  accounted for 7 per cent of their total exports and imports respectively. It should

LDC trade basket, the LDCs  be noted that the food import capacity of LDCs deteriorated drastically over the

were net primary Commodity 1997-2003 period as the result of a substantial escalation of their food import

importers during 2000~ b!l|: Between 2002 and 200.3,. the.LDCs’ food import bill increased by over $1
billion and reached $7.6 billion in the latter year, whereas the LDCs" food
export receipts decreased by $0.2 billion and barely totalled $2.2 billion. The
negative trend in the LDCs’ food import capacity accelerated particularly in
2000-2001, which coincides with the beginning of the period of increasing food
prices (see chart 2). Against this background, the short-term food price effects of
the removal of agricultural export subsidies in OECD countries, agreed as part of
the Doha negotiations, will need to be closely monitored.

2003, resulting from
deepening of the deficit
in food trade.

Because they are net food importers, most of the LDCs are particularly
vulnerable to swings in the prices of food items and to the financial terms
attached to food imports (i.e. their concessionality level). This is particularly
relevant for cereal products, which constituted over 40 per cent of the LDCs’
total food imports in 2000-2003. The combination of rising food prices and
rising fuel prices is likely to have a marked negative impact on the trade balance
of LDCs.
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CHART 2. LDCs FooD IMPORT CcAPACITY, 1990-2003
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Source: UNCTAD secretariat estimates based on FAOSTAT, online data.
Note:  Food includes animals.

Exports of manufactured goods, in particular capital-intensive manufactured
goods, constitute a much smaller share of total LDC exports than of other
developing countries’ exports. In 2000-2003 the share of manufactured goods
in total merchandise exports of LDCs was 33 per cent (22 per cent without
Bangladesh). In contrast, during the same period, exports of manufactured
goods generated 70 per cent of the merchandise export revenues of the group of
other developing countries (66 per cent without China). The LDCs’
manufactured exports were mainly composed of labour-intensive products,
such as textiles, garments and footwear. In 2000-2003 these constituted 23 per
cent of total LDC merchandise exports (11.8 per cent without Bangladesh). In
contrast, the manufactured exports of the group of other developing countries
were dominated by capital-intensive products such as machinery and transport
equipment. These constituted 37 per cent of their total merchandise exports
(versus 1.6 per cent in the LDCs). On the import side, machinery and transport
equipment represented a much lower share of total merchandise imports in the
LDCs than in the group of other developing countries. The ratio of capital goods
imports to total imports averaged 25.8 per cent in the LDCs versus 42.4 per cent
in the group of other developing countries in 2000-2003.

Finally, it should be noted that despite the impressive export performance,
the share of LDCs in world exports remains marginal both in aggregate and in
major export sectors. In 2000-2003, the exports of LDCs as a group constituted
0.54 per cent of total world merchandise exports. LDC exports averaged 2 per
cent of world fuel exports in 2000-2003, 1.8 per cent of world agricultural raw
materials exports, T per cent of world food exports, 1 per cent of world exports
of minerals, metals and ores and 0.2 per cent of world manufactures exports.

The LDCs” manufactured
exports were mainly
composed of labour-intensive
products, such as textiles,
garments and footwear,
which constituted 23 per cent
of total merchandise exports
in 2000-2003.
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D. Trends in external finance

1. OVERALL PICTURE

Aggregate net foreign resource flows to LDCs increased in 2003° for the third
consecutive year. It is estimated that between 2002 and 2003 long-term capital
flows to the 46 LDCs for which data are available increased by $7.3 billion,
reaching a new record level of $25.4 billion in 2003. As a result, in 2003, these
flows were 40 per cent higher than in 2002, and almost double their level in
2000 (see table 8).

In 2003, long-term capital o _ , o
flows to the 46 LDCs for This increase from 2002 to 2003 is mostly attributable to a large rise in grants

. , disbursements and a large rise in FDI inflows. The former accounted for 72 per
_WhICh data are ava’{able cent of the total increase, while the latter accounted for 16 per cent of it. Both
increased by $7.3 billion, increases were concentrated in a few African LDCs. In particular, there was a

reaching a new record level  major jump in grants (debt relief in particular) to the Democratic Republic of the
of $25.4 billion. This increase Congo, an increase in FDI inflows into Equatorial Guinea and Sudan and in
was concentrated in a publicly guaranteed private debt flows into Angola. Indeed, if those four
few African LDCs. countries (which were the four LDCs in which long-term capital flows increased

most) are omitted, long-term capital flows to LDCs can be said to have increased
only marginally (2.1 per cent) between 2002 and 2003.# Asian LDCs and island

LDCs did not, on average, benefit from the increase in long-term capital flows to

LDCs. In nominal terms, aggregate net resource flows to those country groups

decreased by 0.8 per cent and 0.3 per cent respectively between 2002 and

2003.

TABLE 8. LONG-TERM NET CAPITAL FLOWS AND TRANSFERS TO LDCs, 2000-2003

2000 2001 2002 2003 2000 2001 2002 2003
($ millions) (% of aggregate net resource flows)
Aggregate net resource flows 12913 16 323 18 086 25 388 100 100 100 100

Official net resource flows 9 201 9747 12 371 17 672 71.3 59.7 68.4 69.6
Grants excluding tech. cooperation 7 331 7 234 9296 14528 56.8 44.3 51.4 57.2
Official debt flows 1870 2513 3 075 3 144 14.5 15.4 17.0 12.4

Bilateral - 564 - 395 - 211 - 381 -4.4 -2.4 -1.2 -1.5
Bilateral concessional -478 - 396 - 152 - 196 -3.7 -2.4 -0.8 -0.8
Multilateral 2434 2908 3285 3525 18.8 17.8 18.2 13.9
Multilateral concessional 2 562 3 006 3 444 3522 19.8 18.4 19.0 13.9

Private net resource flows 3712 6576 5715 7716 28.7 40.3 31.6 30.4
Foreign direct investment 4074 6372 6119 7 260 31.6 39.0 33.8 28.6
Portfolio equity flows 2 7 7 2 0.0 0.0 0.0 0.0
Private debt flows - 365 197 -410 454 -2.8 1.2 -2.3 1.8

Private, non-guaranteed -49 49 -51 -45 -0.4 0.3 -0.3 -0.2
Private, publicly guaranteed - 315 148 - 359 499 -2.4 0.9 -2.0 2.0
(% of aggregate net transfers)
Aggregate net transfers 9 306 12 354 12 850 19 409 100 100 100 100
Interest payments on long-term debt 980 833 1080 1143 10.5 6.7 8.4 5.9
Profit remittances on FDI 2 626 3136 4155 4 836 28.2 25.4 32.3 24.9
Memo item:

IMF net flows -70 217 310 -53 -0.8 1.8 2.4 -0.3
IMF, concessional net flows 58 366 597 51 0.6 3.0 4.6 0.3
IMF, non-concessional net flows -128 - 149 - 287 - 105 -1.4 -1.2 -2.2 -0.5

Debt forgiveness or reduction -912 -3194 -3 467 -1 847 -9.8 -25.9 -27.0 -9.5

Source: 'UNCTAD secretariat estimates based on World Bank, Global Development Finance 2005, CD-ROM.

No data are available for Afghanistan, Kiribati, Timor-Leste or Tuvalu.
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Official flows, the major source of long-term capital flows to LDCs, and
grants in particular, accounted for 70 per cent and 57 per cent respectively of
aggregate net resource flows to LDCs in 2003. This contrasts markedly with the
situation regarding the other developing countries as a group, in which official
net resource flows constituted only 6 per cent of their long-term capital flows
and FDI accounted for 71 per cent of them. Three other major observations
emerge from a comparative analysis of the structure of long-term capital flows to
LDCs and other developing countries. First, the share of debt flows is much
higher in LDCs (14.2 per cent in 2003) than in other developing countries (2.5
per cent). Second, multilateral creditors are the primary source of long-term
debt flows in LDCs as opposed to other developing countries, where debt flows
from multilateral creditors were negative in 2002 and 2003 and where private
non-guaranteed debt flows are the leading component of long-term debt flows.
Third, portfolio equity flows to LDCs are insignificant, whereas they constituted
over 12 per cent of long-term capital flows to other developing countries in
2003. In other words, the main feature distinguishing the group of LDCs from
that of other developing countries with respect to external finance is the
increasingly higher reliance of the former on external finance and on official

creditors in particular.

The reliance of LDCs on external finance as measured by the ratio of
aggregate net resource flows to GDP has increased significantly in recent years
(see table 9). This ratio increased steadily from 7.8 per cent in 2000 to 12.7 per
cent in 2003 in the group of 44 LDCs for which data are available. In contrast, it
decreased from 3.5 per cent to 2.5 per cent between the same years in the
group of other developing countries.® Thus, in 2003, in quantitative terms, the
LDCs were over five times more dependent on long-term capital flows than
other developing countries. A regional breakdown shows that the growing
reliance of LDCs on external finance between 2000 and 2003 was driven by
African LDCs, where the corresponding ratio increased from 10.8 per cent in
2000 to 18.9 per cent in 2003. In contrast, Asian LDCs and island LDCs were

not only less but also decreasingly dependent on external flows.

As a direct result of increasing long-term capital flows, aggregate net transfers
to the group of 46 LDCs for which data are available grew by 51 per cent
between 2002 and 2003 and by 109 per cent between 2000 and 2003. When
the four African outliers mentioned above are excluded, aggregate net transfers
can be said to have increased by 0.3 per cent and 25.5 per cent respectively.
Omitting the Democratic Republic of the Congo, whose debt relief drove the
impressive increase in grant disbursements to LDCs in 2003, the ratio of long-
term interest payments to grants slightly decreased from 13.6 per cent to 10.9
per cent between 2000 and 2003, while the ratio of profit remittances to grants

Official flows, and grants in
particular, accounted for 70
per cent and 57 per cent
respectively of aggregate
net resource flows to LDCs
in 2003.

The LDCs were over five times
more dependent on long-
term capital flows than other
developing countries in 2003.

TABLE 9. AGGREGATE NET RESOURCE FLOWS AS A SHARE OF GDP IN LDCs,
BY REGION, AND IN OTHER DEVELOPING COUNTRIES, 2001-2003

(Per cent)

2000 2001 2002 2003

LDCs 7.8 9.6 10.1 12.7

African LDCs 10.8 13.6 14.7 18.9

Asian LDCs 3.5 3.7 3.1 2.9

Island LDCs 11.6 11.4 9.7 8.2

Other developing countries 3.5 3.2 2.4 2.5
Source: UNCTAD secretariat estimates based on World Bank, Global Development Finance 2005, CD-ROM, and World Bank,

World Development Indicators 2005, CD-ROM.
Note: No data are available for Afghanistan, Kiribati, Myanmar, Somalia, Timor-Leste or Tuvalu.
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increased from 36.5 per cent to 49.7 per cent between the same years. This
means that in 2003 about 60 per cent of the amount of grants (excluding
technical cooperation) disbursed to 45 LDCs were repatriated in the form of
interest payments and profit remittances. In the four oil-exporting LDCs alone,
namely Angola, Equatorial Guinea, Sudan and Yemen, the total amount of profit
remittances on FDI was almost three times higher than that of grant
disbursements (excluding technical cooperation) in 2003.

2. TRENDS IN AID FLOWS

. . According to the most recent data from OECD/DAC®, net ODA to the group
In nominal terms, aid to LDCs of 50 LDCs increased in 2004 to a record level of $24.9 billion. This increase
actually doubled between . the continuation of an upward surge in aid to LDCs that began in 2000.” In
1999 and 2004. nominal terms, aid to LDCs actually doubled between 1999 and 2004. During

the period 1999-2004 the annual increase in real ODA to LDCs was four times

faster than that to other developing countries. As a result, ODA disbursed to
LDCs as a share of total ODA disbursed to all developing countries increased
from 23.7 per cent in 1999 to 31.8 per cent in 2004.

Despite the impressive increase in aggregate ODA to LDCs over the period
1999-2004, it is important to note three features of the current situation. First,
in real terms the increase has been less substantial. Net ODA to the group of
LDCs from all donors actually decreased by 4.4 per cent between 2003 and
2004 in real terms, having increased by 14 per cent between 2002 and 2003.

Moreover, real ODA per capita disbursed to LDCs was actually 13.5 per cent
lower in 2000-2004 than in 1990-1994 (see charts 3a and 3b). Nevertheless,
Debt forgiveness, emergency  the upward surge in aid to LDCs since 2000 is one of the most important recent
aid, technical assistance and  economic trends in LDCs.

development food aid
constituted 46.5 per cent of
total net ODA disbursed to
LDCs in 2004.

Second, an important feature of the recent upward surge in ODA to LDCs is
that it is driven by debt forgiveness grants and emergency assistance grants.
These grew by 22.6 per cent and 27.9 per cent per annum respectively in real
terms between 1999 and 2004.% Taken together, debt forgiveness, emergency
aid, technical assistance and development food aid constituted 46.5 per cent of

total net ODA disbursed to LDCs in 2004 (see table 10). This was up from 37.5
per cent in 1995. In 2003 debt forgiveness grants accounted for almost one
quarter of total net ODA disbursed to the LDCs. This ratio fell, however, to 15.1
per cent in 2004. Emergency assistance accounted for 10.5 per cent and 12.2
per cent of total ODA to LDCs in 2003 and 2004 respectively, while the share of
technical cooperation was higher, having reached 17.2 per cent and 16.5 per
cent respectively. Excluding debt forgiveness grants and emergency assistance,
the share of technical cooperation to total net ODA to LDCs averaged 22.6 per
cent in 2004 whilst net loan disbursements averaged only 17.3 per cent.

However, real ODA growth fIThir(.j, real ODA growth rates varied greatly by coluntry.(see .tabl.e 1?). ODA
. inflows increased by over 20 per cent per annum during this period in six LDCs,

rates varied greatly by namely Afghanistan, Burundi, the Democratic Republic of the Congo, Lesotho,
country. Sierra Leone and Sudan. All of these except Lesotho, are conflict-affected LDCs

and the increases in ODA have mainly been driven by increases in debt relief

and/or in emergency assistance. The increase in ODA was particularly marked in
Afghanistan and the Democratic Republic of the Congo, where it increased by
79 per cent per annum and 93 per cent per annum respectively over the period
1999-2004. Indeed, 30 per cent of the increase in aid to LDCs in nominal terms
can be attributed to increased aid flows to Afghanistan and the Democratic
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CHART 3. Net ODA 10 LDCs, 1990-2004
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Source: UNCTAD secretariat estimates based on OECD/DAC, International Development Statistics, online data, December 2005.
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TaBLE T0. NeT ODA AND NET ODA PER CAPITA DISBURSED TO LDCs, FROM ALL DONORS, 2002-2004

2002 2003 2004
$ million  $ per capita $ million  $ per capita $ million  $ per capita

Total net ODA 18 094 28.0 23 791 36.0 24 935 35.4
Crants 14 344 22.2 20 359 30.8 21774 30.9
Emergency aid 1760 2.7 2497 3.8 3053 4.3
Debt forgiveness grants 2423 3.8 5859 8.9 3762 5.3
Technical cooperation 3 406 5.3 4095 6.2 4 104 5.8
Development food aid 603 0.9 624 0.9 658 0.9
ODA (OA) loans total net 3750 5.8 3432 5.2 3134 4.4

Source: UNCTAD secretariat estimates based on OECD/DAC, International Development Statistics, online data, December 2005.

Republic of the Congo (see chart 3a). But at the other end of the spectrum, net
ODA inflows either stagnated or declined in real terms in almost half of the
LDCs during the period 1999-2004, including in 9 of the 10 island LDCs.® On
average, real ODA to the latter declined by 3 per cent per annum in 1999-
2004.

Net ODA inflows either A regional comparison shows that the share of part A net ODA, that is aid
stagnated or declined in real committed to technical assistance, debt forgiveness, emergency assistance and
terms in almost half of the  development food aid, in total net ODA was greatest in African LDCs. This share
was also very large in the group of island LDCs owing to the larger contribution
of technical assistance in total net ODA disbursed to this group of 10 LDCs
relative to that disbursed to African or Asian LDCs.

LDCs during the period
1999-2004.

OECD/DAC data on ODA commitments (rather than disbursements) enable
the disaggregation of those commitments to recipient countries by broad sector,
and also by type of flow, that is grants and concessional loans. This shows that
the upward surge in ODA has reinforced the trends whereby an increasing
proportion of ODA is provided in the form of grants and a decreasing proportion
of ODA is committed to economic infrastructure and productive sectors. Table
12 shows that grants represented 76 per cent of total net ODA commitments
from all donors to LDCs in 2002-2004. This was up from 62 per cent in 1992—
1994 and 68 per cent in 1999-2001. ODA for economic infrastructure and
productive sectors actually declined from 32 per cent of total ODA

Social sectors, emergency commitments in 1999-2001 to 24 per cent in 2002-2004. This is half the share
assistance and action relating in 1992-1994. The decline in the share of ODA going to economic
to debt absorbed 62.1 per infrastructure and productive sectors is related to the shift from loans to grants,
cent of total ODA becaus.e a larger pro'por'tion of aid in these areas is fine'lnced by loans. ODA
commitments to the LDCs in commitments to social infrastructure and services constituted 32 per cent of
total ODA commitments to LDCs in 2002-2004. This was slightly down from
2002-2004, as compared 1999-2001, when the share stood at 33 per cent, but was a major increase in
with 34.6 per cent in relation to the early 1990s, when the share of ODA to social infrastructure and
1992-1994. services was less than half that to economic infrastructure and productive
sectors. The fall in the share going to social sectors between 1999-2001 and
2002-2004 does not reflect a shift of donor priorities away from those sectors,
but rather the increasing importance of action related to debt and emergency
assistance, noted in the discussion of disbursements above. Taken together,
social sectors, emergency assistance and action relating to debt absorbed 62.1
per cent of total ODA commitments to the LDCs in 2002-2004, as compared
with 34.6 per cent in 1992-1994.
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TABLE 11. SELECTED INDICATORS ON NET ODA DIsBURSED TO LDCs, BY COUNTRY AND BY REGION,
AND TO THE GROUP OF OTHER DEVELOPING COUNTRIES, BY ALL DONORS, 1995-2004

Real growth rate Level of Distribution of
of net ODA Part A® net ODA Part A net ODA
(% per annum) (% total net ODA) (% total net ODA)
Technical Remaining
assistance  Part A net ODAP
1999—-2004 1995—-1999  2000—2004 2000—2004

Afghanistan 79.2 81.6 54.5 20.1 34.4
Angola 17.0 54.6 44.3 12.7 31.6
Bangladesh -0.5 38.6 42.0 18.6 233
Benin 4.9 33.7 44.0 27.1 16.9
Bhutan 2.0 37.7 31.5 30.5 1.0
Burkina Faso 5.4 32.1 36.6 19.5 17.1
Burundi 29.0 53.6 51.2 11.3 39.9
Cambodia 7.3 40.5 34.2 29.7 4.5
Cape Verde -0.6 43.6 40.8 30.8 10.0
Central African Rep. -9.0 38.2 50.9 34.2 16.6
Chad 9.5 271 33.2 16.3 16.9
Comoros -0.3 49.1 50.2 40.5 9.7
Dem.Rep. of the Congo 93.0 64.1 74.6 5.6 69.1
Djibouti -4.3 45.3 42.6 37.0 5.6
Equatorial Guinea 0.5 56.5 60.9 45.8 15.1
Eritrea 8.2 43.5 49.1 12.6 36.5
Ethiopia 19.8 399 43.5 12.2 31.3
Gambia 8.0 51.8 27.7 20.2 7.5
Guinea 2.0 26.4 53.8 25.0 28.8
Guinea-Bissau 4.9 39.8 46.4 19.2 27.2
Haiti -5.1 51.9 70.7 44.9 25.8
Kiribati -3.7 47.4 56.3 56.3 0.0
Laos -2.6 30.2 31.8 28.6 3.2
Lesotho 21.0 37.0 22.3 18.9 3.4
Liberia 13.4 50.3 77.7 19.7 58.1
Madagascar 19.8 47.5 46.9 15.8 31.1
Malawi -2.2 28.6 39.1 24.1 15.1
Maldives -2.0 27.3 339 26.6 7.3
Mali 6.7 33.2 41.3 25.5 15.8
Mauritania -5.2 25.7 42.4 14.9 27.5
Mozambique 5.2 56.2 46.9 15.6 31.4
Myanmar 5.3 80.7 70.4 43.1 27.3
Nepal 0.7 37.7 37.3 30.9 6.4
Niger 19.3 40.6 43.6 15.4 28.2
Rwanda -0.6 529 35.2 21.8 13.4
Samoa 1.4 59.6 58.4 58.3 0.1
Sao Tome and Principe -3.2 43.8 50.5 36.1 14.4
Senegal 5.9 44.6 57.8 30.5 27.3
Sierra Leone 25.0 40.8 43.4 13.4 30.0
Solomon Islands 7.2 47.9 66.6 64.5 2.1
Somalia 7.5 70.4 63.9 12.3 51.6
Sudan 27.6 75.0 69.2 10.7 58.5
Timor-Leste -8.5 63.8 56.3 43.2 13.1
Togo -9.0 39.2 75.0 52.1 22.8
Tuvalu 2.7 39.4 38.1 38.1 0.0
Uganda 6.5 30.6 32.1 18.3 13.7
United Rep. of Tanzania 8.5 32.0 36.0 11.8 24.2
Vanuatu -7.4 59.5 66.7 65.9 0.8
Yemen -11.9 29.2 30.5 15.0 15.5
Zambia 2.4 27.0 471 17.2 29.9
LDCs 12.5 40.9 47.4 18.4 29.0

African LDCs 13.7 40.7 48.4 16.2 34.9

Asian LDCs 10.8 40.7 43.1 22.9 10.9

LDC-SIDS -3.0 47.5 53.4 44.8 8.6
Other developing countries 2.9 43.8 48.7 32.5 16.3

Source: UNCTAD secretariat estimates based on OECD/DAC, International Development Statistics, online data, December 2005.
a Part A net ODA is the sum of technical assistance, debt forgiveness, emergency assistance and development food aid.
b Remaining Part A net ODA is Part A net ODA excluding technical assistance.
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TABLE 12. SECTORAL ALLOCATION OF ODA coMMITMENTS TO LDCs, FROM ALL DONORS,
1992-1994, 1999-2001AND 2002-2004

(Percentage)
Total ODA commitments to LDCs Financed by grants Financed by loans
1992— 1999— 2002— 1992— 1999- 2002— 1992— 1999— 2002-
1994 2001 2004 1994 2001 2004 1994 2001 2004
Total 100.0 100.0 100.0 62 68 76 38 32 23
Social infrastructure and services 21.2 33.1 32.2 74 68 81 26 32 18
Action relating to debt 8.3 8.8 17.8 55 94 88 45 6 12
Emergency assistance 5.1 8.1 12.2 85 86 91 15 14 9
Economic infrastructure, production
sector and multisector 47.9 32.3 23.5 52 52 57 48 47 41
Economic infrastructure 21.6 16.0 12.7 45 46 47 55 52 50
Production sector 15.6 8.7 5.5 56 61 60 43 38 37
Multisector 10.7 7.6 5.2 59 54 76 41 46 23
Commodity aid/
general programme assistance 16.7 16.5 13.5 72 73 67 28 27 33

Source: UNCTAD secretariat estimates based on OECD/DAC, International Development Statistics, online data , December 2005.

3. TRenDS IN FDI INFLOWS

Following a slight decrease in 2002, FDI inflows into the group of LDCs
recovered dramatically in 2003, when they stood at over $10.4 billion,
compared with $6.3 billion the preceding year. FDI inflows into LDCs further
increased in 2004, when they reached a record level of $10.7 billion, which

FDI inflows into LDCs represents about 1.6 per cent of world FDI inflows (chart 4). In nominal terms,

increased in 2004 to a FDI inflows into LDCs increased by 63.6 per cent in 2003 and by 3.4 per cent in
record level of $10.7 billion. 2004. Between 2002 and 2004, FDI inflows into LDCs increased by 69.1 per
cent. In 2004, the ratio of FDI to gross fixed capital formation averaged 20.8 per
cent in the LDCs, which is twice as high as the share prevailing in the group of
other developing countries.

However, this represents
only 1.6 per cent of world
FDI inflows.

The data show that the distribution of FDI inflows into LDCs remain largely
concentrated in resource-rich LDCs. The nominal change in the value of FDI
inflows into LDCs was negligible in over half the countries for which data is
available (see chart 5). Indeed, half of the increase in FDI inflows into LDCs
between 2002 and 2004 occurred in the four traditional oil-exporting LDCs,
namely Angola, Equatorial Guinea, Sudan and Yemen. In 2004, those four
countries absorbed 48.6 per cent of total FDI inflows into the group of 50 LDCs.
This ratio increases to 55.9 per cent if Chad and Mauritania, which recently
received large oil-related FDI flows, are added to this list. In the same year,
FDI inflows into LDCs remain mineral-exporting LDCs attracted 12.7 per cent of the total FDI inflows into

highly concentrated in LDCs. Overall, about 70 per cent of FDI inflows into the group of LDCs was
directed to oil- and mineral-exporting LDCs in 2004 (table 13).

resource-rich LDCs, which

absorbed about 7Q per cent The fact that FDI inflows into the LDCs increased less in 2004 than in 2003 is
of the total FDI inflows also related to changes in FDI inflows into oil-exporting LDCs. FDI flows to
into the group. Angola in 2004 were $1.46 billion lower than in 2003 and flows to Chad were

$234.5 billion lower.

Table 13 provides a further indication of the level of concentration of FDI
into LDC economies and shows that the top 10 recipient LDCs absorbed 83.6
per cent of LDCs’ FDI inflows in 2004. Those 10 countries were, in decreasing
order of magnitude, Angola, Equatorial Guinea, Sudan, the Democratic
Republic of the Congo, Myanmar, Ethiopia, Chad, the United Republic of
Tanzania, Bangladesh and Zambia. With the exception of Bangladesh, the
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CHART 4. FDI INFLOWs INTO LDCs, 1990-2004
(In value and as a share of world FDI inflows)
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Note: No data are available for Kiribati.
TasLe 13. FDI iNFLows INTO LDCs, 2000-2004
2000 2001 2002 2003 2004
In $ milions
LDCs 3 758.1 6 839.8 6 333.2 10 352.6 10723.0
Top 10 2 766.0 5689.3 5 303.2 9099.3 8 966.7
Rest of LDCs 992.2 1150.5 1 030.0 1253.3 1756.3
Oil-exporting LDCs?+ Chad and Mauritania 1 539.9 4352.1 3 852.0 7216.8 5979.9
Mineral-exporting LDCsP 223.8 201.6 241.4 427.8 1366.2
Other LDCs 1994.5 22745 2 233.8 2705.9 3 356.0
In %
Top 10 73.6 83.2 83.7 87.9 83.6
Rest of LDCs 26.4 16.8 16.3 12.1 16.4
Oil-exporting LDCs*+ Chad and Mauritania 41.0 63.6 60.8 69.7 55.8
Mineral-exporting LDCsP 6.0 2.9 3.8 4.1 12.7
Other LDCs 53.1 33.3 35.3 26.1 31.3

Source: UNCTAD secretariat estimates based on UNCTAD FDI/TNC database.

Note:  No data are available for Kiribati.
a The oil-exporting LDCs are Angola, Equatorial Guinea, Sudan and Yemen
b The mineral-exporting LDCs are the Central African Republic, Democratic Republic of the Congo, Guinea, Liberia, Niger,
Sierra Leone and Zambia.

Democratic Republic of the Congo and Zambia, all the other countries were
among the top 10 recipient LDCs throughout the whole period 2002-2004.

Evidence shows that between 2002 and 2004 FDI inflows into LDCs
increased in all regions except the Pacific and Caribbean (see table 14). Annual
data on FDI flows show the variability of these flows in all regions. In 2002-2003
and 2003-2004 FDI inflows into LDCs increased in nominal terms by 63.6 per
cent and by 3.4 per cent respectively in the LDCs and by 4.5 per cent and 42.7
per cent respectively in the group of other developing countries. Within the
group of LDCs, FDI inflows into African LDCs (where most of the resource-rich
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CHART 5. NOMINAL CHANGE IN THE VALUE OF FDI INFLows INTO LDCs, 2002-2003 AnD 2003-2004
($ millions)

Democratic Republic of the Congo

Myanmar

Equatorial Guinea ]

Bangladesh
Zambia
Sudan
Mauritania
Ethiopia
Mali
Cambodia
Sao Tgme and Principe
Gambia
Madagascar
Uganda

Togo

Djibouti
Guinea
Liberia
Senegal
Benin
Lesotho
Somalia
Niger

Tuvalu

Eritrea

Cape Verde
Vanuatu
Rwanda
Malawi
Burkina Faso
Burundi
Sierra Leone
Comoros
Guinea-Bissau
Samoa
Bhutan
Maldives
Timor-Leste
Afghanistan
Haiti

Lao People's Democratic Republic
Solomon Islands
Nepal
Central|African Republic
Yemen
United Repyblic of Tanzania
Mdzambique

Chad

Angolal ]
-2 000 -1 500 -1 000 -500 0 500 1000 1500 2000

0 2002-2003 M 2003-2004

Source: UNCTAD secretariat estimates based on UNCTAD FDI/TNC database.
Note: No data are available for Kiribati.



Recent Economic Trends @

TaBLe 14. FDI INFLows INTO LDCs, By REGION, 2000-2004

$ millions % change
2000 2001 2002 2003 2004 2001—  2002— 2003— 2002—
2002 2003 2004 2004
LDCs 3758.1 6 828.2 6 327.2 10 350.6 10 702.1 -7.3 63.6 3.4 69.1
African LDCs 3035.8 6118.4 5765.2 9 624.3 9 496.2 -5.8 66.9 -1.3 64.7
Asian LDCs 689.9 697.2 524.0 704.5 1173.3 -24.8 34.4 66.5 123.9
Pacific and Caribbean
island LDCs 32.4 12.6 38.1 21.7 32.5 202.8 -42.9 49.6 -14.5
Source: UNCTAD secretariat estimates based on UNCTAD FDI/TNC database.
Note:  Inthis table, small island LDCs are not presented as a distinct group and are therefore included in their respective regions.

LDCs are concentrated) grew by 66.9 per cent in 2002-2003 but decreased by
1.3 per cent in 2003-2004. In comparison, FDI inflows into Asian LDCs
increased during both periods. It should be noted, however, that FDI inflows
into the Lao People’s Democratic Republic and Yemen declined during those
two consecutive years.

E. Trends in external debt

Following a downward trend between 1998 and 2001, and despite a large
reduction in their debt arrears, the LDCs’ total debt stock increased in 2003 for
the second consecutive year and reached in 2003 a record level of $158.9
billion, which represents a $12 billion increase over the 2002 level and a $20.8
billion increase over the 2001 level. Data on debt by creditor status show that,
between 1990 and 2003, the share of debt stock from multilateral creditors in
total debt stock increased significantly in the LDCs, whereas that of debt stock
from bilateral creditors decreased. In 2003, multilateral debt constituted over 46
per cent of LDCs’ total debt stock, compared with about 27 per cent in 1990
(chart 6). In fact, multilateral debt stock first exceeded bilateral debt stock in
1999, that is, since the inception of the enhanced HIPC Initiative!. Overall,
almost 80 per cent of the increase in the LDCs’ total debt stock between 2001 The LDCs’ total debt stock
and 2003 is attributed to an increase in their multilateral debt stock. A regional increased in 2003 reaching a
breakdown shows that the trend in the LDCs’ external debt stock has been record level of $158.9 billion,
driven by African LDCs, which accounted for 72.8 per cent of the LDCs’ total
debt stock in 2003, down from 76.7 per cent in 1998. Country data show that
debt stock increased between 2001 and 2003 in all of the countries of the group
of 46 LDCs for which data are available except the Democratic Republic of the
Congo, which was granted $10 billion of debt relief under the enhanced HIPC
Initiative and received almost half of this in 2003.

which represents a $20.8
billion increase over the
2001 level.

Table 15 contains data on recent trends in four debt burden indicators for
the LDCs and for the group of other developing countries, namely the debt stock
to GDP ratio, the debt stock to exports of goods and services, income and
workers” remittances ratio, the total debt service paid to exports of goods and
services, income and workers’ remittances ratio, and the present value of debt
to GNI ratio. The data clearly show that the debt burden in the group of LDCs is
about twice as great as the debt burden of other developing countries for three
of the four indicators. The exception is debt service paid as a ratio of exports of
goods and services, income and workers’ remittances. This is less than half for
the group of LDCs than for the other developing countries.

The low ratio of debt service paid to exports is, however, somewhat
deceptive. It certainly reflects the good export performance of the LDCs in part.
But also it arises because of the difficulty which a number of LDCs still have in
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CHART 6. TRENDS IN THE LDC TOTAL DEBT STOCK, BY STATUS OF OFFICIAL CREDITORS, 1990-2003
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Source: UNCTAD secretariat estimates based on World Bank, Global Development Finance 2005, CD-ROM.

Note: Estimates are based on the 46 LDCs for which data are available. No data are available for Afghanistan, Kiribati, Timor-Leste
or Tuvalu.

keeping up with contractual debt service payments. According to the Global
Development Finance database, principal arrears on long-term debt were
equivalent to 38 per cent of exports of goods and services, income and workers’
remittances in the group of LDCs in 2003, as compared with 2.7 per cent in the
group of other developing countries. Similarly, in the same year, the ratio of
interest arrears to exports of goods and services, income and workers’
remittances averaged 20.2 per cent in the LDCs versus 1.5 per cent in the group
of other developing countries.

A regional breakdown shows that the debt burden is much greater in African
LDCs than in Asian LDCs. Despite the recent increase in the LDCs’ total debt
. stock as outlined earlier, data show that relative to their GDP or to their exports
of LDCs is about double the of goods and services, income and workers’ remittances, the debt burden o? the

debt burden of other group of LDCs improved between 2001 and 2003, a fact that suggests sizeable

developing countries. improvements in the LDCs” GDP and foreign exchange revenues between those
years. As shown in table 15, this improvement in the LDC debt burden is mainly
attributable to African LDCs. In Asian LDCs the debt burden continued to
increase between 2001 and 2003.

The debt burden in the group

In assessing these debt indicators, particular attention should be paid to the
trends in workers’ remittances in the LDCs. Relative to GNI, those remittances
increased steadily in the LDCs and in the group of other developing countries
during the period 1999-2003, reaching 4.8 per cent in the former group and
1.9 per cent in the latter in 2003. The increase in this ratio has been particularly
impressive in the Asian LDCs, where workers’ remittances averaged 7 per cent
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TABLE 15. EXTERNAL DEBT BURDEN INDICATORS AND WORKERS" REMITTANCES IN LDCs, BY COUNTRY AND BY REGION,
AND IN THE GROUP OF OTHER DEVELOPING COUNTRIES, 1999-2003

(Percentage)
Total debt stock Total debt service Present value Workers
paid of debt remittances
% exports of goods % exports of goods
and services, and services,
% GDP income and workers’  income and workers’ % GNI % GNI
remittances remittances
2001 2002 2003 2001 2002 2003 20071 2002 2003 2001 2002 2003 2001 2002 2003

Angola 97.5 82.2 73.5| 136.6 108.1 108.1 22.7 16.3 149 142.0 120.5 101.7 0.0 0.0 0.0
Bangladesh 32.5 359 36.2| 169.4 173.1  168.5 7.5 7.4 6.0 20.1 22.3 25.1 43 5.7 5.8
Benin 70.0 68.1 52.6| 264.5 . 7.9 . 36.2 36.1 28.2 36 3.1 24
Bhutan 49.5 62.6 60.6| 178.2 272.7 4.2 4.6 57.4 723 739 0.0 0.0 0.0
Burkina Faso 54.7 50.9 44.1| 483.1 493.4 3973 133 149 11.2 26.2 16.2 19.5 1.8 1.6 1.2
Burundi 155.2 191.7 219.9/2313.5 3157.5 2950.6 49.7 61.1 65.8 95.1 115.1 150.4 0.0 0.0 0.0
Cambodia 72.8 72.5 74.3| 119.1 1149 114.5 1.0 09 09 66.5 67.7 70.2 3.7 3.7 3.4
Cape Verde 65.6 67.1 60.2| 141.9 144.7 125.7 5.5 7.6 5.7 42.3 47.6 50.9 149 14.0 11.7
Central African Republic = 85.0 101.8 110.8 54.6 77.9 154.9 0.0 0.0 0.0
Chad 66.3 64.0 57.5 41.5 36.8 449 0.0 0.0 0.0
Comoros 110.6 109.2 89.1 81.8 85.4 79.5 54 4.8 3.7
Dem. Rep. of the Congo 236.0 181.3 197.0 250.6 184.9 150.2 0.0 0.0 0.0
Djibouti 45.8 56.6 63.4 31.1 37.6 43.7 0.0 0.0 0.0
Equatorial Guinea 14.0 123 11.0 . . . . . . 43.9 . 0.0 0.0 0.0
Eritrea 61.6 82.5 84.5| 300.5 403.5 758.9 4.9 7.3 141 28.8 38.8 46.8 0.0 0.0 0.0
Ethiopia 88.0 107.5 107.5| 565.2 585.4 537.4 18.0 7.6 6.8 45.1 62.9 24.4 0.3 05 0.7
Gambia 116.5 154.9 159.1 .. . . . . . 66.0 77.5 90.4 7.6 9.5 10.8
Guinea 107.0 106.0 95.2| 381.1 414.6 3989 123 15.2 15.1 55.3 46.8 58.7 0.3 0.5 3.1
Guinea-Bissau 335.8 343.5 312.2| 862.7 879.0 794.7 30.1 13.8 16.2 213.4 235.5 245.8 55 9.2 79
Haiti 34.8 36.0 44.8| 117.3 113.7  102.1 2.4 2.5 4.1 20.8 22.7 28.6 17.3 19.5 27.9
Lao PDR 142.6 155.0 134.1| 516.4 614.3 591.3 9.0 10.3 10.3 81.0 84.7 90.6 0.1 0.1 0.0
Lesotho 77.9 89.2 62.0| 107.6 113.1 93.2 123 11.7 8.8 38.4 444 473 22.2 20.5 13.3
Liberia 404.9 413.7 580.6|/1416.1 1125.1 1751.4 0.5 0.4 0.1 489.4 561.3 646.2 0.0 0.0 0.0
Madagascar 91.8 102.7 90.6| 319.3 614.0 431.1 5.2 8.7 6.1 51.3 33.3 31.0 0.2 04 03
Malawi 152.8 154.9 182.9| 537.5 608.5 677.9 8.0 6.3 7.7 87.3 50.7 108.1 0.1 0.1 0.1
Maldives 37.6 42.4 39.3 49.7 54.2 47.5 4.6 44 3.6 30.6 34.1 34.7 03 03 04
Mali 110.9 84.8 72.3| 297.5 234.8 8.3 6.9 57.2 46.8 42.4 36 44 33
Mauritania 238.2 2289 215.8 .. . . . . .. 148.7 56.2 72.6 0.2 0.2 0.2
Mozambique 132.8 132.4 114.1| 425.5 433.4 388.2 8.5 6.9 6.9 26.5 26.8 38.1 1.3 1.6 1.7
Myanmar .. . .| 191.4 216.8 253.0 2.8 3.7 4.2 . . .
Nepal 48.6 53.4 55.6| 201.0 180.2 173.7 6.9 6.2 6.0 29.1 309 37.7 2.6 12.2 13.4
Niger 81.7 829 77.5 .. . . . . . 53.8 26.1 25.5 04 04 03
Rwanda 75.5 83.9 94.1| 718.8 970.8 1044.8 10.3 11.5 14.4 37.3 39.7 57.5 05 04 04
Samoa 86.0 97.4 136.3 .. . . . . . 59.9 70.2 122.1 19.2 18.7 17.0
Sao Tome and Principe 655.4 622.8 567.4|1876.7 1738.7 1586.6 24.6 25.0 31.0 232.5252.6 314.2 23 22 20
Senegal 79.5 81.8 68.0( 212.1 218.4 188.2 123 11.6 104 53.6 529 36.4 6.7 7.1 54
Sierra Leone 1729 184.9 203.2|1413.2 1168.5 789.0 104.6 17.5 12.4 125.5102.6 118.2 1.0 29 34
Solomon Islands 65.9 73.1 73.5 37.8 50.1 59.6 0.8 0.8 0.8
Somalia . . . . . . . . . . . .
Sudan 113.2 106.6 98.3| 626.2 532.0 459.6 2.3 0.8 0.9 136.7 129.7 120.4 6.1 69 7.5
Togo 105.9 107.5 97.1| 277.6 253.1  203.1 6.4 2.1 1.9 73.2 87.1 91.1 54 7.2 6.1
Uganda 65.7 68.1 72.3| 353.5 359.3 385.8 4.7 6.3 7.1 20.0 22.3 32.6 8.7 6.5 438
United Rep. of Tanzania 71.7 75.1 73.0| 447.9 446.7 421.4 10.2 6.7 5.1 15.0 18.8 22.2 0.1 0.1 0.1
Vanuatu 32.5 38.6 33.5 41.6 72.9 65.0 0.9 1.5 1.4 16.5 24.7 28.1 245 3.5 3.2
Yemen 53.3 52.3 49.6| 101.6 100.2 95.7 5.2 3.3 3.1 43.6 39.9 404 14.6 14.0 12.6
Zambia 155.9 161.7 148.2| 5129 525.1 459.6 11.3 254 27.8 127.1127.3 121.1 0.0 0.0 0.0
LDCs 77.5 77.9 749| 251.4 247.8 238.9 9.3 8.1 7.5 56.9 55.2 54.1 41 4.8 4.8

African LDCs 102.6 99.8 94.0| 336.5 322.5 304.1 12.8 10.7 99 79.1 73.8 69.0 3.1 3.2 3.2

Asian LDCs 419 449 447 161.1 165.3 165.3 5.6 52 4.7 28.0 29.6 32.5 53 7.0 7.0

LDC-SIDS 74.0 78.7 75.3| 107.1 119.3 104.6 4.5 54 4.5 459 52.8 60.8 94 7.0 6.2
Other developing countries 34.2  34.8 33.3| 116.4 108.2 96.9 19.4 18.0 17.0  34.5 33.5 35.8 1.4 1.7 19

Source:  UNCTAD secretariat estimates based on World Bank, Global Development Finance 2005, CD-ROM, and World Development Indicators
2005, CD-ROM.
Notes:  Averages are weighted by the denominator and are subject to data availability.

Data are systematically not available for Afghanistan, Kiribati, Timor-Leste and Tuvalu.
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of GNI in 2003, compared with 5 per cent in 1999. The corresponding ratio
increased to a lesser extent — from 2.6 per cent to 3.2 per cent — in African
LDCs between the same years. The heavy and increasing reliance of Asian LDCs
on workers’ remittances was, however, not sufficient to reverse the increase in
those countries’ ratio of debt stock to exports of goods and services, income and

workers” remittances between 2001 and 2003. The overall higher level of
reliance of LDCs on workers’ remittances implies that the outcome of the
multilateral trade negotiations on Mode 4 (movement of natural persons) of
GATS (General Agreement on Trade in Services) may be of particular interest to
those countries.

While the economic
performance of the LDCs as a
group continues to improve,
the trend towards increasing

divergence amongst them _
also continues. F. Conclusions

The economic performance of the LDCs as a group continues to improve.
The average GDP growth rate in 2004 was the highest for two decades. This was
underpinned by record levels of merchandise exports and record levels of
capital inflows, particularly in the form of grants and FDI. Most of the oil-
exporting LDCs did particularly well, benefiting from higher oil prices in 2004
especially. But the good economic performance was not confined to those
countries. Real GDP growth was 6 per cent or more in 15 LDCs in 2004,
including 11 LDCs which do not export oil.

o ‘ Within this overall growth performance the trend towards increasing
This divergence is partly divergence amongst the LDCs, which first emerged in the early 1990s, has
related to the differential continued. Real GDP per capita stagnated or declined in 2004 in 14 out of 46

access to external finance. LDCs for which data are available.

This divergence is partly related to the differential access to external finance.
Both FDI inflows and ODA grants, the two major elements driving the surge in
capital inflows, were highly concentrated. Ten LDCs absorbed 84 per cent of
FDI inflows in 2004. In nominal terms, aid actually doubled between 1999 and
2004. But 30 per cent of this increase was absorbed by Afghanistan and the
Democratic Republic of the Congo. For other countries, the nominal increase in
aid was much smaller. Indeed, it either stagnated or declined in real terms in
almost half of the LDCs during the same period, including 9 out of the 10 island
LDCGs.

Another issue of concern is the sustainability of the recent economic

The sustainability of the performance. Growth in the LDCs remains highly dependent on commodity

recent growth performance prices, trends in external finance and preferences for exports of manufactured

goods. The ratio of gross domestic savings to GDP, which is already much lower

the extent to which existing t2han in other devel(?ping countrifes, actuall?/ declined fr(?m .13.4 per cent in

.. 003 to 11 per cent in 2004. During that period, the LDCs’ reliance on external

and additional resources are finance savings to finance capital formation increased. Many LDCs are also

channelled into productive particularly vulnerable because they are net importers of both food and oil. The

investment, both private combination of price increases in these sectors can considerably worsen their
and public. persistent trade deficits.

will depend in particular on

The sustainability of the recent growth performance will depend in particular
on the extent to which existing and additional ODA and FDI are channelled into
productive investment, both private and public, and support increased domestic
savings, structural change and an upgrading and diversification of productive
capacities. Unfortunately, a large share of the increase in ODA is attributable to
debt relief and emergency assistance, which together accounted for 35 per cent
of total net ODA disbursed to LDCs in 2003 and 27 per cent disbursed in 2004.
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FDI inflows remain oriented towards exploiting extractive sectors. The external
debt stock of the LDCs continues to increase in spite of major debt relief
measures. In 2003, interest payments and profit remittances were equivalent to
about 60 per cent of the value of grants received (excluding technical
cooperation).

Finally, economic growth will not be sustainable unless it leads to
improvements in human well-being that are socially inclusive. Progress in
relation to a number of social indicators is considered in the next chapter.
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Notes

1. If Chad, a recent oil-exporting LDC is added, merchandise exports in the five LDCs
increased by 20.9 per cent in 2003 and 40.7 per cent in 2004, while those of the rest
of the LDCs increased by 13.7 per cent and 15.4 per cent respectively.

2. These are crude petroleum, refined petroleum products and residual petroleum
products.

3. Atthe time of writing, 2003 was the latest year for which data from the World Bank's
Global Development Finance database were available.

4. Excluding those four countries, LDC dependence on external finance as measured by
the ratio of long-term capital flows to GDP, increased from 8.5 per cent of GDP in 2000
to 9.3 per cent of GDP in 2003.

5. Calculations are based on a group of 62 countries for which data are available. When
Angola, the Democratic Republic of the Congo, Equatorial Guinea and Sudan are
excluded, the LDC dependence on external finance as measured by the ratio of long-
term capital flows to GDP can be said to have increased from 8.5 per cent of GDP in 2000
to 9.3 per cent of GDP in 2003.

6. Development Assistance Committee (DAC) of the Organization for Economic Co-
operation and Development (OECD).

7. Inreal terms during 1999-2004, ODA to LDCs increased by 12.5 per cent per annum.
When Afghanistan and the Democratic Republic of the Congo, which in 2000-2004
absorbed 16 per cent of total net ODA disbursed to the 50 LDCs, are excluded, the
average annual growth rate in net ODA disbursed to the 48 remaining LDCs is reduced
to 6.7 per cent per annum in real terms. In Afghanistan, net ODA increased by 79.2 per
cent per annum during the period 1999-2004 mainly as a result of an unprecedented
and sustained increase in emergency assistance and technical cooperation. In the
Democratic Republic of the Congo, the 93 per cent per annum increase in real net ODA
is attributed to a surge in debt forgiveness grants, particularly in 2003, when debt
forgiveness amounted to $4.46 billion, up from $160 million in 2002.

8. If Afghanistan and the Democratic Republic of the Congo are excluded, the rate of
increase was 5 per cent and 25.2 per cent per annum respectively.

9. Net ODA growth is regarded as having stagnated if in real terms it was lower or about
equivalent to the population growth of the recipient country.

10. Atthe time of writing, 2003 was the latest year for which debt data were available in the
World Bank’s Clobal Development Finance database.

11. The Heavily Indebted Poor Country (HIPC) Initiative is a comprehensive approach to
debt reduction of heavily indebted poor countries pursuing IMF- and World Bank-
supported adjustmentand reform programmes. The Initiative was first launched in 1996
and it was enhanced following a review in 1999.



Progress Towards UNLDC llI
Development Targets

A. Introduction

In May 2001, a new Programme of Action for the Least Developed Countries
for the Decade 2001-2010 (POA) was agreed at the Third United Nations
Conference on the Least Developed Countries (UNLDC Il1). The Programme of
Action is intended as “a framework for a strong global partnership to accelerate
sustained economic growth and sustainable development in LDCs, to end
marginalization by eradicating poverty, inequality and deprivation in these
countries, and to enable them to integrate beneficially into the global economy”
(United Nations, 2001: para. 4). Partnership is founded on mutual commitments
by LDCs and their development partners to undertake concrete actions in seven
areas:

(i) Fostering a people-centred policy framework;

(i) Good governance at national and international levels;

(iii)  Building human and institutional capacities;

(iv)  Building productive capacities to make globalization work for LDCs;
(v)  Enhancing the role of trade in development;

(vi)  Reducing vulnerability and protecting the environment;

(vii)  Mobilizing financial resources.

An important feature of the Programme of Action is that it includes
quantified, time-bound development targets. The inclusion of these targets is
important as it is now easier to monitor the success of the Programme.

This chapter describes the progress which has been made in relation to a
number of the quantified development targets of the Programme of Action.
Some of these targets overlap with the development targets associated with the
Millennium Development Goals (MDGs). However, there are also differences
between the MDGs and the UNLDC Il targets (see box 1). The targets
considered in the present chapter are the following:

(i) Growth and investment targets;

(i) Poverty reduction targets;

(iii)  Human development targets;

(iv)  Transport and communications infrastructure development targets;
(v)  ODA, debt relief and market access targets;

(vi)  Progress towards graduation from the LDC category (for which there
are defined and quantifiable thresholds).

The chapter updates and extends earlier assessments of where the LDCs and
their development partners stand in relation to the POA targets in UNCTAD
(2001), UNCTAD (2002: part |, chapter 2) and UNCTAD (2004: part |, chapter
2, annex 1).

Chapter

An important feature of the
Programme of Action is that it
includes quantified, time-
bound development targets.
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Box 1. How po THE UNLDC Il TARGETS DIFFER FROM THE MILLENNIUM DEVELOPMENT GOALS?

UNLDC Il was held after the UN Millennium Summit and thus the POA includes the major development goals that
were written into the Millennium Declaration (United Nations, 2000). However, the UNLDC Il targets differ from the
MDGs in two major ways.

First, the POA targets go beyond the MDGs by including macroeconomic variables, notably a target growth rate and in-
vestment rate, and more far-reaching targets on international trade and physical infrastructure, in particular with respect
to transport and communications.

Second, the UNLDC Il targets are frequently formulated more ambitiously than the MDGs. For instance, UNLDC llI
goals are to combat not only hunger, but also malnutrition, especially amongst pregnant women and pre-school chil-
dren (similar to MDG 1); to promote not only universal primary education, but also computer literacy, especially in jun-
ior and high schools and universities, and adult literacy, particularly for women (similar to MDGs 2 and 3); not only to
reduce the maternal mortality rate, but also to increase the share of women with access to prenatal and maternal health
care services (similar to MDG 5); and not only to halt the spread of HIV/AIDS, but also to actually reverse its spread,
particularly in the most affected countries (similar to MDG 6). The Programme of Action also highlights how to achieve
education and health-related development goals, namely through equitable access to basic and continuing education
for all, including adults, and through unrestricted access by all to the primary health care system, including unrestricted
access to the widest possible range of safe, effective, affordable and accepted family planning and contraceptive meth-
ods.

A problem with the POA targets that go beyond the MDG:s is that they are often not yet specified in a way that enables
them to be monitored. Monitoring is impeded by both a lack of agreed indicators and a lack of base years against which
progress can be measured. A major effort is required in order to make the quantitative targets of the Programme of Ac-
tion monitorable, and also to ensure that they are consistent with the MDGs.

There has been a major statistical effort to monitor the MDGs and create an institutional consensus on how they should
be monitored. There may therefore be a tendency to use progress towards achieving the MDGs as a basis for monitoring
progress towards achieving POA targets. However, neglect of the targets that are specific to the POA would be undesir-
able. Development in the LDCs requires not only improvements in social areas but also a substantial improvement in
productive capacities and economic growth, which depends on higher levels of investment, better infrastructure and
trade.

Source: Herrmann (2003).

B. Growth and investment targets

The Programme of Action includes growth and investment targets for the
group of LDCs, specifically that “LDCs, with the support of their development
partners, will strive to attain a GDP growth rate of at least 7 per cent per annum
and increase the ratio of investment to GDP to 25 per cent per annum” (United
Nations, 2001: para. 6). Since the start of the POA, growth rates and investment
ratios have been improving in many LDCs. As shown in chapter 1, the year 2004
Between 2007 and 2004, was an exceptionally positive year for the LDCs in terms of GDP growth.

only 6 out of the 46 LDCs for However, in aggregate, the LDC performance with respect to these targets is
falling behind.

which data are available were

able to meet or exceed the Between 2001 and 2004, only 6 out of the 46 LDCs for which data are
Programme of Action target of available were able to meet or exceed an average annual growth rate of 7 per

an average annual growth ~ cent per annum. These include three countries which are (or are becoming) oil
exporters — Angola, Chad and Equatorial Guinea — together with Maldives,
Mozambique and Sierra Leone. Over the same period, 11 LDCs were on track,
growing between 5 and 7 per cent per annum; 8 LDCs were, on average,
growing moderately (between 3.5 and 5 per cent per annum) but were under
the target rate; 16 LDCs were growing at less than half the target rate, which was
barely sufficient to ensure positive GDP per capita growth; and finally, GDP was
declining in the remaining 5 countries.

rate of 7 per cent per annum.
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With respect to the POA investment target, out of 39 LDCs for which data
are available, Bhutan, Chad, Eritrea, Haiti, Lesotho, Maldives, Mozambique,
Nepal, Sao Tome and Principe, and Timor-Leste achieved or exceeded an
investment/GDP ratio of 25 per cent per annum during the period 2001-2004.
Eight LDCs were on track for achieving the target, with average annual gross
capital formation rates of between 20 and 25 per cent of GDP; 10 had average
annual investment rates of between 17 and 20 per cent; and a last subgroup of
11 LDCs exhibited low levels of gross capital formation.

C. Poverty reduction targets

The Programme of Action states that the “The overarching goal of the
Programme of Action is to make substantial progress toward halving the
proportion of people living in extreme poverty and suffering from hunger by the number of people living
2015 and promote the sustainable development of the LDCs” (United Nations,  in poverty in the LDCs will
2001: para. 6). However, identifying the progress which LDCs have made in  jncrease from 334 million in
meeting the poverty reduction goal through household survey data is very 2000 to 471 million in 2010.
difficult (see box 2).

If the past trend continues,

In past LDC Reports UNCTAD has argued that, given the paucity of good
household-survey-based estimates of poverty over time in the LDCs, it would be
advisable to use national-accounts-based estimates of the incidence of poverty.
UNCTAD estimates in the Least Developed Countries Report 2002 suggest that
the incidence of poverty did not decline in the 1990s in the LDCs as a group and
has remained at 50 per cent of the total population (UNCTAD, 2002: part I,
chapter 1). If this past trend continues, the number of people living in poverty in
the LDCs will increase from 334 million in 2000 to 471 million in 2010
(UNCTAD, 2004: 222).

National-accounts estimates of poverty such as these have given rise to lively
debate, and some reject their validity, arguing that national-accounts household
consumption estimates are too flawed and too broadly specified to give an

Box 2. WHAT DO HOUSEHOLD SURVEY DATA SHOW ABOUT POVERTY TRENDS IN LDCs?

Box table 1 sets out household-survey-based estimates of the proportion of the population living on less than $1 a day in
the LDCs using the international poverty line (1993 PPP $), and also the proportion of the population living in poverty
according to nationally defined poverty lines reported internationally. The data are drawn from the MDG statistical indi-
cators website and the World Bank online poverty database (PovcalNet).

These sources provide the most comprehensive coverage of household-survey-based estimates of poverty. However, it
is clear that the data are not sufficient to provide a clear picture of the situation across all LDCs. There are only 30 LDCs
for which there are poverty estimates. Moreover, it is possible to estimate a rate of change in the incidence of poverty
using the international poverty line in only 14 LDCs, and using the national poverty line in only 10 LDCs.

The data suggest that poverty trends within the LDCs are very mixed. The incidence of poverty is declining during those
periods for which there are data in 6 out of 14 LDCs using the international poverty line and in 7 out of 10 LDCs using
the national poverty line.

Drawing any conclusions from these data is even more difficult because there is an inconsistency between the trends
that appear when the international poverty line is used and those that appear when the national poverty line is used. In
the case of seven LDCs where data are available for both poverty lines, the trend in the incidence of poverty is in a dif-
ferent direction (positive or negative) for the international poverty line compared with the national poverty line. In most
cases this reflects the fact that the poverty rates are estimated for different periods during the 1990s. However, the in-
consistency means that it is impossible to construct a coherent view of poverty trends in the LDCs in the 1990s using
these data.
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Box 2 (contd.)

Box TABLE 1. POVERTY ESTIMATES FOR LDCS ACCORDING TO INTERNATIONAL AND NATIONAL POVERTY LINES
International poverty line: National poverty line:
% of population below $12 % of population below
per day consumption national poverty line
Latest Rate of Latest Rate of
Year poverty  Period change Year  poverty Period change
estimate per annum estimate per annum
Bangladesh 2000 36 1996-2000 2.3 2000 50 1996-2000 -0.3
Benin 1995 33
Burkina Faso 1998 45  1994-1998 -4.5 1998 45 1994-1998 0.2
Burundi 1998 55 1992-1998 1.7
Cambodia 1997 34 1997 36 1994-1997 -1.0
Central African Republic 1993 67
Chad 1996 64
Djibouti 1996 45
Ethiopia 1995 31 1995-2000 -1.6 1996 46
Eritrea 1994 53
Gambia 2000 26 1998-2000 -1.7
Guinea 1994 40
Cuinea-Bissau 1991 49
Haiti 2001 67
Lao People’s Dem. Rep. 1997 26 1992-1997 3.6 1998 39 1993-1998  -1.3
Lesotho 1995 36 1993-1995 -3.5
Madagascar 2001 61 1999-2001 6.0 1999 71 1997-1999  -1.0
Malawi 1997 42 1998 65 1991-1998 1.6
Mali 1994 72 1998 64
Mauritania 2000 26 1995-2000 -0.6 2000 46 1996-2000 -0.9
Mozambique 1996 38 1997 69
Nepal 1995 39 1996 42
Niger 1995 61 1992-1995 6.3 1993 63
Rwanda 2000 52 1993 51
Sierra Leone 2004 70
Senegal 1994 22 1991-1994 -7.7 1992 33
Uganda 1999 85 1996-1999 -0.3 1997 44 1993-1997 -2.8
United Rep. of Tanzania 1991 49 2001 36 1991-2001 -0.3
Yemen 1998 16 1992-1998 2.0 1998 42
Zambia 1998 64 1998-1996 4.5 1998 73 1996-1998 1.9
Source: UNCTAD secretariat estimates based on World Bank, World Development Indicators 2005, CD-ROM, PovcalNet
and United Nations Statistics Division.
a Measured in 1993 purchasing power parity.

accurate picture of household poverty." However, as stated in the LDC Report
2002, national-accounts-based poverty estimates “offer as plausible poverty
estimates as purely household-survey-based estimates” (UNCTAD, 2002: 47).
On pragmatic grounds, the only way in which it will be possible to monitor
poverty trends in the LDCs as a group will be to use national accounts data, used
as sensitively as possible and with an awareness of its flaws.

With this in view, chart 7 shows the real average annual growth rates for
private consumption per capita in 27 LDCs for which data are available during
the period 2001-2003. Private consumption per capita is falling in eight of the
LDCs and is growing at less than 0.5 per cent per annum in a further three
countries. Without data on income distribution changes it is impossible to say
definitely that falling private consumption per capita implies increasing poverty.
But in the LDCs there is a very close long-term relationship between increases in
average private consumption per capita and the incidence of poverty
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CHART 7. PRIVATE CONSUMPTION PER CAPITA AND GDP Per caPiTA IN LDCs, 2001-2003
(Annual average growth rates)
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Source: UNCTAD secretariat estimates based on World Bank, World Development Indicators 2005, CD-ROM.

(UNCTAD, 2002: part 2, chapter 3). There is thus a strong probability that the
incidence of poverty is increasing in these countries.

Chart 7 also includes evidence of real CDP per capita growth rates. In
general, private consumption per capita is increasing in LDCs with increasing
GDP per capita, and decreasing in LDCs with decreasing GDP per capita.
However, this is not always the case. There are a number of countries —




@ The Least Developed Countries Report 2006

Comoros, Malawi, Mali, the United Republic of Tanzania and Zambia — in
which positive GDP per capita growth is associated with declining private
consumption per capita. In some of these countries, this happens because real
gross capital formation per capita has been increasing faster than GDP per
capita. This is increasing the capacity to produce goods and reduce poverty in
the future. But investment is occurring at the expense of current consumption.
This indicates that there can be a short-term trade-off between achieving the
UNLDC 1l investment target and poverty reduction target.? This can be
attenuated through access to foreign savings, which, as shown in chapter 1, have
increased significantly in recent years.

Even though no LDC has yet
managed to reduce by half
the proportion of the

population that is The Programme of Action includes a large number of human development
undernourished, targets, which for the most part overlap with the MDGs. This section focuses on
progress towards achieving the following seven targets:

D. Human development targets

approximately one third
have made great strides (i) Halving, between 1990 and 2015, the proportion of people suffering

. . from hunger;
towards reductions since om hunger;

the beginning of the 1990s. (ii) Ensuringthat, by 2015, children everywhere, boys and girls alike, are
able to complete a full course of primary schooling;

(iii) Eliminating gender disparity in primary and secondary education,
preferably by 2005, and at all levels of education no later than 2015;

(iv) Reducing, by two thirds, between 1990 and 2015, the under-5
mortality rate;

(v) Halving, by 2015, the proportion of people without access to safe
drinking water;

(vi) Halting and beginning to reverse the spread of HIV/AIDS;

(vii) Achieving a 50 per cent improvement in levels of adult literacy by
2015.°

Although available data for LDCs are patchy, there is sufficient information
on the first five indicators to show trends from 1990 to 2003 for a large number
of LDCs. The countries are classified into four groups: (i) those that have
achieved the target by 2003; (i) those that are on track to achieve the target by
2015 if the rate of progress between 1990 and 2003 continues; (i) those that
are making progress, but on past rates, are likely to miss the 2015 targets; and
But in 11 of them, the (iv) those in which there is a reversal or stagnation. For the sixth indicator, data
are available only for 2001 and 2003, and thus it is possible to see whether the
HIV prevalence rate is increasing or decreasing only between those years. For
the seventh indicator, data on adult literacy rates are available for the period
from 1990 to 2002, enabling a projection to be made until 2015.

proportion of undernourished
people is increasing.

Table 16 summarizes the trends for the first five indicators. It shows that even
though no LDC has yet managed to reduce by half the proportion of the
population that is undernourished, of the 34 LDCs covered, approximately one
third have made great strides towards reductions since the beginning of the
1990s. The cases of Angola, Chad, Haiti, Malawi and Mozambique are notable.
The proportion of undernourished people in those countries fell by between 24
and 17 per cent from 1990 to 2002, having been over 50 per cent in 1990.

Nevertheless, it is a matter of concern that there is very slow progress,
stagnation or reversals in 21 of those LDCs. In 11 of them, the proportion of
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undernourished people is increasing. The Democratic Republic of the Congo
and Burundi exemplify this situation: the proportion of undernourished people
in those countries increased by 40 and 20 per cent respectively between 1990
and 2002. It is unlikely that, at current levels of progress, this set of countries
will achieve the hunger target by the 2015 deadline.

With respect to the primary education target, with full data available only for
26 LDCs, Cape Verde is the only LDC to have achieved the target. Nine more
LDCs were on track to meet the 2015 deadline. Guinea managed to increase
net primary enrolment rates by 40 per cent between 1990 and 2003. However,
the majority of LDCs have low levels of progress towards meeting the primary
education target. Furthermore, any assessment of progress needs to take into
account great disparities in initial enrolment rates. Island and, generally, Asian
LDCs had initial primary enrolment ratios of above 70 per cent and in some
cases above 90 per cent. Although the experience of African LDCs varies, with
some countries having initial enrolment rates of as low as 8 per cent and others
as high as 79 per cent, the average initial proportion of enrolment in 1990 in
African LDCs is much lower than for the other two LDC groupings.

Improvement towards eliminating gender disparities in primary education has
been relatively good, with 10 LDCs (out of 36 for which data are available)
having achieved the target, and 9 others considered to be on track to achieve it
by 2015. For example, the ratio between girls" and boys’ primary enrolment
increased from 35 per centin 1990 to 69 per centin 2003 in Yemen, and during
the same period from 68 per cent to 98 per cent in Gambia, from 47 per cent to
77 per cent in Guinea and from 60 per cent to 89 per cent in Nepal. However,
approximately half of LDCs for which data are available are experiencing low
levels of progress.

Progress towards reducing levels of child mortality in LDCs is very slow in
over 80 per cent of the cases for which data are available, and several LDCs are
experiencing setbacks. Only 11 LDCs are on track to meet the target. Impressive
reductions have been made by Bhutan, Guinea, Mozambique and the Lao
People’s Democratic Republic.

The Central African Republic, Myanmar and the United Republic of
Tanzania have met the target of decreasing by half the proportion of the
population without sustainable access to water. Between 1990 and 2002, access
in those countries increased from 38 per cent to 73 per cent, from 48 per cent
to 80 per cent and from 48 per cent to 75 per cent respectively. Of the
remaining LDCs for which data were available, 10 were on track to meet the
2015 deadline, 16 were progressing very slowly and 5 were experiencing
stagnation or reversals.

Many of the LDCs have been particularly badly affected by the HIV/AIDS
epidemic. According to data from UNAIDS (2004), by the end of 2003:

28 per cent of the estimated global population of adults and children in
the world and 27 per cent of all the world’s adult infected population
lived in the LDCs.

32 per cent of the world’s women with HIV were living in the LDCs.

45 per cent of the world’s children (aged 0-14) with HIV were living in
the LDCs.

An estimated 34 per cent of AIDS deaths (children and adults) occurred
in the LDCs.

43 per cent of children orphaned by HIV/AIDS lived in the LDCs.

The majority of LDCs have
low levels of progress towards
meeting the primary
education target.

With respect to the primary
education target, 10 out of 26
LDCs have achieved or are on

track to meet the 2015
deadline.

Improvement towards
eliminating gender disparities
in primary education has
been relatively good.

Progress towards reducing
levels of child mortality in
LDCs is very slow and only
11 LDCs are on track to
meet the target.
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TABLE 16. PROGRESS TOWARDS ACHIEVEMENT OF SELECTED HUMAN DEVELOPMENT TARGETS IN THE LDCs, 1990-20034

Target Data Achieved Achievable Low progress Reversal/
availability by 2003 by 2015 stagnation
Hunger 34 LDCs 13 9 12
Angola Bangladesh Afghanistan
Benin Burkina Faso Burundi
Cambodia Central African Rep. Dem. Rep.of Congo
Chad Nepal Gambia
Guinea Niger Liberia
Haiti Rwanda Madagascar
Lao People’s Dem. Rep. Somalia Mali
Lesotho Sudan Senegal
Malawi Uganda Sierra Leone
Mauritania United Rep. of Tanzania
Mozambique Yemen
Myanmar Zambia
Togo
Primary 26 LDCs 1 9 14 2
education Cape Verde Cambodia Bangladesh Zambia
Gambia Burkina Faso Myanmar®
Guinea Burundi
Lao People’s Dem. Rep. Chad
Lesotho Eritrea
Mauritania Ethiopia
Rwanda Madagascar
Togo Maldives
Vanuatu Mali
Mozambique
Niger
Senegal
United Rep. of Tanzania
Yemen
Gender 36 LDCs 10 9 14 3
equality Bangladesh Cambodia Benin Afghanistan
in Lesotho Gambia Burkina Faso Burundi
education Madagascar Guinea Cape Verde Eritrea
Maldives Malawi Central African Rep.
Myanmar Mauritania Chad
Rwanda Senegal Comoros
Samoa Togo Djibouti
United Rep. of Tanzania Yemen Ethiopia
Vanuatu Nepal Lao People’s Dem. Rep.
Uganda Mali
Mozambique
Niger
Sudan
Zambia
Child 50 LDCs 11 24 15
mortality Bangladesh Benin Afghanistan
Bhutan Djibouti Angola
Cape Verde East Timor Burkina Faso
Comoros Equatorial Guinea Burundi
Eritrea Ethiopia Cambodia
Lao People’s Dem. Rep. Gambia Central African Republic
Maldives Guinea Chad
Nepal Guinea-Bissau Dem. Rep. of Congo
Samoa Haiti Liberia
Solomon Islands Kiribati Mauritania
Vanuatu Lesotho Rwanda
Madagascar Sao Tome and Principe
Malawi Somalia
Mali United Rep. of Tanzania
Mozambique Zambia
Myanmar
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Table 16 (contd.)

Target Data Achieved Achievable
availability by 2003 by 2015

Low progress

Reversal/
stagnation

Child Niger
mortality Senegal

Sudan
Togo
Tuvalu
Uganda
Yemen

(contd..) Sierra Leone

Access 34LDCs 3 10 16
to water Central African Republic Angola Bangladesh
Myanmar Burundi Benin
United Rep. of Tanzania Comoros
Eritrea Chad

Kiribati Djibouti
Malawi Guinea
Mauritania Liberia
Nepal Madagascar
Rwanda Mali
Niger
Senegal
Sudan
Togo
Uganda
Zambia

Burkina Faso

5
Ethiopia
Maldives
Samoa
Vanuatu

Haiti Dem. Rep. of the Congo Yemen

Source: UNCTAD secretariat estimates based on UNDP Human Development Report Office: direct communication.

a The quantitative variables used to monitor the targets on hunger, primary education, gender equality in education, child
mortality and access to safe water are: undernourished people as a percentage of total population, the net primary school
enrolment ratio, the ratio between girls” and boys’ primary enrolment (gender parity index), the under-5 child mortality
rate (per 1,000 live births) and the percentage of people with access to improved water sources, respectively.
To estimate progress towards achievement, data for the following years were used: for the hunger target: 1990/1992 and
2000/2002, for the primary education target: 1990/1991 and 2002/2003, for gender equality in education: 1991 and 2003,
for child mortality: 1990 and 2003, and for access to water: 1990 and 2002. Projections are based on the assumption that
annual average rates of change between 1990 (or the nearest year) and 2003 (or the nearest year) will continue until 2015.

b Achieved in 2000, but has since experienced a reversal.

Table 17 summarizes recent progress in terms of HIV prevalence in the 32
LDCs for which data are available.* HIV prevalence rates for those aged 15-49
were increasing in 13 LDCs, stagnant in 9 LDCs and decreasing in 10 LDCs
between 2001 and 2003. UNCTAD (2004: part 1, chapter 2) discusses the
major economic and social impacts of the epidemic in the LDCs. Unless further
progress is made on this front, it is unlikely that the target will be met by 2015.

Table 18 summarizes progress towards the POA adult literacy target, which
has been estimated by assuming that the target is to increase adult literacy by 50
per cent above the 2001 level by the year 2015. From the table it is apparent
that if the trend that prevailed from 1990 to 2001 continues until 2015, only
one LDC — Mali — will be lagging far behind in terms of achieving this target.
Only three LDCs are on track, but the majority of those for which there are data
should increase their adult literacy rates by over 33 per cent.

the year 2015.

The majority of LDCs should
increase their adult literacy
rates by over 33 per cent
above the 2001 level by
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TaBLE 17. HIV PREVALENCE RATE AND DIRECTION OF CHANGE IN LDCs, 2001 anD 2003
(Prevalence rate: percentage of 15-49 age group)

2001 2003 Direction of change

Burundi 6.2 6.0 decreasing
Cambodia 2.7 2.6 decreasing
Chad 4.9 4.8 decreasing
Eritrea 2.8 2.7 decreasing
Lesotho 29.6 28.9 decreasing
Malawi 14.3 14.2 decreasing
Togo 4.3 4.1 decreasing
Uganda 5.1 4.1 decreasing
United Republic of Tanzania 9.0 8.8 decreasing
Zambia 16.7 16.5 decreasing
Benin 1.9 1.9 stagnant

Burkina Faso 4.2 4.2 stagnant

Central African Republic 13.5 13.5 stagnant

Democratic Republic of the Congo 4.2 4.2 stagnant

Gambia 1.2 1.2 stagnant

Lao People’s Democratic Republic 0.1 0.1 stagnant

Mali 1.9 1.9 stagnant

Senegal 0.8 0.8 stagnant

Rwanda 5.1 5.1 stagnant

Angola 3.7 3.9 increasing
Djibouti 2.8 2.9 increasing
Guinea 2.8 3.2 increasing
Haiti 5.5 5.6 increasing
Liberia 5.1 5.9 increasing
Madagascar 1.3 1.7 increasing
Mauritania 0.5 0.6 increasing
Mozambique 12.1 12.2 increasing
Myanmar 1.0 1.2 increasing
Nepal 0.4 0.5 increasing
Niger 1.1 1.2 increasing
Ethiopia 4.1 4.4 increasing
Sudan 1.9 2.3 increasing

Source: UNAIDS estimates; UN Statistics Division.

E. Transport and communications
infrastructure development targets

The Programme of Action contains the following six infrastructure-related
targets:

“(a) Increasing road networks or connections in LDCs to the current level
of other developing countries and urban road capacities, including

The Programme of Action sewerage and other related facilities, by 2010;
contains six infrastructure- (b) Modernizing and expanding ports and airports and their ancillary
related targets. facilities to enhance their capacities by 2010;

(c) Modernizing and expanding railway connections and facilities,
increasing their capacities to the level of those in other developing
countries by the end of the decade;

(d) Increasing LDCs’ communication networks, including
telecommunication and postal services, and improving access of the
poor tosuchservices in urban and rural areas to reach the current levels
in other developing countries;
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TABLE 18. PROGRESS OF LDCs TOWARDS ACHIEVEMENT OF ADULT LITERACY TARGET, 1990, 2001 anD 2015
(Adult literacy rate: percentage of population aged 15 and above)

1990 2001 2015 2015
target expected?
Bangladesh 34 41 61 49
Benin 26 39 58 54
Burundi 37 49 74 65
Cambodia 62 69 100 77
Cape Verde 64 75 100 89
Central African Republic 33 49 73 68
Chad 28 44 66 65
Comoros 54 56 84 59
Ethiopia 29 40 60 55
Haiti 40 51 76 65
Lao People’s Dem. Rep. 57 66 98 77
Lesotho 78 81 100 86
Liberia 39 55 82 75
Malawi 52 61 91 73
Maldives 95 97 100 100
Mali 19 19 29 19
Mauritania 35 41 61 48
Mozambique 33 45 68 60
Myanmar 81 85 100 90
Nepal 30 43 64 59
Niger 11 17 25 23
Rwanda 53 68 100 87
Samoa 98 99 100 100
Senegal 28 38 57 51
Sudan 46 59 88 75
Togo 44 58 88 76
Uganda 56 68 100 83
United Rep. of Tanzania 63 76 100 93
Yemen 33 48 71 67
Zambia 68 79 100 93

Source: UNCTAD secretariat estimates and projections based on World Development Indicators 2005, CD-ROM.

a The expected adult literacy rate in 2015 is calculated assuming that rates of progress between 1990 and 2001 will have
continued between 2001 and 2015.

(e) Increasing computer literacy among students in higher institutions and
universities by 50 per centand in junior and high schools by 25 per cent
by 2015;

(f)  Increasingaverage telephone density to 5 main lines per 100 inhabitants
and Internet connections to 10 users per 100 inhabitants by the year
2010” (United Nations, 2001: para. 43).

To assess the LDCs’ progress in achieving goals (a) and (f), it has been
assumed that these goals specifically aim at bringing, by 2010, the LDCs to the
level that other developing countries (ODCs) had in 2001.

The unavailability of data seriously limits the extent of the analysis. Except
for goals (a) and (f), there are too few observations to permit comparison. With
regard to goal (a) lack of recent data meant that evaluation was based on growth
rates in the 1990s to the most recent year, which were then projected to the
year 2010. The estimated values, which assume that the growth rates before the
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Programme of Action will be maintained, are then compared with the
corresponding 2001 value in other developing countries. For goal (f), more
recent data is available, and evaluation of progress is based on estimating the
average annual growth rate experienced by the LDCs over the period 2001-
2003 and making projections for the year 2010.

Table 19 shows the progress of each LDC towards the achievement of goals
(@) and (f). The following conclusions can be drawn:

* Island LDCs have better transport and communications infrastructures

16 LDCs are on track for than the remaining LDCs and seem more likely to achieve the POA goals.
achieving by 2010 the same * Regarding the transport infrastructure goal, 16 LDCs are on track for
length of roads per capita as achieving by 2010 the same length of roads per capita as ODCs had in
ODCs had in 2001 against 2001, against 17 LDCs that are far behind. When a measure of

infrastructure quality, for example paved roads, is taken into account, a
different picture emerges: 24 LDCs are far behind, 5 have achieved the
goal and only 1 is on track. This shows that it is not sufficient to increase
the length of the road network when roads are of poor quality and barely
usable.

17 LDCs that are far behind.

* The digital divide is not likely to be closed before 2010. The majority of
the LDCs are far behind as regards the goals of having 5 main telephone
lines and 10 Internet users per 100 inhabitants by 2010. It is interesting
to note that in the case of the number of Internet users, 21 LDCs are on
track for achieving the goal, on the assumption that the growth rate of
the period 2001-2004 is maintained until 2010.

F. ODA, debt relief and market access
targets for development partners

1. QUANTITY OF AID

Under commitment 7 of the Programme of Action, “Mobilizing financial
o o ) resources”, it is stated, inter alia, that “Donor countries will implement the
The digital divide is not likely following actions that they committed to at the second United Nations
to be closed before 2070. The Conference on the Least Developed Countries as soon as possible:

majority of the LDCs are far (@) Donor countries providing more than 0.20 per cent of their GNP as
behind as regards the goals of ODA to LDCs: continue to do so and increase their efforts;
hav:ng 5 main telephone lines (b) Other donor countries which have met the 0.15 target: undertake to

and 10 Internet users per 100 reach 0.20 per cent expeditiously;
inhabitants by 2010.

(c) All other donor countries which have committed themselves to the
0.15 per cent target: reaffirm their commitment and undertake either
to achieve the target within the next five years or to make their best
efforts to accelerate their endeavours to reach the target;

(d) During the period of the Programme of Action, the other donor
countries: exercise individual best efforts to increase their ODA to
LDCs with the effect that collectively their assistance to LDCs will
significantly increase” (United Nations, 2001: para. 83).
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TABLE 19. PrROGRESs OF LDCs TowArRDS POA TRANSPORT AND COMMUNICATIONS INFRASTRUCTURE TARGETS, 2010
(Before and after the Brussels conference)

Transport target

Communications infrastructure target

Roads Paved roads Telephone mainlines Internet users
km/000 people km/000 people per 100 people per 100 people

Afghanistan Far behind Far behind Far behind On track
Angola Lagging Slipping back Far behind On track
Bangladesh Far behind Far behind Far behind Far behind
Benin Far behind Far behind Far behind On track
Bhutan On track Achieved Slipping back Far behind
Burkina Faso Far behind Slipping back Far behind Far behind
Burundi . . Far behind Far behind
Cambodia Slipping back Far behind Far behind Far behind
Cape Verde Far behind Achieved Achieved On track
Central African Republic On track Far behind Far behind Far behind
Chad On track Far behind Far behind On track
Comoros Lagging On track
Dem. Rep. of the Congo . . Slipping back Far behind
Djibouti On track Far behind Far behind On track
Equatorial Guinea On track . Far behind On track
Eritrea Far behind Far behind Far behind Far behind
Ethiopia Far behind Slipping back Far behind Far behind
Gambia Far behind Far behind Lagging On track
Guinea On track Far behind Far behind On track
Guinea-Bissau Lagging Far behind Far behind On track
Haiti Far behind Far behind Lagging On track
Kiribati . . On track Far behind
Lao PDR On track Achieved Far behind Far behind
Lesotho On track Far behind On track On track
Liberia On track Far behind Slipping back Far behind
Madagascar On track Slipping back Slipping back Far behind
Malawi On track Lagging Far behind Far behind
Maldives . . Achieved On track
Mali Far behind Far behind Far behind Far behind
Mauritania Lagging Far behind Lagging Far behind
Mozambique Far behind Far behind Slipping back On track
Myanmar Far behind Far behind Far behind Far behind
Nepal Far behind Slipping back Far behind Far behind
Niger Slipping back Slipping back Far behind Far behind
Rwanda Far behind Slipping back Slipping back Far behind
Samoa Achieved On track On track
Sao Tome and Principe . Achieved On track Achieved
Senegal Far behind Far behind Slipping back On track
Sierra Leone Slipping back Slipping back Far behind Far behind
Solomon Islands On track Far behind Slipping back Far behind
Somalia Lagging Far behind On track Far behind
Sudan Far behind Far behind On track On track
Timor-Leste . . . .

Togo Far behind Far behind Far behind Far behind
Uganda . . Far behind Far behind
United Rep. of Tanzania On track Slipping back Slipping back On track
Vanuatu On track On track Slipping back Far behind
Yemen On track Far behind On track On track
Zambia On track Lagging Slipping back On track

Source:  UNCTAD secretariat estimates and projections based on World Bank, World Development Indicators 2005, CD-ROM, and World
Telecommunications Indicators 2005, CD-ROM.

Note:  The gap with respect to the other developing countries for the first goal (i.e. goal A) was calculated by applying the average annual
growth rate of the period 1990-1999 to the latest available year and by making projections until the year 2010. The following
nomenclature is used:
“Achieved” (the country is already at the same level as the ODC average); “On track” (the country has already attained 95 per cent
of the ODC average); ‘“Lagging” (the country has achieved between 75 and 94 per cent of the ODC average); “Far behind” (the
country has achieved between 0 and 74 per cent of the ODC average); “Slipping back” (the country’s level worsened during the

1990s).

The progress towards the achievement of the latest goal (i.e. goal E) was estimated by applying the average annual growth rates

of the period 2001-2004 to the latest available figure and by making projections until the year 2010.
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As table 20 shows, seven DAC member countries, namely Belgium,
Denmark, Ireland, Luxembourg, Netherlands, Norway and Sweden met the
POA target of making net ODA disbursements equivalent to 0.20 per cent of
their respective GNI in 2003. In 2004, Portugal, Norway, Luxembourg,
Denmark, the Netherlands, Sweden and Ireland achieved the target. In 2004,
Belgium and France met the 0.15 per cent target (0.18 per cent and 0.15 per
Seven DAC member countries cent of GNI respectively). The combined EU member States’ contributions,

) which accounted for 63.6 per cent of total ODA disbursements to LDCs in

met the POA target of making 2004, decreased slightly from 0.13 to 0.12 as a percentage of GNI between

net ODA disbursements 2003 and 2004, but represent an increase over the 2000-2001 period (0.09 per
equivalent to 0.20 per cent of centin 2001 and 0.10 per cent in 2002).

their respective GNI in 2003.

Among the DAC member countries, the United States continues to be the
leading donor to the LDCs in absolute terms, accounting for 19.2 per cent of
total DAC net aid disbursements to LDCs in 2004. Nevertheless, the United
States” ODA to LDCs as a share of GNI increased only marginally — to 0.04 per
cent in 2003 and 2004, up from 0.03 per cent in 2002. France became the
second largest DAC donor to LDCs in absolute terms in 2004.

TaBLE 20. NET AID DISBURSEMENTS FROM OECD/DAC MEMBER COUNTRIES TO LDCs,? AND
ODA uNTYING RATIO OF ODA 10 LDCs, 2003 anD 2004

(Ranked in descending order of % of donors” GNI)

% of % of % of % of % of % of ODA
$ millions total donor’'s  donor’s $ millions  total donor’s  donor’s untying
DAC total GNI DAC total GNI ratio®
2003 2004 2004
Portugal 205 0.9 64 0.14 878 3.7 85 0.53 0.99
Norway 801 3.6 39 0.36 837 3.6 38 0.33 1.00
Luxembourg 65 0.3 34 0.27 87 0.4 37 0.31 1.00
Denmark 673 3.0 38 0.32 735 3.1 36 0.31 0.80
Netherlands 981 4.4 25 0.20 1453 6.2 35 0.25 0.96
Sweden 822 3.7 34 0.27 762 3.2 28 0.22 0.98
Ireland 266 1.2 53 0.21 322 1.4 53 0.21 1.00
Belgium 1088 4.9 59 0.35 645 2.7 44 0.18 0.99
France 2 965 13.3 41 0.16 3169 13.5 37 0.15 0.85
United Kingdom 2273 10.2 36 0.12 2988 12.7 38 0.14 1.00
Switzerland 405 1.8 31 0.12 399 1.7 26 0.11 0.95
Germany 2 508 11.3 37 0.10 2312 9.8 31 0.08 0.66
Finland 183 0.8 33 0.11 153 0.6 23 0.08 1.00
Canada 634 2.9 31 0.07 702 3.0 27 0.07 0.76
New Zealand 45 0.2 27 0.06 65 0.3 31 0.07 0.36
Australia 259 1.2 21 0.05 350 1.5 24 0.06 0.91
Austria 169 0.8 33 0.07 168 0.7 25 0.06 0.68
Italy 1104 5.0 45 0.08 788 3.4 32 0.05 0.80
Spain 342 1.5 17 0.04 424 1.8 17 0.04 0.95
United States 4474 20.1 27 0.04 4 504 19.2 23 0.04 0.03
Japan 1922 8.6 22 0.04 1684 7.2 19 0.04 0.81
Greece 55 0.2 15 0.03 65 0.3 14 0.03 0.41
Total DAC 22 237 100.0 32 0.08 23 490 100.0 30 0.08 0.68
of which:
EU Members 13 697 61.6 37 0.13 14 949 63.6 35 0.12

Source: UNCTAD secretariat estimates based on OECD/DAC online data and, for untying ratio, OECD (2006).

a Including imputed multilateral flows, i.e. making allowance for contributions through multilateral organizations, calculated
using the geographical distribution of multilateral disbursements for the year of reference.

b The bilateral LDC ODA untying ratio is the following: untied bilateral LDC ODA divided by total bilateral LDC ODA
(commitments basis).



Progress Towards UNLDC IIl Development Targets @

In terms of volume, net ODA disbursements from DAC member countries to
LDCs almost doubled in 2004 in comparison with the 2001 levels (rising from
$12,019 million in 2001 to $23,490 million in 2004). The aid effort of all DAC
member countries, as measured by the ODA to GNI ratio, stood at 0.08 in both
2003 and 2004, having increased from 0.06 in 2002. Nevertheless, in global
terms, the ODA to GNI ratio still remains below the ODA targets for the LDCs in
the Programme of Action.

2. THE UNTYING OF AID

With regard to improving the effectiveness of aid to the LDCs, the Brussels The_ bllate'ral LDC ODA
Programme of Action includes a commitment on the part of donor countries to ~ UNtyIng ratio continues to
implement the 2001 OECD/DAC Recommendation on Untying Official rise... and most Members
Development Assistance to the Least Developed Countries (DCD/DAC have untied their aid beyond
(2001)12/FINAL). This entered into force on 1 January 2002. the requirements of the

, , . , , . Recommendation.
As shown in table 20, the bilateral LDC ODA untying ratio continues to rise.

The average bilateral ODA untying ratio to the LDCs for the composite of DAC

Members in 2004 surpassed the Members’ agreed reference point, 0.60. It is
further reported in the 2006 OECD/DAC progress report that, “In 2005, the
implementation of the Recommendation continued to proceed well, ..... and
most Members have untied their aid beyond the requirements of the
Recommendation” (OECD, 2006: 2-3).

Furthermore, according to the 2006 progress report:

e All Members had implemented the coverage provisions of the
Recommendation.

* Inresponse to the Paris Declaration and calls from major international
conferences to increase the share of aid that is untied, the DAC has
discussed “approaches to extend the benefits of untied aid, especially in

terms of improved aid effectiveness and greater value for money”.
(OECD: 2006: 7). One of the actions adopted includes: the elimination
of coverage thresholds in order to improve effort-sharing among donors;
these provisions are expected to enter into force on 1 July 2006.

The process of untying aid
towards LDCs has been
evolving at a rapid pace, and

* Although technical cooperation is excluded from the coverage of the
there seems to be consensus

Recommendations, a further step taken involves “studying the possibilities '
for untying procurementrelated technical cooperation” (OECD, 2006:8). that further untying would
Notwithstanding, in 2004, Australia adopted a policy of untyingtechnical ~ further contribute to the aid
cooperation to the LDCs. effectiveness agenda.

* In 2005, the European Community adopted two new regulations on

access to EC external assistance, in which all aid to the LDCs will be
untied. With the new adopted regulation “all expertise, e.g. technical
cooperation, will be untied and based on the dual criteria of quality and
price” (OECD, 2006: 3), and food aid will additionally be untied.

[n sum, the process of untying aid towards LDCs has been evolving at a rapid
pace, and there seems to be consensus that further untying would further
contribute to the aid effectiveness agenda.
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3. DEBT RELIEF

The Programme of Action highlights a number of key measures to be taken in
relation to debt relief and debt management on the part of the LDCs and their
development partners. The cornerstone of action by development partners is the
effective implementation of the enhanced HIPC Initiative.

Thirty LDCs are currently identified as potentially eligible to receive debt

relief under the enhanced HIPC Initiative. As of August 2005, 22 of those
countries had reached decision point and 13 had reached completion point in
As of August 2005, 22 LDCs e yipc process (see table 21).> Most countries reached decision point in the
had reached decision point year 2000. Since May 2001, only four more LDCs have reached decision point.

and 13 had reached But over this period 12 LDCs have reached completion point, including eight,
completion point in the namely Benin, Ethiopia, Madagascar, Mali, Niger, Rwanda, Senegal and Zambia,
HIPC process. since 2003.

In 2004, the “sunset clause” of the enhanced HIPC Initiative was extended

until the end of 2006. This will allow additional countries to qualify under the
enhanced HIPC Initiative if income and indebtedness criteria are satisfied
utilizing end-0f-2004 data. On the basis of analysis by the IMF and the IDA, 10
LDCs have estimated debt burden indicators above the enhanced HIPC
Initiative thresholds. These include seven LDCs which were already recognized
as potential beneficiaries of the Initiative but which had not yet reached
decision point — the Central African Republic, Comoros, the Lao People’s
Democratic Republic, Liberia, Somalia, Sudan and Togo — and also Eritrea,
Haiti and Nepal. Two LDCs (Afghanistan and Cape Verde) have ratios below the
enhanced HIPC Initiative thresholds, and in the case of three LDCs incomplete
data have not allowed a final assessment to be made. These countries are
Bangladesh and Bhutan, and also Myanmar, which was already identified as
potentially eligible. It is therefore possible that up to 5 more LDCs may be added
to the 30 LDCs currently on the list of HIPCs.

In net present value terms, the LDC-HIPCs that have reached completion

In those LDCs that have point have received committed debt relief equivalent to $14.2 billion, 60 per
reached completion point,  cent of which has been received by Ethiopia, Mozambique, the United Republic
the debt problem has not of Tanzania and Zambia. The LDC-HIPCs that have reached decision points
have received $9.7 billion, 65 per cent of which has been received by the

been completely resolved... ) .
Democratic Republic of the Congo.

It is in this context that

additional measures to cancel Table 21 shows how a key indicator of the debt burden, namely the ratio of
bilateral and multilateral debt service paid to government revenue, changed in those countries between
debt, which are also 2000 and 2004. The ratio decreased in 17 out of the 22 LDCs-HIPC that had

identified as desirable in the reached decision point before September 2005. The five exceptions, where
debt service paid to government revenue has increased despite debt relief, are
Burundi, the Democratic Republic of the Congo, the Gambia, Mozambique and
Zambia. In the 22 LDCs that have reached decision point the ratio of debt
service paid to government revenue declined from 22.3 per cent in 2000 to

Programme of Action,
become important.

16.6 per cent in 2004. The decrease was even more pronounced in the 13
completion point LDC-HIPCs. But the average ratio of debt service to
government revenue was still just over 10 per cent in 2004.

This indicates that although debt relief has led to considerable improvements
in the debt situation of those LDCs that have reached completion point, the
debt problem has not been completely resolved. In countries struggling to
develop infrastructure and meet human development goals, the fiscal burden of
debt remains significant. It is in this context that additional measures to cancel
bilateral and multilateral debt, which are also identified as desirable in the



Progress Towards UNLDC IIl Development Targets

TABLE 271. RATIO OF DEBT SERVICE TO GOVERNMENT REVENUE IN SELECTED LDC-HIPCs, 2000-2004

o

Date of approval of Debt service paid as a % of government revenue

Decision point Completion point 2000 2001 2002 2003 2004
Benin July 2000 March 2003 14.6 9.4 7.8 5.4 5.4
Burkina Faso July 2000 April 2002 18.5 11.4 10.3 8.1 5.8
Ethiopia November 2001 April 2004 10.2 15.5 8.9 6.4 8
Madagascar December 2000 October 2004 13.9 9.8 14.3 9.3 11.9
Mali September 2000 March 2003 209 12.9 12.5 9.1 9.8
Mauritania March 2000 June 2002 36.1 40.2 20.9 15.6 12.6
Mozambique April 2000 September 2001 4.1 6.7 12.3 11.6 6.5
Niger December 2000 April 2004 14.5 18.8 23 9.3 6.8
Rwanda December 2000 April 2005 23.4 11.8 8.1 7.2 7.1
Senegal June 2000 April 2004 21.8 19.6 16.5 13.8 8.1
Uganda March 2000 May 2000 15.3 9.3 8.6 8.6 10.5
United Rep. of Tanzania April 2000 November 2001 16.1 8.3 8 6.8 7.7
Zambia December 2000 April 2005 29.3 21.7 18.3 23.6 37.6
Burundi August 2005 16.5 11.9 22.7 22.3 69.7
Chad May 2001 29.4 9.3 18.6 14.9 12.4
Dem. Rep. of the Congo July 2003 .. . 8.2 21 13.6
Gambia December 2000 26.6 26.3 43.2 22 34
Guinea December 2000 33.1 18.5 19.7 18.1 16.7
Guinea-Bissau December 2000 31.3 1.2 6.9 12.8 28.2
Malawi December 2000 36.1 25.7 18.6 28.6 17.4
Sao Tome and Principe ~ December 2000 38.7 46.4 39.2 36.6 18.6
Sierra Leone March 2002 44.4 88.6 19.2 12.7 28

Source: International Monetary Fund and International Development Association, Heavily Indebted Poor Countries (HIPC)
Initiative: Status of implementation, prepared by the staffs of the IMF and World Bank, 19 August, 2005.
Note: 2004 figures preliminary.

Programme of Action, become important. In this regard, the debt cancellation
decision, for African LDCs that had already reached HIPC completion points,
agreed at the G8 Cleneagles Summit in July 2005 and endorsed at the
September IMF/World Bank meetings is a positive development.

4. MARKET ACCESS

The Programme of Action recognizes the importance of trade for the LDCs
and addresses a number of trade-related policy issues, including the heavy
dependence of LDCs on a narrow range of primary commodity exports, the
need for improved special and differential treatment, and weaknesses in supply
capacities. With regard to market access, there is a specific quantifiable target —
duty-free and quota-free market access for all LDCs’ products to the markets of
developed countries — progress on which can be monitored.®

Excluding arms and oil, 72.1
per cent of LDC imports
entered duty-free, an increase
of almost two percentage

In 2003, the latest year for which data are available, 80.5 per cent of total points over 2007,

developed country imports by value (excluding arms) from LDCs were admitted
duty-free and quota-free. This represents an increase of three percentage points
over 2001. Excluding arms and oil, 72.1 per cent of LDC imports entered duty-
free (table 22), an increase of almost two percentage points over 2001.

There have been a number of initiatives, since 2001, by the Quad countries
(Canada, the European Union, Japan and the United States) to offer quota- and
duty-free market access for an increasing range of LDC products.” However, if
oil and arms are excluded, the proportion of total developed country imports
from LDCs that are admitted duty-free actually fell between 1996 and 2003. As
table 22 shows, it is developing countries other than LDCs that have in practice
seen the greatest increase in the share of their imports into developed country
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TABLE 22. PROPORTION OF TOTAL DEVELOPED COUNTRY IMPORTS (BY VALUE) FROM DEVELOPING COUNTRIES AND
LEAST DEVELOPED COUNTRIES ADMITTED FREE OF DUTY, 1996, 2001, 2002 anD 2003

1996 2001 2002 2003
Excluding arms
Developing countries 48.2 62.6 64.8 69.7
LDCs 70.3 77.5 78 80.5
Excluding arms and oil
Developing countries 44.7 60.2 63.4 63.9
LDCs 77.4 70.4 69.2 72.1

Source: UNCTAD-WTO estimates compiled by UNCTAD and WTO in consultation with the World Bank, based on WTO Integrated
Database and complemented by ITC Market Access Map and UNCTAD Trade Analysis and Information System (TRAINS),
CD-ROM (Geneva, annual).

markets that are admitted duty-free. A likely reason for this, given the new
market access initiatives in favour of LDCs, is the greater supply capacity of the
other developing countries.

At the Sixth WTO Ministerial Conference, held in Hong Kong (China), in
December 2005 it was agreed that developed country Members, and
developing country Members in a position to do so, should “provide duty-free
and quota-free market access on a lasting basis, for all products originating from
all LDCs by 2008 or no later than the start of the implementation period in a
manner that ensures stability, security and predictability” and “ensure that
preferential rules of origin applicable to imports from LDCs are transparent and
The effective benefits of simple, and contribute to facilitating market access”, and that “Members facing
difficulties at this time to provide market access as set out above shall provide
duty-free and quota-free market access for at least 97 per cent of products
originating from LDCs, defined at the tariff line level, by 2008 or no later than
the start of the implementation period” (Hong Kong Declaration, Annex F).

market access will depend on
whether sensitive products
are included... and on simple

and transparent rules of
origin, as well as efforts to Whether this will enhance effective market access for the LDCs will depend
increase export supply on whether sensitive products such as textiles, rice, dairy products and fish are
included. If they are not, the Hong Kong commitment will only guarantee the
current level of duty-free and quote-free market access. Also, the effective
benefits of market access will depend on simple and transparent rules of origin,
as well as efforts to increase export supply capacity.

capacity.

G. Progress towards graduation from LDC status

The Programme of Action for the Least Developed Countries for the Decade
2001-2010 considers graduation from LDC status to be one of the criteria for
judging the success of its implementation. The principle of graduation was
adopted in 1991 by the Committee for Development Planning (now the
The Programme of Action Committee for Development Policy), a group of independent experts appointed
by the Economic and Social Council (ECOSOC) and responsible, inter alia, for
the triennial review of the list of LDCs.

considers graduation from
LDC status to be one of the

criteria for judging the success The graduation criteria are conceptually similar to the criteria for placing

of its implementation. countries on the list: a low-income criterion, a human capital weakness criterion
and an economic vulnerability criterion. The graduation methodology is based
on specific quantitative thresholds for the aggregate or composite indicators
relevant to those criteria: gross national income per capita, the Human Assets
Index (HAI) and the Economic Vulnerability Index (EVI) respectively (see box 3).

The 2003 review of the list led the Committee for Development Policy to
recommend the graduation of Cape Verde and Maldives, two countries that
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were meeting graduation thresholds under the low-income and human capital
weakness criteria while remaining economically vulnerable. The General
Assembly’s decision that these two countries would eventually be removed from
the list was adopted in 2004, a few days before Maldives was struck by the
tsunami of 26 December. The major economic setback suffered by Maldives as
a result of this natural disaster led the General Assembly, in 2005, to grant it an
exceptional three-year moratorium before the regular three-year grace period
towards graduation actually began. This now takes to early 2011 the expected
date of Maldives” graduation from LDC status. Meanwhile, Cape Verde would
normally graduate from the list in early 2008.

Samoa was deemed to be eligible for graduation in 2003, when the country
met two graduation thresholds (those relevant to the low-income and human
capital weakness criteria). This eligibility was confirmed at the time of the 2006
review of the list, which led the CDP to recommend Samoa’s graduation. The
latter will take place, unless conditions change, in early 2010. Eligibility for
graduation in accordance with the graduation rule was noted by the CDP, in
2006, for three other LDCs, namely, Kiribati, Tuvalu and Vanuatu.

Box 3. THE METHODOLOGY FOR REVIEWING GRADUATION FROM LDC stATUS

Box table 2 shows the specific quantitative thresholds for the aggregate or composite indicators used to decide admis-
sion to and graduation from the LDC list.

For each of these indicators, there is a margin between the threshold for adding a country and the threshold for graduat-
ing a country. This margin is considered to be a reasonable estimate of the additional socio-economic progress that
ought to be observed in the relevant country once the latter has risen above the threshold below which a country would
be added to the list: the graduating country is expected not only to exceed the thresholds for inclusion, also to exceed
them by a standard margin. This rule warrants the robustness of the assumption that a graduating country must be un-
dergoing structural progress, and it removes the risk of graduation being dictated by temporary or insignificant economic
circumstances.

Two other fundamental aspects of the graduation rule also warrant structural progress in the graduating country: (i) at
least two of the three graduation criteria must be met for the country to be found eligible for graduation, whereas a sym-
metrical application of the inclusion and graduation rule would have implied that only one criterion had ceased to be
met, since all three criteria should be met for a country to be added to the list; (ii) after eligibility for graduation has been
observed once on the occasion of a review of the list, full qualification for graduation will not be recognized until the
relevant graduation criteria have been met again in a second consecutive review of the list.

If a recommendation to graduate a country in accordance with the above rule is endorsed by ECOSOC and the United
Nations General Assembly, actual graduation will in principle take place after a three-year moratorium. This pre-gradu-
ation period was instituted by the General Assembly in December 2004 as a grace period to enable the graduating
country to negotiate with its development partners a “smooth transition” strategy. By using the notion of “smooth transi-
tion” to prevent graduation from disturbing the development process, the UN encourages the development partners of
LDCs to ensure that the loss of concessionary treatment, if inevitable, will take place in a gradual, non-disturbing man-
ner.

An important amendment to the graduation rule was introduced by the Committee for Development Policy in 2005
(and applied for the first time in 2006) in the light of the atypical case of Equatorial Guinea. The Committee decided that
in the event that a country would meet only the graduation threshold relevant to the low-income criterion, and would
do so with a substantial margin above the graduation line, that country would be regarded as eligible for graduation as if
it had met two graduation criteria. The rationale for this amendment, as set out by the CDP, was founded on the as-
sumption that a country that is suddenly enjoying financial comfort (notably in the context of oil exports) has acquired a
capacity to remedy, without exceptional external support, the structural weaknesses that are measured through the
other two criteria. The Committee decided that this exceptional rule would apply whenever the gross national income
per capita is more than twice as high as the relevant graduation threshold. In the case of Equatorial Guinea, as shown in
box chart 1, the ratio to the graduation threshold was nearly 4 (see also box charts 2 and 3). The Committee therefore
found the country eligible for graduation, and subject to the regular time frame under the graduation rule, which im-
plies, unless conditions change, a loss of LDC status for Equatorial Guinea in early 2013.
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Box 3 (contd.)

Box TABLE 2. EvOLUTION IN THE UN’S CRITERIA FOR REVIEWING THE LIST OF LDCs, as AT 2006

Criteria used before 2000
to review the list of LDCs

Criteria used in 2003
to review the list of LDCs

Criteria used in 2006
to review the list of LDCs

Low-income criterion:

Per capita gross domestic product (CDP):
3-year (1993-1995) average (under
$800 for addition cases; above $900

for graduation cases)

Low-income criterion:

Per capita gross national income (GNI):
3-year (1999-2001) average (under
$750 for addition cases; above $900
for graduation cases)

Low-income criterion:

Per capita gross national income (CNI):
3-year (2002-2004) average

(under $750 for addition cases;

above $900 for graduation cases)

“Quality of life” criterion:

Augmented Physical Quality of Life

Index (APQLI):

Composite index based on the

following four indicators:

* average per capita daily calorie
consumption

* life expectancy at birth

* combined primary and secondary
school enrolment rate

* adult literacy rate

Human assets weakness criterion:
Human Assets Index (HAI):

Composite index based on the

following four indicators:

* average per capita daily calorie
consumption as % of relevant
minimum requirements

* under-5 child mortality rate

* gross secondary school enrolment
rate

* adult literacy rate

Human assets weakness criterion:
Human Assets Index (HAI):

Composite index based on the

following four indicators:

* percentage of population
undernourished

* under-5 child mortality rate

* gross secondary school enrolment
rate

* adult literacy rate

Economic diversification criterion:
Economic Diversification Index (EDI):
Composite index based on the
following four indicators:

* share of manufacturing in GDP

* share of labour in industry

* per capita electricity consumption
* export concentration index

Economic vulnerability criterion:

Economic Vulnerability Index (EVI):

Composite index based on the

following five indicators:

* index of instability of agricultural
production

*

index of instability of exports of goods
and services

*

share of manufacturing and
modern services in GDP

*

merchandise export concentration
index

*

population (in log.)

A variant formulation of the EVI, with the
proportion of population displaced by
natural disasters as an additional
component, was also considered.

Economic vulnerability criterion:

Economic Vulnerability Index (EVI):

Composite index based on the

following seven indicators:

* index of instability of agricultural
production

* proportion of population displaced
by natural disasters

* index of instability of exports of
goods and services

* share of agriculture, forestry and
fisheries in GDP

* merchandise export concentration
index

* population (in log.)

* index of remoteness

For graduation cases:

A country would be recommended for
immediate graduation if it had met

at least two of the three criteria

(subject to a margin between the
thresholds for addition to, and graduation
from, the list of LDCs) in at least two
consecutive triennial reviews of the list.
However, the CDP would not consider a
graduation case unless a vulnerability
profile of the country was made available
to it.

For graduation cases:

A country could be recommended for
immediate graduation if it had met at-
least two of the three criteria (subject
to a margin between the thresholds for
addition to, and graduation from,

the list of LDCs) in at least two
consecutive triennial reviews of the list.

For graduation cases:

A recommendation to graduate a
country can be made by the CDP on
the basis of the same graduation rule,
but actual graduation will not take
place before a three-year grace period
beginning after the General Assembly
has decided to endorse the
recommendation (after ECOSOC
itself has endorsed it) has elapsed,

in accordance with General
Assembly resolution 59/209 of

20 December 2004.

Source: Methodology summary by UNCTAD secretariat.
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Box 3 (contd.)
Box CHART 1. LOW INCOME CRITERION (AVERAGE GROSS NATIONAL INCOME PER CAPITA, 2002-2004)
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Ratio to the graduation threshold used in the 2006 review of the list of LDCs

Source: UNCTAD secretariat estimates, based on data provided by the UN Committee for Development Policy (2006).
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Box 3 (contd.)
Box cHART 2. WEAK HUMAN ASSETS CRITERION (HUMAN ASSETS INDEX)
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Box 3 (contd.)

Box cHART 3. ECONOMIC VULNERABILITY CRITERION (ECONOMIC VULNERABILITY INDEX)
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Table 23 summarizes the pattern of LDCs’ progress towards graduation.
While seven countries are considered to be on the road to graduation between
2008 and 2013, over 70 per cent of all LDCs (36 out of 50) were not meeting
any graduation criterion at the time of the 2006 review of the list. Of these 36
countries, 10 had demonstrated no long-term progress towards any of the three
graduation thresholds, while 17 had recorded some progress under one
criterion, 7 under two criteria and 2 under three criteria.

While seven countries are
considered to be on the road
to graduation between 2008
and 2013, over 70 per cent
of all LDCs were not meeting

any graduation criterion.

Seven LDCs met one graduation criterion in 2006 (Bangladesh, Djibouti,
Guinea, Myanmar, Sao Tome and Principe, Solomon Islands and the United
Republic of Tanzania). Progress towards a second graduation threshold can be
expected in only three of those seven countries (Bangladesh, Djibouti and
Myanmar).

In short, on current trends, prospects for progress towards graduation in the
foreseeable future are very slim in nearly 7 LDCs out of 10, and remain
insignificant in nearly 2 out of 10. There is, to a varying extent, scope for
eventual graduation in one LDC or two out of 10. Also, a vertical reading of

TaBLE 23. CLASSIFICATION OF THE LDCs ACCORDING TO THEIR PROGRESS TOWARD GRADUATION THRESHOLDS, 2006

Classification of LDCs

LDCs demonstrating little
or no progress since the
start of implementation of the
Brussels Programme of Action

LDCs demonstrating significant
progress since the start of
implementation of the Brussels
Programme of Action

LDCs demonstrating no long-term
progress under any criterion

LDCs meeting no graduation criterion in 2006:

Afghanistan, Central African Rep.,
Chad, Dem. Rep. of the Congo,

Guinea-Bissau, Haiti, Liberia, Senegal,

Sierra Leone

Burkina Faso

LDCs demonstrating some long-term progress:
* under one criterion

* under two criteria

Burundi, Cambodia, Comoros,
Gambia, Lao PDR, Malawi,
Mozambique, Niger, Somalia,
Togo, Zambia

Madagascar, Rwanda

Uganda, Yemen

Benin, Ethiopia, Lesotho, Mali,
Sudan, Timor-Leste

Angola, Bhutan, Mauritania,

relevant to low income

* LDCs meeting the graduation criterion
relevant to weak human assets

* LDCs meeting the graduation criterion
relevant to economic vulnerability

* under three criteria Eritrea Nepal
LDCs meeting only one graduation criterion in 2006:
* LDCs meeting the graduation criterion Djibouti

Myanmar, Sao Tome and Principe,
Solomon Islands

Bangladesh, Guinea,

United Rep. of Tanzania

LDCs meeting two graduation criteria in 2006:
* LDCs found eligible for graduation in 2013
* LDCs qualifying for graduation in 2010

Kiribati, Tuvalu, Vanuatu
Samoa

meeting only one graduation criterion in 2006
(exception to the rule)

LDC found eligible for graduation in 2013 though

Equatorial Cuinea

LDCs earmarked for graduation:
* Graduation normally expected in 2008
* Graduation normally expected in 2011

Cape Verde
Maldives

LDC already graduated

Botswana (1994)

Source: UNCTAD secretariat estimates.
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table 23 reveals that over half of all LDCs (27 out of 50) have demonstrated
significant progress towards graduation since implementation of the Programme
of Action started. Whether or not this is due to implementation of the latter or to
other factors requires further research.

The most striking feature of

H. Conclusion progress towards the UNLDC
lll targets since 2001 is the
The most striking feature of progress towards the UNLDC Il targets since strong engagement of

2001 is the strong engagement of development partners in meeting development partners in
commitments with respect to aid, debt relief and market access. In contrast to meeting commitments with
the 1990s, when aid to LDCs fell sharply and debt relief initiatives were very
limited, there has been a significant increase in aid and important progress on
debt relief. These efforts to increase development finance for the LDCs have
been complemented with new initiatives to improve market access.

respect to aid, debt relief and
market access.

Aid inflows have still not reached the levels commensurate with the aid-to-
GNI targets in the POA. However, recent trends are a major turnaround from
the 1990s. During that decade, many LDCs engaged in significant and far-
reaching economic reforms, including extensive trade liberalization, financial
liberalization and privatization. But in real per capita terms, aid fell by 45 per
cent between 1990 and 1998 (UNCTAD, 2000).

Growth rates and investment ratios in the LDCs have not yet achieved the
ambitious targets of the POA. However, the growth and investment However, aid inflows have
performance in the LDC group as a whole was better during the period 2001-
2004 than during the 1990s.

still not reached the levels
commensurate with the aid-

There are nevertheless certain disturbing features in progress made so far ~ t0-GNI targets in the POA.
towards the UNLDC III targets.

First, there are growing divergences amongst the LDCs in terms of growth
performance. Half of the 42 LDCs for which data are available have been
unable to achieve per capita growth rates of more than 0.5 per cent per annum,
which is far too low to have a serious effect on the extreme poverty in which
about half the population of LDCs live. Similarly, half of the LDCs are on track to
achieve the road infrastructure target, with the length of roads per capita in
2010 equivalent to that in other developing countries in 2001 if past trends
continue. But at the same time, the other half of the LDCs are far behind, and
even more so if the quality of roads (in terms of the percentage paved) is taken Half of the 42 LDCs for which
into account. This weak performance has important negative consequences for
production and trade, and also for human welfare.

data are available have been
unable to achieve per capita

Second, progress towards human development goals is very mixed. Although growth rates of more than 0.5
often slow, more progress is being made in human development dimensions per cent per annum, which is
that are directly affected by the quantity and quality of public services (primary  far too low to have a serious
education, gender equity in education and access to water) than with regard to  effect on the extreme poverty
Fhose that are the outf:ome of both public services and levels of household in which about half the
income (hunger and child mortality).

population of LDCs live.

Third, an important feature of the LDCs’ situation is their economic
vulnerability and, in view of this, it is unclear to what extent the recent
improvement will prove to be sustainable. The effects of very high recent oil
prices, for example, are not evident given the years for which data are available.
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The sustainability of economic and social progress in the LDCs will ultimately
depend on building up their productive base so that they can increasingly rely
on domestic resource mobilization and private rather than official sources of
external finance, and can compete in international markets without special
market access preferences. The POA targets wisely have a wider reach than the
The sustainability of economic MDGs, emphasizing the importance of developing productive capacities.

and social progress in the Ultimately, the increased external resources being provided by development
partners will not translate into sustained economic and social progress unless
development finance for LDCs continues to be scaled up, to be complemented
with more effective trade development measures and to be linked to efforts to
develop domestic productive capacities. It is this last issue that will be
considered in the next part of the Report.

LDCs will ultimately depend
on building up their
productive base.
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Notes

1. Forthe debate on this, see Deaton (2003) and Ravallion (2001). Karshenas (2004) offers
a unified view which seeks to use all the information in both household surveys and
national accounts.

2. On the trade-off between increased investment and poverty reduction in LDCs, see
Storm (2005).

3. Thisis a Programme of Action target which is not an MDG.

4. The main Millennium indicators used to track progress in this area are the following: HIV
prevalence among pregnant women aged 15-24 years, condom use rate of the
contraceptive prevalence rate, condom use at last high-risk sex, percentage of population
aged 15-24 years with comprehensive correct knowledge of HIV/AIDS, the contraceptive
prevalence rate, and the ratio of school attendance of orphans to school attendance of
non-orphans aged 10-14 years. However, data for these indicators are very sparse for
the group of LDCs; therefore, the indicator used for the analysis is that of the HIV
prevalence rate in the population aged 15-49.

5. Fordiscussion of the HIPC process, including the significance of the decision point and
completion points, see UNCTAD (2000).

6. The overall goal on market access is more complex, as follows: “Improving preferential
market access for LDCs by working towards the objective of duty-free and quota -free
market access for all LDCs’ products. This will apply in the markets of developed
countries. Improvements in market access for LDCs should be granted on a secure and
predictable basis. They should be combined with simplified rules of origin that provide
transparency and predictability so as to help ensure that LDCs benefit from the market
access granted, and multi-donor programmes, such as the Integrated Framework for
Trade-related Technical Assistance (IF), to upgrade LDCs’ production and export
capacities and capabilities. Consideration should also be given to proposals for developing
countries to contribute to improved market access for LDCs’ exports” (United Nations,
2001: para. 68).

7. Just before UNLDC I, the EU introduced the Everything But Arms Initiative to benefit
LDCs. Other developed countries followed this lead. Canada and Japan have expanded
the market access preferences that they provide to the LDCs, and the United States has,
through the African Growth and Opportunity Act, expanded market access preferences
that it provides to a number of African countries, including LDCs. LDCs in the Asia-
Pacific region continue to benefit from preferential market access to the United States
under the Generalized System of Preferences, and Haiti, the only LDC in the Latin
American and Caribbean region, continues to benefit from preferential market access
to the United States under the Caribbean Basin Initiative. In addition, there are other
developed countries and advanced developing countries that provide market access
preferences for LDCs. For a discussion of the different initiatives, see UNCTAD (2003,
2004, 2005).
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Part Two

DeEVELOPING PrRobpucTIVE CAPACITIES







What are
Productive Capacities?
How do They Develop?

Why do They Matter?

A. Introduction

In most LDCs absolute poverty is all-pervasive. The majority of the
population is living at or below income levels which are barely sufficient to meet
their basic needs. UNCTAD estimates suggest that at the end of the 1990s about
50 per cent of the population living in the LDCs were living on less than a dollar
a day, and that if the trends of the 1990s persist, the number of people living on
less than a dollar a day in those countries can be expected to increase from 334
million in 2000 to 471 million in 2010 (UNCTAD, 2004). In theory, it would be
possible to go a long way to eradicating this extreme poverty by redirecting
present international aid to the LDCs into direct cash transfers provided to the
population living on less than a dollar a day. But such international welfarism,
even if it were feasible, is not a sustainable solution. People need to be able to
make their own way in the world through their work and creativity, and to
define their horizon of individual freedom through their own activity. For this to
occur, productive employment opportunities must expand in the LDCs.

The population of working age within the LDCs is growing very rapidly.
Between 2000 and 2010 it will increase by almost 30 per cent (UNCTAD,
2004). These people could try to seek work in other countries. Indeed, this is
becoming an increasingly important source of livelihood for more and more
LDC citizens. However, other countries are often reluctant to admit workers
who are unskilled. Without some kind of change in the regime governing
international migration and without the faster expansion of productive
employment in the LDCs, the majority of new entrants into the labour force are
thus faced with the stark choice between poverty at home and social exclusion
abroad as illegal international migrants.

The only way to reduce poverty in the LDCs without resort to international
welfarism or international migration is through the development of the
productive capacities of the LDCs and the concomitant expansion of productive
employment opportunities within them. The importance of developing
productive capacities for economic growth and poverty reduction is evident in
the development experience of developing countries which have managed to
achieve sustained and substantial poverty reduction over the last 30 years. The
hallmark of their policies is that they have consciously sought to promote
economic growth and have done so through deliberate policies which have
aimed at developing domestic productive capacities. This has involved efforts to
promote investment, innovation and structural transformation (see UNCTAD,
1994, 1996, 2003; World Bank, 2005a: 80-92). Increased agricultural
productivity, accelerated industrialization and building up of international
competitiveness in tradable sectors have all been basic objectives which have
been pursued in a step-by-step way focusing on real economy targets. This has
not been undertaken as an end in itself, but with a view to improving the living
standards of the population, to reducing mass poverty and, in the end, to
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ensuring political stability and enhancing the effective sovereignty of the nation
State.

The importance of developing productive capacities for economic growth
and poverty reduction is also increasingly being recognized in international
policy:

* The Brussels Programme of Action for the LDCs identifies the development
of productive capacities as one of the seven major commitments and the
key to ensuring that LDCs benefit from globalization rather than suffer
further socio-economic marginalization (United Nations, 2001).

* UNIDO, working with NEPAD, has initiated the African Productive
Capacity Initiative as the centrepiece of its approach to strengthening
the productive base of African economies (UNIDO, 2003).

* Inits important report Economic Growth in the 1990s: Lessons from a
Decade of Reform, the World Bank has argued that the growth impact of
reforms in the 1990s was smaller than expected because “the policy
focus of the 1990s enabled better use of productive capacity but did not

provide sufficient incentives for expanding capacity” and that in going
forward more emphasis needs to be placed on the incentives needed to
expand productive capacity and on the forces underlying economic
growth (World Bank, 2005a: 10).

The Brussels Programme of
Action for the LDCs identifies
the development of
productive capacities as one
of the seven major

* ECLAC has placed productive development at the centre of its policy
proposals for achieving accelerated economic growth with equity,
publishing Productive Development in Open Economies in 2004 as the

commitments and the key to latest in a series of important reports on the subject, which began with
ensuring that LDCs benefit Changing Production Patterns with Social Equity (1990).
from glObal'Za“Oﬁ rather th%n * UNIDO (2005) hasemphasized the importance of building technological
suffer further socio-economic capabilities for catching up and for sustained poverty reduction.
marginalization.

This Report is in a similar vein. It builds on earlier work by UNCTAD on the

development dynamics of the few developing countries, mostly East Asian,
which have successfully started, sustained and accelerated development
(referred to above), as well as on the empirical findings and arguments of the last
two LDC Reports. These two Reports analysed the nature and dynamics of
poverty in LDCs (UNCTAD, 2002), and argued that the underdevelopment of
productive capacities is the missing link between the expanding international
trade which many LDCs have achieved in recent years and the sustained poverty
reduction which remains elusive in most of them (UNCTAD, 2004). The present
Report seeks to take this analysis forward in three ways:

* |t describes the current status of productive capacities in LDCs and
analyses how they are developing (chapters 2, 3 and 4).

e It discusses three basic constraints on the development of productive
capacities in the LDCs — physical infrastructure (chapter 5), institutions
(chapter 6) and the stimulus of demand (chapter 7).

* It sets out some general policy implications (chapter 8).

This analysis is intended to provide a better substantive basis for the design of
international and national policies to promote economic growth and poverty
reduction within the LDCs. It should also support the achievement of a key
commitment of the Brussels Programme of Action for the LDCs during the
decade 2001-2010, namely to develop productive capacities.
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The present chapter sets out the basic conceptual framework for the Report
and discusses why the subject is important for policymakers. It specifies the way
in which the notion of productive capacities is defined in this Report (section B)
and also the analytical framework which is used to understand how productive
capacities develop (section C). Section D examines the value added for
policymakers of a focus on productive capacities, both for promoting economic
growth and ensuring that growth is poverty-reducing. The last section
summarizes the key points of the chapter.

B. What are productive capacities?

Although the term “productive capacities” is increasingly used in
international development policy circles, there is no accepted definition of what
it is (see box 4)." This Report adopts a broad definition of productive capacities,
congruent with the approach to productive capacities within the Programme of
Action for the Least Developed Countries (United Nations, 2001). This focuses
on both structural and supply-side constraints, and encompasses physical
infrastructure, technology, enterprise development and energy, as well as
specific sectoral challenges in relation to agriculture and agro-industries,
manufacturing and mining, rural development and food security, and
sustainable tourism. The broad approach avoids the trap of fixing on certain
types of ingredients of the production process (for example, machinery and
equipment, physical infrastructure, human resource development, technological
capabilities) as magic bullets for economic growth and poverty reduction. It also
avoids predetermining which types of economic activities (such as exports or
manufacturing) should be the focal concern of policy attention in developing
productive capacities. Priorities will vary according to country circumstances
and the sequence of development processes.

To avoid the dangers of a partial definition, this Report defines productive
capacities as the productive resources, entrepreneurial capabilities and
production linkages which together determine the capacity of a country to
produce goods and services and enable it to grow and develop.

Within market economies, production is mainly affected through capable
entrepreneurs mobilizing productive resources and intermediate inputs to
produce outputs which can profitably meet present and expected future
demand. At any given moment, the potential output of an economy is the
maximum aggregate supply of goods and services that can be achieved if all
productive resources and entrepreneurial capabilities are utilized efficiently and
to the fullest degree. When productive capacities are underemployed or are
being inefficiently utilized, it is possible for an increase in output to occur
through resource reallocation or inducing a higher rate of utilization of existing
resources and capabilities. However, sustained economic growth requires the
expansion and development, as well as fuller utilization, of productive
capacities. The potential (full-capacity) growth rate of an economy over time is
defined by the growth and development of productive capacities. But this
growth rate will not be achieved unless productive capacities are not only
created but also used. This depends on demand-side factors, and for tradable
goods and services it requires that production takes place in a competitive
manner.

The three basic elements of productive capacities as defined in this
Report are productive resources, entrepreneurial capabilities, and production
linkages (see chart 8).

Although the term
“productive capacities” is
increasingly used in
international development
policy circles, there is
no accepted definition
of what it is.
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and enable it to grow and
develop.
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Box 4. ALTERNATIVE DEFINITIONS OF CAPACITIES AND CAPABILITIES IN RELATION TO
PRODUCTION, TRADE AND DEVELOPMENT

In everyday language, the terms “capacity” and “capability” are often used interchangeably to refer to the ability to do
something. In international policy discussions, these words have been linked to various phenomena, including produc-
tion capabilities, supply capabilities, technological capabilities, industrial capabilities, social capabilities, productive ca-
pacities, productive capacity (in the singular), production capacity, trade capacity and supply capacity. This semantic
proliferation reflects the fact that different analysts are focusing on different aspects of the problem of productive capaci-
ties. Some equate the development of productive capacities with the development of export supply capacities, others
with the development of manufacturing industries. For some, productive capacity is a question of the maximum output
of the physical plant, equipment and buildings which constitute a factory, or the capacity of physical infrastructure facili-
ties on which production depends, whilst for others the focus of capacity-building is training and human resource devel-
opment. Others again identify the development of productive capacities with the development of technological capa-
bilities — the ability of enterprises to master, adapt and improve on existing technologies, as well as to design new prod-
ucts and processes. Yet others equate the development of productive capacities with investing in people through im-
provements in health, education and nutrition.

The definitions set out below, mostly taken from official documents, are intended to illustrate profusion of terminology
and the range of uses of terminology related to the notion of productive capacities. They encompass some definitions
which are trade-centric (that is, they equate productive capacities with export supply capacities) — for example, WTO;
some which are industry-focused — for example, UNIDO; some which are focused on human capacities — for example,
the Commission for Africa Report; UNDP; some which mix trade and production (NEPAD African Productive Capacity
Initiative; EU/ACP Partnership Agreements); and some which are broad-based (UNLDC Il POA). This Report uses a
broad definition which is set out in the main text.

UNLDC Il POA: “The capacity of LDCs to accelerate growth and sustainable development is impeded by various struc-
tural and supply-side constraints. Among these constraints are low productivity; insufficient financial resources; inad-
equate physical and social infrastructure; lack of skilled human resources; degradation of the environment; weak insti-
tutional capacities, including trade support services, in both public and private sectors; low technological capacity; lack
of an enabling environment to support entrepreneurship and promote public and private partnership; and lack of ac-
cess of the poor, particularly women, to productive resources and services.....A paramount objective of the actions by
LDCs and their development partners should be to continue to strengthen productive capacities by overcoming struc-
tural constraints” (United Nations, 2001: 31).

NEPAD Africa Productive Capacity Initiative: “We define productive capacity as the ability, first, to produce goods that
meet the quality requirements of present markets and second to upgrade in order to tap future markets. Rising produc-
tive capacity will ensure a sustainable participation in the new global production system based on production
networks....Productive capacity is a function of six factors...the skill levels of workers, infrastructure, the availability of
intermediate inputs, available technology, actual patterns of joint action and benchmarking practice. Other issues influ-
ence these six factors and, if dealt with positively, can enhance productive capacity” (UNIDO, 2003: 4).

UNIDO Industrial Development Report 2004: “The key to raising productivity to competitive levels lies in improving in-
dustrial capabilities. But what are industrial capabilities? They are not production capacities in the sense of physical
plant, equipment and buildings; it is relatively easy to acquire or build capacity, at least if financial resources are avail-
able. Capability — the ability to operate capacity competitively — requires something more: the tacit, knowledge, skills
and experience related to specific technologies that are collected by enterprises and cannot be imported or bought in.
The process involves creating new skills, partly by formal education, but usually, more importantly, by training and expe-
rience of new technologies. It requires obtaining technical information, assimilating it and improving it. It entails institu-
tional rather than individual capital, with new managerial and organizational methods, new ways of storing and dissemi-
nating information and of managing internal hierarchies. It also needs interaction between enterprises — firms do not
learn on their own — and between enterprises and support institutions. Finally it requires the factor markets that pro-
vide skills, technology, finance, export marketing and infrastructure to respond to the new needs of enterprises”
(UNIDO, 2004: box 1).

EUJACP Economic Partnership Agreements: In this context, supply-side constraints have been defined as “serious con-
straints faced by local enterprises in producing goods competitively as a result of the developing nature of the econo-
mies of which they form a part...Effectively addressing these supply-side constraints is a fundamental challenge in pro-
moting the structural transformation of ACP economies, so that investment is promoted, more value is added locally and
more jobs and income earning opportunities are created to enable people to work their way out of poverty” (European
Research Office, p.1, 2004).

WITO: “Supply-side constraints refer to impediments to the development of capacity to produce goods and services
competitively and to the ability to get them to markets at a reasonable cost. Such a broad definition covers a wide scope
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Box 4 (contd.)

of issues impeding the LDCs’ participation in international trade. The issues range from physical infrastructure, customs,
trade support services and human and institutional capacity to technological requirements, the provision of public utili-
ties and macroeconomic frameworks...What is common among the above-mentioned supply-side issues, although dif-
ferent in nature, is that they raise the transaction costs for businessmen [sic] in LDCs to engage in trade. This cost comes
in addition to the market barriers imposed on their products at the borders, such as tariffs, thereby reducing competi-
tiveness in export markets... Supply-side constraints are often mentioned together with the lack of or need for export
diversification. Dependence on a few commaodities is a typical feature of LDCs’ export profile and is closely associated
with their weak supply-side capacities. Overcoming supply-side weakness is a precondition for developing and diversi-
fying a sustainable export portfolio.” (WTO, 2004: 1-3).

Commission for Africa 2005: Capacity is “The ability of individuals, organisations and societies to perform functions,
solve problems and set and achieve their own objectives. In a development context, ‘capacity development’ refers to
investment in people, institutions, and practices that will, together, enable that country to achieve its development ob-
jectives” (Commission for Africa, 2005: 389).

Fukuda-Parr et al., 2002 (UNDP): “Capacity development” is understood in this context as a process of human resource
development, “a process by which individuals, groups, institutions and societies increase their abilities to (1) perform
core functions, solve problems and define and achieve objectives; and (2) understand and deal with their development
needs in a broad context and in a sustainable manner” (Fukuda-Parr et al., 2002).

CHART 8. THE THREE BASIC ELEMENTS OF PRODUCTIVE CAPACITIES

Productive capacities

Productive resources Entrepreneurial capabilities Production linkages
® Natural resources e Core competencies ® Backward and forward linkages
® Human resources ® Technological capabilities ® Flows of information and

, . . exchange of experience
® Financial capital )
® Resource flows (human capital,

® Physical capital financial capital)
® Territorial production clusters
® Global value-chains

® Links between FDI and
domestic entrepreneurs

® Links between large firms and SMEs

Productive resources are factors of production. They include the following:

* Natural resources, including quantity and quality of agricultural land,
water resources, energy resources, mineral deposits, forestry and fishery
resources, biodiversity and landscape quality;

* Human resources — the quantity and quality of labour, including the
level of education, health, nutrition and skills;

* Financial capital resources — the availability and cost of financial capital
to finance production, investment and innovation;
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* Physical capital resources — the stock of tools, machinery and equipment
available to producers, as well as the physical infrastructure which
provides a range of services to producers, including transportation,
power, telecommunications, water supply and sanitation, and irrigation.

The mix of factors that are used in production vary from one economic
activity to another. Some of the factors of production are mobile between
countries, whilst others are not.

Entrepreneurial capabilities are the skills, knowledge and information which
enterprises have, firstly, to mobilize productive resources in order to transform
inputs into outputs which can competitively meet present and future demand,
and, secondly, to invest, to innovate, to upgrade products and their quality, and
even to create markets. Capabilities, as defined in this Report, refer to an
attribute of economic agents. Within the literature, entrepreneurial capabilities
are sometimes defined as “firm capabilities”. But this term is not appropriate
within the LDC context because many enterprises are household-based and not

constituted as separate legal entities independently from the household

. o members that own and manage them.
Entrepreneurial capabilities

are the skills, knowledge and Entrepreneurial capabilities are a matter of knowing what to do and how to

information which enterprises do it to produce and compete. They encompass the following:
have, firstly, to mobilize * Core competences, which are the routine knowledge, skills and
productive resources in order information to operate established facilities or use existing agricultural
to transform inputs into land, including production management, quality control, repair and

outputs and, secondly, to maintenance of physical capital, and marketing;
4 4

invest, to innovate, to * Technological capabilities (or dynamic capabilities), which refer to the
upgrade products and their ability to build and reconfigure competences to increase productivity,

competitiveness and profitability, and to address a changing external
environment in terms of supply and demand conditions. Technological
capabilities have been specified in various ways (e.g. Dahlman and
Westphal, 1983; Dahlman, Ross-Larsen and Pack, 1986; Amsden,

quality, and even to
create markets.

2001; Lall, 1992, 2004). A useful list, originally drawn up in UNCTAD,
identifies five major kinds of technological capabilities, namely:

(a) Investment capabilities — knowledge and skills used to identify and
execute projects to expand physical facilities;

(b) Incremental innovation capabilities — knowledge and skills used to
continuously improve and adapt products and processes through
incremental innovation, adaptive engineering and organizational
adjustments;

(c) Strategic marketing capabilities — knowledge and skills to develop new
markets and improve the enterprise’s competitive advantage;

(d) Linkage capabilities — knowledge and skills associated with the transfer
of technology within the enterprise, from one enterprise to another and
between the enterprise and the domestic science and technology
institutions;

(e) Radical innovation capabilities — knowledge and skill required for the
creation of new technology — that is, major changes in the design and
core features of products and production processes (Ernst, Ganiatos and
Mytelka, 1998: 17-23).

Technological capabilities are particularly important as they are the basis for
the creativity, flexibility and dynamism of an economy.
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Success in the mobilization of productive resources and the exercise of
entrepreneurial capabilities cannot be divorced from the wider production
systems within which economic agents are embedded. Thus the third element of
the productive capacities of a country is the production linkages between
enterprises and between different types of economic activity.

Production linkages take different forms, including the following:

* Flows of goods and services, which may take the form of backward and
forward linkages (which for a particular enterprise or activity refer to
links with suppliers and links with buyers respectively);

* Flows of information and knowledge between enterprises, which occur
through interactions with customers and suppliers as well as collaborative
relations between geographically clustered enterprises;

* Flows of productive resources amongst enterprises, which may include
short-term credit relations associated with sales and purchases, as well
as movement of skilled workers.

Production linkages include linkages between enterprises of different sizes
and linkages amongst enterprises of similar sizes (e.g. amongst SMEs), and can
take the form of outsourcing and subcontracting relations. In open economies,
production linkages for tradable goods can be international in their scope, with
domestic enterprises linked to global value-chains (Gereffi, 1999; UNIDO,
2002: chapter 6; Kaplinsky, Morris and Readman, 2002). They also encompass
linkages between foreign-owned and domestically-owned enterprises located
within the country. Production linkages may also be territorially clustered. Such
production clusters can be defined as “a sectoral and/or geographical
concentration of enterprises engaged in the same or closely related activities
with substantial and cumulative external economies of agglomeration and
specialization (through the presence of producers, suppliers, specialized labour
and sector specific related services) and capable of taking joint action to seek
collective efficiency” (Ramos, 1998: 108).

Production linkages have been identified as being particularly important
within manufacturing industries (Hirschman, 1958; Chenery, Robinson and
Syrquin, 1986). However, linkages are also important for the agricultural sector,
where commercial production depends on links between farmers and input
suppliers and output buyers, where the availability of infrastructure services
affects production and transaction costs, and where the linkages between
agriculture and non-agricultural activities are critically important during the
process of economic development (Fei and Ranis, 1997). The various
production complementarities to which all kinds of production linkages give rise
mean that the competitiveness of particular activities and individual enterprises
depends not only on the productive resources and entrepreneurial capabilities
within those activities and enterprises but also on the competitiveness of the
production system as a whole (Porter, 1990).

Productive resources, entrepreneurial capabilities and production linkages
together determine not only the overall capacity of a country to produce goods
and services, but also what goods and services a country can produce. The
reason for this is that productive capacities are not always generic — rather, they
are often activity-specific.

Finance capital is malleable and can be allocated to different uses and
activities. But once it is transformed into physical capital, in the form of a factory
with physical plant, machinery and equipment producing particular goods, it is

The various production
complementarities to which
all kinds of production
linkages give rise mean that
the competitiveness of
particular activities and
individual enterprises
depends not only on the
productive resources and
entrepreneurial capabilities
within those activities and
enterprises but also on the
competitiveness of the
production system
as a whole.
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difficult to use that stock of capital to produce something else. A textile factory
cannot be used to produce cement, and cocoa trees cannot be used to grow
coffee.? Human capital accumulated in one domain also cannot always be
applied in another domain. There are of course some levels of skill, such as
literacy and numeracy, which are generic. But without training, a farm worker
who is skilled in producing maize will not be able to produce shirts. Even
physical infrastructure cannot be regarded as a wholly economy-wide facility. A
rural road built in one locality will serve the farmers in that locality and not
others.

Technological learning is also activity-specific, with different technologies
requiring a different breadth of skills and knowledge. Some need a narrow range
of specialization and others a broad one. Technological capabilities acquired in
one activity may be applied in related and linked activities, but they are not
always easily transferable. Production linkages are also to some extent activity-
specific, related to the technical characteristics of products and production
processes.

C. How do productive capacities develop?
For policymakers, what

productive capacities are The productive capacities of a country constitute a potentiality for
matters less than what they  production and economic growth. As noted earlier, at any given moment, they
can become. set a ceiling to how much an economy can produce. But more important than

this static potential is the dynamic potential which arises from the fact that
productive resources, entrepreneurial capabilities and production linkages are

not simply given but are created and transformed over time. As this occurs, the
potential output of an economy increases, thus making economic growth
possible.

Of course, countries do have different natural factor endowments. But
natural resources have no economic value until this is perceived and realized
through the application of capital and knowledge. What constitutes natural
resource abundance or natural resource scarcity can be transformed by
technology. Capital and knowledge accumulate through economic activity, and
labour is educated, trained and developed through production experience. For
policymakers, what productive capacities are matters less than what they can
become.

How productive capacities develop can be conceptualized in various ways.
This Report draws eclectically on the analytical insights of various theories of
economic growth which are concerned with the long-term development of
productive capacities (see box 5). These theories suggest that:

* The core processes through which productive capacities develop are
capital accumulation, technological progress and structural change.

* The sustained development of productive capacities occurs through a
process of cumulative causation in which the development of productive
capacities and the growth of demand mutually reinforce each other.

* The development and utilization of productive capacities within a
country are strongly influenced by the degree and form of its integration
into the global economy as well as national and international institutions.

This conceptualization is illustrated schematically in chart 9.
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Box 5. ANALYTICAL FOUNDATIONS OF THE REPORT

This Report draws eclectically on the analytical insights of the following bodies of knowledge:

* The work of the first generation of development economists in the 1950s and 1960s, most notably the Lewis model
of economic growth with unlimited supplies of labour (Lewis, 1954) and Albert Hirschmann (1958) on linkages.
Ros (2000) provides an important formal elaboration of this work as well as a synthesis with some insights deriving
from neoclassical and endogenous growth theory.

* The analyses of Kalecki (1969) and Kaldor (1967, 1981), which emphasize the importance of aggregate and
intersectoral demand for economic growth, and also post-Keynesian growth models which identify the balance-
of-payments constraint as a key determinant of growth rate differences between countries (see McCombie and
Thirlwall, 2004).

* Various structuralist analyses of economic growth, including empirical descriptions of recurrent patterns of
economic growth and structural change (Chenery, Robinson and Syrquin, 1986), the work of Latin American
structuralists of the 1950s on ways in which integration into the global economy affected national development
and the work of the Latin American neo-structuralists of the 1990s who have updated these ideas to take account
of the policy failures which led to the collapse in the 1980s and subsequent economic reform and the weak
response to economic reforms (Sunkel, 1993; Ocampo, 2005).

* Analyses based on an evolutionary approach to economic growth, which, following Schumpeter’s insights,
emphasize the importance of entrepreneurship and technological capabilities for economic growth — see, in
particular, Nelson and Winter (1974, 1982) and much empirical analysis deriving from that approach.

These bodies of knowledge are generally neglected within current development policy analysis." However, they offer a
particularly fruitful terrain for analysing the development of productive capacities and also the relationship between pro-
ductive capacities, economic growth and poverty reduction. Their value is also being enhanced at the present moment
as analysts are seeking to synthesize the macroeconomic insights of post-Keynesian growth analysis with the
microeconomic insights on technological capability-building of neo-Schumpeterian and evolutionary economics (see
Llerena and Lorentz, 2004a, 2004b), and also to apply this new synthesis to understand the specific policy problems of
developing countries (see Ocampo, 2005; Cimoli, 2005; Cimoli, Primi and Pugno, 2005). This work has not yet, how-
ever, been applied to illuminate development policy issues within the LDCs. This Report seeks to do so.
L Exceptions to this generalization are the following: (i) UNIDO’s analyses of industrial development (see, in particular, UNIDO, 2005); (ii)
the series of reports by ECLAC since 1990 which examine the problem of promoting productive development with social equity in open

economies (see ECLAC, 2004); and (iii) UNCTAD’s analyses of the policies underlying East Asian development success, notably through
the animation of an investment—profits—export nexus (see UNCTAD, 1994, 1996).

CHART 9. HOwW PRODUCTIVE CAPACITIES DEVELOP
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1. THE CORE PROCESSES

Productive capacities develop within a country through three closely
interrelated processes: capital accumulation, technological progress and
structural change. Each of these processes is related to the three basic elements
of productive capacities identified in section B. Capital accumulation is related
to changes in the supply of productive resources. Technological progress is
related to the development of technological capabilities. Structural change is
related to changes in the types and density of the production linkages within an

economy.

Productive capacities develop Capital accumulation is the process of increasing capital stocks of various
within a country through kinds through investment. This involves physical capital formation, which
increases stocks of plant, machinery and equipment used by firms and farms as
well as supporting economic and social infrastructure facilities; human capital
formation, which depends in particular on public expenditure on health and
education; and the sustainable use of renewable and non-renewable
progress and structural environmental assets to maintain natural capital or to ensure that the expansion
change. of produced capital is faster than the depletion of natural capital. Investment in

human development, as inscribed in the targets for human well-being within the

three closely interrelated
processes: capital
accumulation, technological

Millennium Development Goals and advocated by the UN Millennium Project
(2005), is an important part of developing productive capacities. But the process
of developing productive resources cannot be limited to this activity.

Technological progress is the process of introducing new goods and services,
new or improved methods, equipment or skills to produce goods and services,
and new and improved forms of organizing production through innovation.
Innovation is the application of knowledge in production. It requires
technological capabilities, which can be defined as the knowledge, experience
and skills needed to introduce new products, new production processes and
forms of organizing production, or to improve old ones. The development of
technological capabilities can be described as a process of technological
learning.

Structural change is the change in the inter- and intrasectoral composition of

production, the pattern of inter- and intrasectoral linkages and the pattern of
linkages amongst enterprises. There are strong empirical regularities between

Investment in human the increase in the potential output of an economy and changes in its
development is an important production structure. This was recognized by Adam Smith, who wrote about the
part of developing importance of an increasing division of labour for the wealth of nations. But

increasing output per worker within an economy has historically been associated
with a decline in the proportion of the labour employed in agriculture and a rise
in the proportion employed in industry, particularly manufacturing, and

productive capacities.

services, together with a shift within broad sectors towards activities which use
more capital and skills. There has also been a general tendency for the
production linkages within a country to become denser and more “roundabout”
as a higher proportion of output is sold to other producers rather than final users
(Chenery, Robinson and Syrquin, 1986).

Capital accumulation, technological progress and structural change are all
closely interrelated. New technologies are often embodied in machinery and
equipment, and thus much innovation requires fixed capital investment
(physical capital formation). Human capital formation is also necessary in order
to improve the skills base, which is an essential foundation for technological
learning. The potential profits associated with innovation are also a major
incentive for investment, and the realization of such profits is an important
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source to finance further investment and innovation. Investment and innovation
are also the proximate causes of structural change, a process of creative
destruction in which some activities and sectors develop whilst others are
destroyed.

Structural change also affects the potential for further investment and
innovation. One reason for this is that not all activities have the same potential
to create and develop productive capacities through investment and innovation.
In short, there are dynamic products, leading sectors or “high quality” activities
which are active determinants of growth momentum or, as it is put colloquially,
“engines of growth”. Another (related) reason is that production
complementarities amongst activities, sectors and enterprises can set in train
dynamic production linkage effects. These are stimuli to investment and
innovation in particular sectors and enterprises which emanate from investment
and innovation in other sectors and enterprises.

Dynamic activities (engines of growth) have been identified on various
criteria (see, for example, Reinert, 1995). These include (i) demand
characteristics, in particular whether there is a high income elasticity of demand
for products; (ii) competitive environment, in particular whether markets are
imperfectly competitive (and therefore can vyield high profits) or perfectly
competitive; and (iii) potential for technological progress and the development
of a dynamic investment—profits nexus. But an important basic feature which
differentiates more dynamic from less dynamic activities is whether they are
subject to increasing returns or diminishing returns (Reinert, 2004). In
diminishing returns activities, as labour is added to a fixed factor (such as land in
the case of agriculture), the added output of each additional worker falls. In
increasing returns activities, labour productivity and per capita income rise as
output and employment expands, whilst in diminishing returns activities they
fall. Mechanisms through which increasing returns occur include: economies of
scale or scope, in which unit costs decrease with increases in the scale of
production; learning-by-doing, in which productivity increases according to
cumulative production experience; productivity growth based on an increasing
division of labour and specialization; and strong dynamic linkage effects.

Dynamic production linkage effects occur through demand-side
relationships and supply-side relationships. On the demand side, the multiplier
effects of export growth depend very much on domestic production linkages.
They are very small if the export sector operates as an enclave and also if there
are high propensities to import. The supply-side effects of production
complementarities work through a range of mechanisms, including the positive
externalities that different economic agents generate among themselves through
cost reductions made possible by economies of scale in production or lower
transport and transaction costs (economies of agglomeration), or through the
induced provision of more specialized inputs or services (economies of
specialization), or through the externalities generated by the sharing of
knowledge and the development of human capital that can move among firms
(technological or knowledge spillovers) (Ocampo, 2005: 18).

The fact that economic activities are not all alike in their potential for further
development of productive capacities and that there are dynamic inducement
effects associated with production linkages has the important corollary that
production structure is not simply a passive outcome of the growth process, but
rather an active determinant of growth potential. This is why structural
transformation, which itself reflects the past path of development of productive
capacities within an economy, is so important for the future potential

The fact that economic
activities are not all alike in
their potential for further
development of productive
capacities and that there are
dynamic inducement effects
associated with production
linkages has the important
corollary that production
structure is not simply a
passive outcome of the
growth process, but rather an
active determinant of growth
potential.
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development of productive capacities. However, the existence of qualitative
difference amongst activities creates difficult policy challenges for Governments.
In essence, the dilemma they must address is how to promote structural
transformation and thus harness the potential positive growth effects of dynamic
activities without falling into the multiple traps of “picking winners”.

2. CUMULATIVE CAUSATION, DEMAND AND
THE DEVELOPMENT OF PRODUCTIVE CAPACITIES

Capital accumulation, technological progress and structural change are
cumulative processes in which investment, innovation and the production
structure at one point in time create the conditions for further investment,
innovation and structural change. Within capitalist forms of production, business
profits are the major incentive for investment, and at the same time profits are
an important source for financing investment as well as an outcome of
investment. Capital accumulation accelerates if there is a strong investment-—
profits nexus in which businesses constantly reinvest in order to increase profits
and investment. Technological learning is similarly cumulative and path-

dependent, with earlier knowledge, skills and experience providing the basis for
the emergence of new capabilities. But these processes will not occur
automatically by themselves or continue in some mechanical fashion for ever.
The sustained development of productive capacities occurs when there is a
virtuous process of cumulative causation in which the development of
process of cumulative productive capacities and the growth of demand mutually reinforce each other
causation in which the (Myrdal, 1957; Kaldor, 1967, 1981; Hirschman, 1958).

development of productive

capacities and the growth of

demand mutually reinforce
each other.

The sustained development of
productive capacities occurs
when there is a virtuous

The importance of demand in the development of productive capacities
reflects the fact that productive capacities create only a potentiality for
production and growth. At any point in time, existing productive capacities set a
ceiling to actual output. But the existence of that ceiling does not mean that
existing productive capacities will be fully utilized. Whether the potential

inherent in any given set of productive capacities is realized or not depends on
demand-side factors. This is an obvious point which can be easily
conceptualized once it is realized that there is a difference between the creation
of new productive capacities and their utilization, and that decisions to create
productive capacities through investment and innovation are based on profit
expectations and hence demand expectations. But it requires rejection of the
mainstream assumptions that savings automatically creates investment, that
productive resources are invariably fully employed and that demand adjusts
passively to accommodate supply (see Leon-Ledesma and Thirlwall, 2002).

Introducing demand into the picture does not mean that there are no supply
constraints. In fact, as indicated earlier, at any point in time supply constraints
set a ceiling to actual output. But both the level of utilization of productive
capacities and their development over time must also take account of demand
constraints and the growth of demand.

Demand growth originates from three sources: domestic consumption,
domestic investment and net exports (i.e. exports minus imports). Exports are a
particularly important component of demand for two reasons. Firstly, whereas
both consumption demand and investment demand depend on national
income, export demand is autonomously determined. Secondly, both
consumption demand and investment demand have an import component and
without export earnings, domestic demand will have to be constrained to ensure
balance-of-payments equilibrium (Thirlwall, 2002: 53). Within poor countries,
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exports are even more important as the underdevelopment of their production
structures means that they have to import most intermediate inputs and capital
goods. But the importance of exports does not mean that domestic sources of
demand can be neglected in a growth process. Michael Porter, in his business-
focused analysis of international competitiveness, identifies home demand
conditions as one of the four basic determinants of international
competitiveness in particular industries (Porter, 1990: 86-100). Classic work
identifying recurrent patterns of economic development also has found that in
small countries at early stages of development, domestic demand growth is
typically the source of over 75 per cent of economic growth (Chenery, Robinson
and Syrquin, 1986).

The way in which the development of productive capacities and the growth
of demand can be linked in a virtuous circle of cumulative causation is shown in
simplified form in chart 10. In that chart, increased productive capacities are
associated with an increase in average productivity. Growth of productivity has
three basic causal links to growth of demand. Firstly, it can increase
competitiveness and thus net exports. Secondly, it can increase profits, which
stimulate investment — the second component of demand — which in itself can
lead to further increases in productivity. Thirdly, it increases real wages and also
real incomes within household enterprises (both smallholder farms and urban
informal-sector enterprises). This increases consumption, which may also be
supplemented by use of profits for consumption, although this will reduce the
intensity of the link between profits and investment. A further possible causal
link (which is left out of the chart) is through the increased fiscal space which

Exports are a particularly
important component of
demand, but the importance
of exports does not mean that
domestic sources of demand
can be neglected in a
growth process.

CHART 10. LINKS BETWEEN THE DEVELOPMENT OF PRODUCTIVE CAPACITIES AND GROWTH OF DEMAND
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Governments can achieve through the expansion of the productive base and
productivity. This enables increased public investment, which can be important
for crowding in private investment, as well as increased government
consumption expenditure, which can also help to improve the living standards
of the population and further encourage the growth of consumption.

Whilst the growth of productivity stimulates the growth of demand, the
growth of demand, in turn, stimulates the development of productive capacities
and productivity growth. This occurs most simply through the full utilization of
o productive capacities and the incentives for investment and innovation which
structural change within a  growing demand creates. But in addition to this there are possibilities for various

country, as well as the increasing returns to scale as market demand expands, as well as the dynamic
relationship between the production linkage effects discussed earlier.

development of productive

Capital accumulation,
technological progress and

L Sustaining a positive process of cumulative causation between the
capacities and the growth of | : .

evelopment of productive capacities and the growth of demand creates

demand, are all strongly difficult dilemmas. Within more advanced economies, the central issue has

influenced b)’ the relationship been the division of value added between profits, which animate investment

of the country with the rest of demand, and wages, which animate private consumption. Within poor

the world. developing economies which have an industrial sector but where the major part

of the population is still engaged in agriculture, the central issue has been the

problem of mobilizing savings from the agricultural sector without undermining

incentives for expanded agricultural production and without squeezing the
domestic demand for industrial output, which must, of necessity, come
primarily from agricultural household incomes.

3. THE IMPORTANCE OF GLOBAL INTEGRATION

Capital accumulation, technological progress and structural change within a
country, as well as the relationship between the development of productive
capacities and the growth of demand, are all strongly influenced by the
relationship of the country with the rest of the world. This external relationship
has become increasingly important over the last thirty years as a result of
globalization and liberalization. Globalization has involved “an increasing flow
i > of goods and resources across national borders and the emergence of a

of developing national complementary set of organizational structures to manage the expanding
economies into the global  network of international activity and transactions” (UNCTAD, 1997: 70). With a
economy has brought both  view to becoming part of this process and also in order to take advantage of it,

new opportunities, in Governments have at the same time undertaken increasing trade and capital
account liberalization. This has opened their national economies more fully to
the influence of external factors.

The increasing integration

particular, enhanced access
to markets, knowledge,

technology and capital. The increasing integration of developing national economies into the global
economy has brought both new opportunities and new risks. On the positive
side, there are various ways in which global integration can support the
development of productive capacities through capital accumulation,
technological progress and structural change. These include, in particular,
enhanced access to markets, knowledge, technology and capital. But on the
negative side, globalization has been associated with increasing instability,
exclusion and inequality.

Focusing on the positive side, exporting to international markets is, as already
noted, an important component of the growth of demand. At the initial stages of
development, when there is mass poverty and the domestic market is limited,
exporting enables natural resources and labour resources, hitherto underutilized
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owing to domestic demand constraints, to be productively mobilized. With a
progressive upgrading of export composition towards more knowledge-, skill-
and capital-intensive products, together with strong domestic production
linkages effects associated with export activities, exporting can also accelerate a
process of structural change which increases the overall productivity of an
economy. There is the possibility of a virtuous circle in which fast export growth
leads to fast output growth; fast output growth leads to fast productivity growth
(through the increasing returns mechanisms discussed earlier); and fast
productivity growth leads to increased competitiveness.

Enhanced access to knowledge and modern technologies already being used
in other countries can also enable latecomer economies to achieve significant
productivity increases without having to reinvent continually. This is particularly
important for very poor countries because the potential for technological
progress is actually greatest in the countries which are furthest behind the
technological frontier. Exporting can facilitate the acquisition of modern
technologies through links with buyers and also because a major channel for
technology transfer to developing countries, particularly the poorest ones, is
through imports of machinery and equipment. Foreign direct investment can
also serve as an important channel of technology acquisition under the right
circumstances.

Enhanced access to foreign capital can also boost capital accumulation. This
is particularly important in very poor countries which are trapped in a vicious
circle in which low levels of domestic investment are associated with low
productivity and low domestic savings. In these circumstances, access to foreign
savings can play a catalytic role in starting a virtuous circle of economic growth
and domestic resource mobilization. Once this has been started, foreign capital
can also permit a faster rate of growth of private consumption and poverty
reduction without the degree of belt-tightening which would be necessary if the
national economy was closed and thus economic growth was thus wholly
financed out of domestic savings. Foreign direct investment can be a particularly
important source of foreign capital as it comes bundled with important
entrepreneurial capabilities.

Although the opportunities provided by globalization and liberalization are
sizable and significant, it has become increasingly clear since the mid-1990s that
there are also significant risks associated with these processes.

In this regard, financial globalization has been associated with the increasing
instability of economic growth in a number of countries as a result of the intense
boom-and-bust cycles associated with surges of short-term capital inflows
followed by surges of short-term capital outflows (UNCTAD, 2003: figure 4.2).
In these cases, the associated volatility in exchange rates and macroeconomic
instability have seriously reduced domestic capital accumulation and also led
Governments to keep increasing volumes of resources tied up in foreign
exchange reserves designed to prevent speculation. However, the poorest
countries have not experienced the kind of hot surges and sudden withdrawals
that have characterized emerging market economies in Latin America and East
Asia. For them the problem has been their effective exclusion from international
capital markets and the concomitant need to rely heavily on official resource
inflows as a source of foreign savings.

Clobalization has also been a very uneven process in which very poor
countries, in particular, have experienced marginalization (World Bank, 2002;
Sachs, 2000; Ghose, 2003). With the globalization of competition, the

Although the opportunities
provided by globalization and
liberalization are sizable and
significant, it has become
increasingly clear since the
mid-1990s that there are also
significant risks associated
with these processes.




@ The Least Developed Countries Report 2006

minimum requirements in terms of capital resources, sophisticated technology
and human skills for competing in more open and sophisticated markets have
risen for some products. Even in basic commodity markets, buyers within
commodity chains have upgraded their volume, reliability and quality criteria for
purchasing, and these more stringent market requirements have called for ever
larger investments to enter or stay in markets (Gibbon, 2001). The globalization
of production systems, in which different stages of the production process are
located in different countries, has also been associated with different countries
playing different roles in a hierarchical production system which is split into
different activities with different levels of technological sophistication and
different potentials for dynamic learning through technology spillovers.
Countries may thus get locked in to a particular level of technological
sophistication, depending on their position in the hierarchical production
network (Henderson, 1989).

Clobalization has also been a
very uneven process in which
very poor countries, in
particular, have experienced

marginalization. It has also been shown that the uneven nature of globalization processes has
been associated with increasing inter-country inequality, as well as a widening
gap between the richest and poorest countries (Svedberg, 2004; Milanovic,
2005). Exclusion from global markets, technology and capital has also not been
total but rather associated with partial incorporation. Within many countries,
there has been an increasing momentum towards a dualistic production
structure in which productivity improves in a few enterprises and activities
which are effectively linked to the rest of the world, but these enterprises and
activities have few links with the domestic economy (Cimoli, Primi and Pugno,
2005). This is a particular problem within very poor countries, where export
sectors, for example in large-scale commercial farms, mines, tourism and labour-
intensive manufacturing located within an export-processing zone, function as
economic enclaves (UNCTAD, 2004). As inequality increases within countries
and economic opportunities are insufficient to meet the needs of the educated
population, there has been an increasing brain drain, which further diminishes
the human capacity to take advantage of the manifold opportunities which
Within many countries, globalization could bring.
there has been an increasing
momentum towards a

dualistic production structure

4. THE IMPORTANCE OF INSTITUTIONS

in which productivity The balance between the opportunities and the risks that globalization
improves in a few enterprises  brings in relation to the development of productive capacities depends to a large
and activities which are extent on the policies which a country adopts to manage the integration of the

effectively linked to the rest national economy with the global economy, as well as the nature of national and

of the world, but these mternatl.onal institutions. The term “institutions” will be understqod .here to

. L refer, using a distinction made by Douglas North (1990), to both the institutional
enterprises and activities have . " : .

' ) environment (the set of political, social and legal ground rules that establish the

few links with the basis for production, exchange and distribution — for example, systems of

domestic economy. property rights) and institutional arrangements (regular relationships amongst

economic agents which govern the way in which they cooperate and compete).

The latter can be formalized through the establishment of organizations (such as

firms) or entail looser relationships governed by informal rules and recurrent

relationships.

The national institutions which matter for the development of productive
capacities are various. They encompass, for example, the social values which
govern attitudes towards capital accumulation and technological progress that
are embodied in diverse cultures, as well as the household and wider gender
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institutions which govern how the social relations of production are integrated
with the social relations of reproduction. But within this Report the focus will be
upon economic institutions, in particular the following:

* Markets—the degree of development or underdevelopment of product
and factor markets, as well as their degree of competitiveness;

* States — which (i) govern the background rules for market exchange,
provide the physical infrastructure and other public goods, including
macroeconomic stability, required for a modern market economy; (ii)
support the development of entrepreneurial capabilities and also
coordination mechanisms required to ensure joint commitment amongst
linked economic agents and activities, and (iii) affect the availability and
cost of various productive resources, including finance capital, human
capital and natural resources;

* Firms — which are the basic locus of investment and innovation and
necessary institutions to realize the creative potential of the market;

* Non-market coordinating mechanisms (such as business associations)
associated with production linkages, including between economic agents
oractivities whose production is already interlinked or can be potentially
interlinked;

* Financial systems — which are critical for realizing potentially profitable
investment opportunities and processes of capital accumulation;

* Knowledge systems — the set of institutions which enable or constrain
processes of technological learning and the development of capabilities
which underlie innovation.

For rapid capital accumulation and technological progress the nature of the
relationship between the entrepreneurial class and the State is very important.
But this is a question of the nature of the private sector as much as it is of the
nature of good governance. In very poor countries in particular, the problem is
that markets are underdeveloped and there are very few firms. In this situation
the policy challenge is not to get the Government out of the way on the
assumption that a capitalist market economy is already in existence and that the
problem is to make it work better by removing excessive government regulation.
The policy challenge is to create markets.?

With globalization and liberalization, international institutions also matter
for capital accumulation, technological progress and structural changes within
countries. Critically important are the international regimes governing private
capital flows and aid, technology transfer and intellectual property rights, and
international migration, both globally and regionally. The nature of these
international regimes has an important role to play in enhancing the
opportunities provided by globalization and reducing its risks. They are generally
characterized by asymmetries which constrain and enable different countries to
a different extent. These asymmetries are a result of the relative power of
different States to ensure that the interests of the economic groups which they
represent are reflected within them. Improving both national and international
institutions is an important policy pressure point to promote the development of
productive capacities within LDCs.
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D. The value added for policymakers of
a focus on productive capacities

There are two general reasons why the focus on productive capacities is
important for policymakers:

* Firstly, it provides a better understanding of how to promote economic
growth — how to start it, to sustain it and to accelerate it.

* Secondly, it provides a better understanding of the links between
economic growth and poverty reduction, why some forms of economic
growth are more poverty-reducing than others, and thus how to ensure
that economic growth supports the objective of poverty reduction.

1. PRODUCTIVE CAPACITIES AND ECONOMIC GROWTH

The focus on productive capacities provides a better understanding of
economic growth because the expansion, development and utilization of
productive capacities are at the heart of processes of economic growth. This is
implicitly recognized by both neoclassical and endogenous growth theories
which analyse growth using an aggregate production function which expresses
the relationship between aggregate output on the one hand and stocks of factor
inputs (productive resources in our terminology) and their productivity on the
other hand. However, these bodies of knowledge generally do not use the
notion of “productive capacities”. The term “productive capacities” is explicitly
used, rather, within various theories of economic growth which are currently

The recognition that supply-  neglected in development policy analysis. These theories are those already
side constraints are a matter  introduced above, which in this Report provide the basis for understanding how
of both supply conditions and productive capacities develop (see box 5). They go beyond the identification of
the relative importance of supply-side ingredients of economic growth and seek
to get behind the abstract aggregates of the neoclassical growth models —
capital (K), labour (L) and total factor productivity. By focusing on the reality of
production they lead to a different understanding of growth processes from that
provided by the mainstream models, which can help policymakers, particularly
in poor countries, gain a better view of how to start, sustain and accelerate
economic growth.

demand conditions can lead
to much improved policy.

One important insight which can be derived from these theories is that both
supply-side and demand-side factors are important in the analysis of economic
growth. This makes it possible to explain what animates capital accumulation,
innovation and structural change. The recognition that “supply-side constraints”
are a matter of both supply conditions and demand conditions can lead to much
improved policy. Within very poor countries which are highly aid-dependent, it
shifts attention from promoting an illusory supply-side aid fix (for example, to
remedy deficient infrastructure) to considering how relaxing supply-side
constraints can be part of a process of reinforcing domestic processes of
economic growth founded on the interaction between the development of
productive capacities and the growth of demand.

A second key insight for policymakers that can be derived from these
theories is that productive capacities are not wholly generic but rather also
activity-specific and enterprise-specific. From this perspective, the growing
economy is not seen as an “inflating balloon” (as Ocampo, 2005, has vividly put
it) in which increasing supplies of factors of production and a steady flow of
technological progress smoothly increase aggregate GDP. Rather than being an
outcome of economy-wide processes, economic growth is understood as being
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affected by the sectoral composition of the economy, as well as by the
interactions between macro-processes, structural dynamics and the exercise of
entrepreneurship at the micro-level.

A third important insight is that growing economies do not necessarily follow
a steady-state growth rate in which productive resources are always fully utilized
and there is full employment. Rather, the possibility of underutilization of
resources and a gap between the potential (full-capacity) growth rate and the
actual growth rate are recognized. This leads to a more complete analysis of
growth processes which includes the role of demand as well as supply, as
indicated above. Moreover, it facilitates analysis of the links between growth
and poverty in all situations where underemployment of labour are central
causes of poverty. Within most developing countries, and particularly in the least
developed countries, this issue is the heart of the matter.

Fourthly, a further insight from these growth theories is that the development
of productive capacities is a cumulative, step-by-step process in which what is
possible at any given moment depends on the past path and current state of
development. This idea (which some economists call “path dependence”) is
intuitively quite obvious, but it is quite different from the assumption that the
economy is always in, or rapidly moving towards, equilibrium. The step-by-step
view of the growth process is important for the policymaker because it implies
that sequencing issues are central to development strategies and the
development of productive capacities is an evolutionary process in which
certain prerequisites have to be in place before other developments can take
place.

2. PRODUCTIVE CAPACITIES AND POVERTY REDUCTION

The focus on productive capacities provides a better understanding of
poverty reduction firstly because economic growth is a necessary condition for
the reduction of poverty. But the focus on productive capacities can also
provide a better understanding of the extent to which economic growth is
poverty-reducing. For many developing countries the extent to which improved
economic growth performance is failing to lead to improved human well-being
for poorer citizens has become a major concern. It is this concern which has led
to the propagation of the notion of “pro-poor growth” as an important policy
objective (World Bank, 2005b). But what pro-poor growth means is highly
contested and how to achieve it remain elusive (see box 6). A focus on
productive capacities can illuminate this issue.

Chart 11 is a schematic representation of the key links between economic
growth, productive capacities and poverty reduction. On the left-hand side of
the chart, there is the virtuous circle between the development of productive
capacities and economic growth. On the one hand, economic growth provides a
demand-side stimulus for the development and fuller utilization of productive
capacities. On the other hand, the development of productive capacities
releases supply-side constraints, thus enabling faster growth. But on the right-
hand side of the chart, there are further feedback loops between the
development and utilization of productive capacities on the one hand, and
poverty reduction on the other hand, and vice versa.

The development of productive capacities can lead to poverty reduction
through three major mechanisms. Firstly, it enables the progressive absorption of
the unemployed and underemployed into expanding economic activities with
higher productivity (Islam, 2004). As productivity increases, earnings can also
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Box 6. PrRODUCTIVE CAPACITIES, PRO-POOR GROWTH AND INCLUSIVE DEVELOPMENT

The notion of pro-poor growth has become pivotally important within the design of poverty reduction strategies. It
promises a way of getting beyond the limits of a microeconomic approach to poverty analysis divorced from the macr-
oeconomic setting on the one hand and an over-simplistic view that growth is always and invariably good for the poor
on the other hand.

The microeconomic approach to poverty analysis adopts the household as the basic unit of analysis, divides the popula-
tion into poor and non-poor on the basis of a chosen income or consumption poverty line, and then focuses on the
characteristics which distinguish the poor from the non-poor. These correlates of poverty (which may include such fac-
tors as food production as the major occupation, illiteracy, living in a female-headed household and living in a remote
location) can then be seen as causes of poverty and as factors which policy must seek to address. But the problem is that
such micro-analysis is divorced from the broader macroeconomic context. The efficacy of policies based on such ob-
served relationships depends on whether or not relationships in aggregate are the same as those observed at the indi-
vidual level.

Linking such poverty diagnoses to the macro-context is a difficult task and thus analyses of the causes of poverty have
turned to the other end of the problem by focusing on the links between economic growth and poverty reduction.
However, the bold assertion that “economic growth is good for the poor” has not proved to be robust. The notion of
pro-poor growth recognizes that economic growth is a necessary but not sufficient condition for poverty reduction and
seeks to identify the conditions and policies under which economic growth is more poverty-reducing or less poverty-re-

ducing.

There is, however, no agreement on what pro-poor growth actually is (see Kraay, 2005; Ravallion, 2004; World Bank,
2005b). Some argue that any economic growth which reduces poverty is pro-poor growth. Others suggest that eco-
nomic growth is pro-poor if the income share of the poor increases. In this formulation, pro-poor growth is a particular
type of inequality-reducing growth. Others suggest that economic growth is pro-poor if the rate of income growth of the
poor accelerates. This can occur with increasing inequality (and falling income shares of the poor) if the income growth
of the poor accelerates more slowly than the income growth of the non-poor.

A common feature of these three definitions of pro-poor growth is that they are founded on a statistical approach to
poverty analysis which is based on the statistical relationships between economic growth, income inequality and pov-
erty. From a statistical point of view, the strength of the impact of economic growth on poverty reduction can certainly
be “explained” in terms of the arithmetic relationships between rising average incomes and changes in income distribu-
tion (Bourguignon, 2003). But empirical work on pro-poor growth shows that to get behind these statistical relationships
it is necessary to consider the dynamics of production structures, the nature of technological choices, the level of utiliza-
tion of productive resources, in particular unemployment and underemployment of labour, and patterns of productive
growth and access to productive assets (World Bank, 2005b). In short, the growth—poverty relationship is endogenous to
the growth process and depends on the way in which productive capacities expand, develop and are utilized.

Itis possible to get a different view of the relationship between economic growth and poverty reduction by shifting from
a statistical approach to poverty analysis to what Graham Pyatt has called a “structuralist approach to poverty analysis”
(Pyatt, 2001). Such an approach, as elaborated by Pyatt, is founded on the view that household living standards are pri-
marily based on the generation and sustainability of jobs and livelihoods. The starting point for poverty analysis should
thus be an analysis of how people make a living, which in turn depends on the structure of the economy and its relation-
ships with the rest of the world (for an extended discussion see UNCTAD, 2002: box 16, p. 192). Islam (2004) has also
argued that pro-poor growth should be seen as a process in which economic growth, development of productive ca-
pacities and expansion of productive employment opportunities reinforce each other in a cumulative virtuous circle.

The present Report adopts a structuralist approach to poverty analysis (in Pyatt’s sense) and argues that the development
and utilization of productive capacities are at the heart of processes of poverty reduction. This is what pro-poor growth
should be about. But given the ambiguities surrounding that term, this Report, like earlier LDC Reports, prefers to speak
of “inclusive development” to describe an economic growth process which is broad-based and socially inclusive.
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CHART 11. THE RELATIONSHIP BETWEEN ECONOMIC GROWTH, PRODUCTIVE CAPACITIES AND POVERTY REDUCTION

® |Increased consumption demand

® Enterpreneurship

Demand-side stimulus e Human development
. Development Poverty
Economic and utilization of reduction
growth productive capacities

Relaxation of supply-side constraints Expansion of productive employment
Lower prices of wage goods

Improved public services

Better governance

rise, although in conditions where there is surplus labour the key effect will
occur through the expansion of employment opportunities rather than rising real
wage rates. The extent to which the development and fuller utilization of
productive capacities will lead to poverty reduction depends on the
employment potential of this change, in terms of the number of new
employment opportunities and the increase in labour productivity, as well as the
extent to which the poor are able to integrate into the growth process by getting
access to the new jobs and livelihoods. Secondly, the development of

productive capacities can lead to the lowering of the prices of wage goods,
particularly food prices, and the reduction in instability in those prices. This is . .
an important mechanism for raising real incomes and poverty reduction. Developing productive
Thirdly, the strengthening of the productive base of an economy can enable capacities is essential for
increased government revenue. This allows improved public services and also  increasing the fiscal space
better governance, both of which further support poverty reduction. which is essential for

, . . . improving governance.
The link between productive capacities and good governance is important as P §8

good governance is essential for wealth creation, poverty reduction and political

stability. There are certainly instances of inadequate governance which arise
from rapacious leadership in very poor countries. But as well as bad volition,
lack of financial resources and lack of capacity, which are partly due to lack of
financial resources, are key sources of inadequate governance (UN Millennium
Project, 2005). How is it possible, for example, to have financial accountability
when government cannot attract competent accountants owing to low salaries?
Good governance requires a competent and adequately paid civil service,
judiciary and police force; adequate communication and information
technology; equipment and training for a reliable police force; and modern
technological capabilities for customs authorities to secure borders. In countries
with weak productive capacities and a low GDP per capita, governance is likely
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to be constantly underfunded and it will be difficult to provide the services
expected of a modern State in a globalizing world. Developing productive
capacities is essential for increasing the fiscal space which is essential for
improving governance.

Through these mechanisms the development of productive capacities
supports poverty reduction. But as chart 11 shows, poverty reduction in turn
supports the development and utilization of productive capacities. Firstly,
higher incomes and earnings allow poor people to spend more on education,
health, nutrition and skills formation (Islam, 2004). Secondly, poverty reduction
increases consumption demand and thus acts as a stimulus to the full utilization
and further development of productive capacities. This effect of poverty
reduction is not so relevant within economies where poverty is a phenomenon
which affects a minority of the population. But where there is mass poverty,
rising real incomes of the poor is a major channel of expansion of aggregate
demand. As the chart shows, this depends on employment expansion with rising
productivity. Thirdly, poverty reduction acts to promote productive
entrepreneurship.

This feedback loop exists because people living at a bare subsistence
minimum cannot take entrepreneurial risks because it is a matter of life and

death for them. Instead they have to focus on low-risk activities which are at the
. . same time low-return activities. These may involve, for example, avoiding price
The virtuous circle between o L . .
fluctuations in markets by sticking to a certain level of subsistence food
the development of production or reducing risk by getting involved in multiple, low-productivity
productive capacities and livelihoods without specializing. All-pervasive and life-threatening insecurity also
poverty reduction can adversely affects entrepreneurship as it leads to short-termism and can reinforce
reinforce the virtuous circle  the predatory behaviour which is associated with unproductive

between the development of ~ entrepreneurship.

prOdUCUve capacities and Thus the virtuous circle between the development of productive capacities

economic growth. and poverty reduction can reinforce the virtuous circle between the
development of productive capacities and economic growth. It must be stressed

that this is not likely to be a straightforward, uninterrupted or conflict-free
process. There can be, for example, a trade-off between employment expansion
and productivity growth. For example, it would be possible to build an irrigation
ditch with crude tools employing many people working at low labour
productivity with very low remuneration or with machines working at high
labour productivity. For any given rate of economic growth, the higher the rate
of labour productivity growth, the lower the rate of growth of employment.
Moreover, there is a trade-off between increases in consumer demand and
increase in household savings. But the chart identifies the major channels
through which the development and utilization of productive capacities support
a process of pro-poor growth and inclusive development.

Ideally, policymakers should seek to start, sustain and accelerate a
cumulative process in which the development of productive capacities, based
on investment, innovation and structural change, and the growth of demand
mutually reinforce each other. Inclusive development (or pro-poor growth) will
be achieved if this is done in such a way that productive employment expands,
prices of wage goods fall and fiscal space is expanded. Poverty reduction will in
turn reinforce the development of productive capacities through its impact on
human development, entrepreneurship and consumption demand. This will in
turn reinforce economic growth.
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E. Conclusions

This chapter has four basic messages.

Firstly, although the term “productive capacities” is increasingly used in
development policy discussions, there is no accepted definition of what it is.
Rather, there is a profusion of overlapping concepts. This Report adopts a broad
approach to defining productive capacities. This does not limit it to certain types
of ingredients of production (for example, physical infrastructure or human
resources) or to certain types of economic activity (such as exports or
manufactures). Productive capacities are defined as the productive resources,

entrepreneurial capabilities and production linkages which together determine
the capacity of a country to produce goods and services and enable it to grow By focusing on the promotion

and develop. of economic growth through
the development and full
utilization of productive

capacities, policymakers in

Secondly, as with the definition of the term, there is no accepted approach
to analysing how productive capacities develop. This Report adopts an eclectic
analytical framework based on the insights of various theories of economic

growth which are currently neglected within development policy. These theories LDCs can design more
emphasize the importance for economic growth of technological capabilities,  effective poverty reduction
entrepreneurship and the dynamics of production structures, and they also view strategies and their

economic growth as a cumulative process based on the interaction between

development partners can
supply-side and demand-side factors.

provide more effective

Thirdly, drawing on these theories, this Report suggests that: international support for
LDCs.

* The core processes through which productive capacities develop are
capital accumulation, technological progress and structural change;

e The sustained development of productive capacities occurs through a
process of cumulative causation in which the development of productive
capacities and the growth of demand mutually reinforce each other;

* The development and utilization of productive capacities within a
country are strongly influenced by the degree and form of its integration
into the global economy as well as by national and international
institutions.

Fourthly, by focusing on the promotion of economic growth through the
development and full utilization of productive capacities, policymakers in LDCs
can design more effective poverty reduction strategies and their development
partners can provide more effective international support for LDCs. The focus
on productive capacities will not only help policymakers to start, sustain and
accelerate economic growth, but also ensure that economic growth is more
poverty-reducing.

This requires a better understanding of the current status of productive
capacities within the LDCs, of how they are developing (or not) and of key
constraints on the development of productive capacities. The main body of this
Report undertakes this analysis, whilst the final chapter draws some general
policy implications for the LDCs and their development partners.
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Notes

1. Kingand Palmer (2005) provide an extended discussion of the use of the term “capacity”
in international cooperation.

2. Thishasimportantimplications for the role of investment in achieving effective structural
adjustment. See Giriffin (2005).

3. This is at the heart of the analysis of economic reforms in the 1990s by Japanese
economists — see notably Ishikawa (1998) and Ohno (1998), as well as their alternative
paradigm, the Economic Systems Approach, which seeks to promote, in a unified way,
the development of productive capacities (human resources, equipment, technology),
the enhancement of organizations and institutions, and structural change (composition
of output and allocation of resources) (Yanagihara, 1997: 11).
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Economic Growth and
Capital Accumulation

A. Introduction

The core processes through which productive capacities develop are capital
accumulation, technological progress and structural change. This chapter and
the next one examine how these processes are working in the LDCs. Although
they are closely interrelated, the present chapter focuses, for analytical purposes,
on capital accumulation, whilst the next one examines technological progress
and structural change. The working of all three processes within the LDCs is
strongly affected by the degree and form of integration of the LDCs with the
global economy. Thus, the analysis in the present chapter discusses the extent to
which external capital flows, including both ODA and FDI, hinder or facilitate
domestic capital accumulation, and includes estimates of the brain drain from
the LDCs, whilst the next chapter includes discussion of trade integration. The
nature of institutions also affects how these core processes work within the
LDCs, but this issue is discussed in chapter 6.

The first section of the present chapter (section B) provides an overall
framework for the discussion of the two chapters by comparing the actual
growth rates of the LDCs in the past with the potential GDP growth rates which
the LDCs could achieve if the productivity of their labour force was increased in
ways which are feasible for late-developing countries and if their growing labour
force was fully employed. The comparison shows that there is a major
opportunity for accelerated economic growth in the LDCs through the
development and full utilization of productive capacities. But to realize this
opportunity, strong constraints on capital accumulation, technological progress
and structural change must be overcome. Increased investment, encompassing
both physical and human capital formation, and increased effort in building
technological capabilities are both required. Moreover, exports must grow
sufficiently fast to finance the necessary imports for developing productive
capacities and sustaining accelerated economic growth.

After section B, the rest of the chapter focuses on processes of capital
accumulation. Sections C and D examine trends in physical and human capital
formation in the LDCs respectively.' Section E discusses the limits and potential
for domestic resource mobilization, whilst section F discusses the relationship
between external resource inflows, particularly in the form of ODA and FDI, and
domestic capital accumulation processes. The concluding section summarizes
the main messages of the chapter.

B. Economic growth in the LDCs:
Potential versus actual

1. THE GROWTH POTENTIAL OF THE LDCs

The least developed countries have the potential to achieve very high rates of
economic growth and to reduce poverty rapidly. The high growth potential of
very poor countries can be explained in different ways. For example, it has been
argued that poor countries should grow more rapidly than rich ones because of
diminishing returns to capital in capital-abundant rich countries. This is at the

Chapter

There is a major opportunity
for accelerated economic
growth in the LDCs through
the development and full
utilization of productive
capacities.
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heart of the neo-classical growth model formalized by Solow (1956). Economic
historians, on the other hand, have focused on the potential for technological
latecomers to achieve rapid economic progress because they are
“technologically backward”, in the sense of being behind the global
technological frontier, and thus they can innovate by adopting existing
technologies rather than have to invent from scratch (Gerschenkron, 1962).

However, the best evidence of the high growth potential of very poor countries
is the economic performance of the handful of developing countries, most
notably the newly industrializing economies in East Asia, which have managed
to sustain rapid economic growth over a number of decades and thereby reduce
poverty drastically.

It is not utopian to imagine
that the least developed
countries could achieve the
rapid growth rates which
some very poor countries
have already achieved.

It is not utopian to imagine that the least developed countries could achieve
the rapid growth rates which some very poor countries have already achieved.
This section presents an analytical framework and empirical estimates of how
fast LDCs could grow during the period 2002-2015. The analytical framework

adopted is a modified and extended version of a catching-up model proposed
by Taylor and Rada (2005) for the analysis of the growth potential of several
developing regions. It draws on the methodology used for the analysis of the
growth prospects of Mexico and Central America (Ros, 2006), and is based on
Ros (2005a), who applies this methodology for 23 LDCs for which the necessary
data are available.

In the catching-up model the potential growth rate is estimated assuming
that there is full employment of the labour force and that a number of sources of
potential labour productivity growth within poor countries are exploited. Thus,
potential GDP growth rate is estimated as a function of the labour force growth
and the potential labour productivity growth rate (see box 7). Following Taylor
and Rada (2005), the analysis identifies three major factors as determinants of
potential labour productivity growth. These factors reflect both the heterodox
and orthodox traditions in the analysis of the growth potential. They are as

follows:

1. The effects of increasing returns to scale in industrial sectors of the
economy. Here it is assumed that the overall labour productivity growth
rate responds to the GDP growth rate with a “Verdoorn elasticity’, which
varies according to the structure of the economy. The term ‘Verdoorn

Simulations were made for
two scenarios — a fast catch-
up scenario and a slow catch-

up scenario — based on elasticity’ is used as Verdoorn was the first economist to identify
different assumptions empirically the tendency for a fast growth of manufacturing output to
regarding the ability to take induce a fast rate of labour productivity in manufacturing as a result of
advantage of the static and dynamic returns to scale — Verdoorn’s Law (see McCombie,

Pugno and Soro, 2003).

2. The effects of human capital accumulation. Here it is assumed that a
more rapid increase in educational level (rather than a higher level) will
lead to a higher productivity growth rate.

technological gap between
LDCs and other developing
countries.

3. The effects of technological backwardness. Here it is assumed that the
size of the gap between the income level of a given country and the
prevailing level in more developed countries is related to productivity
growth rates associated with technological catch-up. This can be
explained, following Gerschenkron (1962), as the result of the “advantages
of backwardness”, or can be seen as the result of a convergence process
in a neoclassical growth model.

The potential growth rate can be derived from projections of the growth of
the labour force and assumptions regarding the values of parameters related to
these three factors. Simulations were made for two scenarios — a fast catch-up
scenario and a slow catch-up scenario — based on different assumptions
regarding the ability to take advantage of the technological gap between LDCs
and other developing countries (see box 7).
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Box 7. A CATCHING-UP MODEL FOR THE LDCs

On the basis of Taylor and Rada (2005) and on Ros (2006), Ros (2005a) developed a model to analyse the growth potential of
the least developed countries. It relies on an identity on the basis of which the potential GDP growth rate (y*) is equal to the
labour force growth rate (I*) and also on the potential labour productivity growth rate (r), in other words:

y*=[*+p (1)
where p=po+yy+nh+GC (2

The potential labour productivity growth rate (p) is determined by (i) the autonomous rate of productivity growth (po); (ii) the
impact of the Verdoorn elasticity (y) on GDP growth (y); (iii) the effect of human capital accumulation (h), whereby the rate of
the increase in educational level leads to a productivity growth rate according to the parameter 1; and (iv) the extent of tech-
nological backwardness (G), assumed to be equal to the gap between a country’s income level and the one prevailing in
more developed countries.’

Combining (1) with (2) gives the following:

y*=A+BG (3)

where: A = [1/(1-9)] (I* +po + nh)
B=1/1-y)

Term G is an inverse function of the “income gap”, | = (Y/P),, /(Y/P) ., between per capita income in the LDCs and the per
capita income of other developing countries, such that when | = 1, a situation in which there is no income gap between LDC
and ODC, productivity growth arising from the catching up process is nil.

The precise speed of catch-up associated with the income gap is specified with a parameter E as follows:
G = E(1- o)

where lo is the initial value of |

The higher the value for parameter E, the faster the rate of technological catch-up.

In estimating the potential growth rates of the LDCs in the sample for the period 2002-2015, a number of assumptions were
made.

Firstly, the labour force grows at the same rate as the population aged 15-64. This assumes that there is no change in the la-
bour force participation rates. Any upward trend in the women’s participation rate will be offset by a reduction in the rate
among school-aged youth.

Secondly, countries are grouped according to their major export specialization — agricultural exporters, oil and mineral export-
ers, manufactures exporters and services exporters — and apparent historical estimates were made of Verdoorn elasticities
(the relationship between output growth and labour productivity growth). Manufactures exporters show the highest Verdoorn
elasticity (0.27) and oil and mineral exporters the lowest (0.08), with agricultural exporters (0.11) and service exporters (0.16)
falling somewhere in between.

Thirdly, human capital accumulation in the LDCs is estimated on the basis of the growth of the educational level index used in
the UNDP Human Development Report (a weighted average of the literacy rate and enrolment in the three levels of educa-
tion). The assumption made is that, with few exceptions, the rate of human capital accumulation is the same in all the LDCs in
the sample, such that by 2015 the educational index converges towards today’s average level of education in developing
countries. This implies a rather high rate of human capital accumulation (2.4 per cent per year). The exceptions are Cape
Verde (h = 1.8 per cent), Maldives (h = 0.3 per cent) and Sao Tome and Principe (h = 1.7 per cent), with relatively high ini-
tial educational indexes, which are assumed to converge towards today’s average level of education in high human develop-
ment countries. Labour productivity growth is assumed to respond to human capital growth with a parameter of 0.5 (). This
is based on Ros (2000) who finds this parameter for a sample of developing and developed countries.?

Fourthly, two scenarios are assumed with regard to the effect of the income gap on technological catch-up — a slow
catch-up scenario and a fast catch-up scenario. In the slow catch-up scenario, the value of the parameter E, which governs
the speed of catch-up associated with any given income gap, is 0.013, which is equivalent to the historical experience of the
LDCs in the sample during the period 1980-2003. In the fast catch-up scenario, the parameter E is set equal to 0.04, which
assumes that GDP per capita in the LDCs will converge towards the average level in other developing countries at a rate equal
to one third the rate at which Japan converged towards developed country levels in the post-war period.> The growth of per
capita income in developing countries is assumed to be 2.8 per cent per year (the value recorded for the period 1990-2002).
Source: Ros (2005a).

' The technological backwardness can be seen as an “advantage” (Gerschenkron, 1962) or as a result of a convergence process in a neoclassical
growth model.

2 Maddison’s estimate (1995) (N = 1) is more optimistic.

> See Taylor and Rada (2005). There are two exceptions — Cape Verde and Maldives — with levels of per capita income in 2002 higher than the
developing country average. These two countries are assumed to converge towards the world average.
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The results of the simulations for the two catch-up scenarios are presented in
table 24. For comparison, the table also presents actual GDP and per capita
GDP growth rates for 1990-2003. Several observations can be made on the
basis of the table.

First, the potential GDP growth rate of the LDCs in the fast catch-up scenario
The potential GDP growth  is 7.5 per cent per annum (table 24). This growth rate is similar to the type of
rate of the LDCs in the fast  catch-up growth rates which China and India are now achieving, and which
newly industrializing economies such as the Republic of Korea, Thailand and
. Malaysia sustained in the past. It also meets the rate of growth which the Brussels

cent per annum... which p , )
rogramme of Action declares the LDCs, with the support of the development
meets the target growth rate partners, should strive to attain.? Moreover, it is a growth rate which would
of the Brussels Programme  enable the realization of one of the aspirations of the “Spirit of Monterrey”
of Action. declaration which emerged from the Heads of State retreat at the Financing for
Development Conference held in Monterrey in 2002. This stated as follows:
“We undertake to assist the world’s poorest countries to double the size of their
economies within a decade, in order to achieve the MDGs (Millennium

Development Goals)”.

catch-up scenario is 7.5 per

TABLE 24. PROJECTIONS OF POTENTIAL GROWTH OF GDP AND GDP PER cAPITA IN SELECTED LDCs
AND INCOME GAP RELATIVE TO OTHER DEVELOPING COUNTRIES

GDP growth Per capita GDP growth Income gap?
(% per annum) (% per annum) (%)
1990-2003 2002-2015 1990-2003 2002-2015 2002 2015
Actual Potential growth rate Actual Potential growth rate Actual Potential
growth rate growth rate gap gap
Slow Fast Slow Fast Slow Fast
catch-up catch-up catch-up  catch-up catch-up catch-up
scenario scenario scenario scenario scenario scenario
Angola 3.2 5.2 6.7 0.3 2.3 3.7 53 50 59
Bangladesh 4.9 5.6 7.9 2.6 3.8 6.0 42 48 62
Benin 5.0 5.8 8.3 2.2 3.3 5.7 26 28 37
Bhutan 6.7 5.3 7.1 4.6 2.8 4.5 49 49 60
Burkina Faso 4.2 5.7 8.3 1.3 2.7 5.1 27 27 36
Cape Verde 5.9 5.3 6.4 3.8 3.5 4.5 644
Eritrea 3.7 6.4 9.2 1.4 3.5 6.1 22 24 32
Ethiopia 4.3 5.6 8.3 1.4 3.2 5.8 19 20 27
Guinea 4.2 5.2 6.8 1.7 2.7 4.2 52 51 62
Guinea Bissau 0.4 5.9 8.8 -2.6 3.0 5.7 18 18 26
Haiti -0.1 4.6 6.8 -2.2 3.3 5.4 40 43 55
Lao PDR 6.3 6.0 8.3 4.0 3.9 6.1 42 48 63
Malawi 3.0 5.0 8.0 1.0 3.1 6.0 14 15 21
Maldives 7.1¢ 4.7 6.1 4.2 1.8 3.0 61d
Mali 4.9 6.3 9.0 2.1 3.1 5.5 23 24 32
Mozambique 7.0 5.1 8.0 4.4 3.6 6.4 26 29 40
Rwanda 2.3 4.9 7.3 -0.5 2.8 5.0 31 31 41
Sao Tome and Principe 2.2 5.4 7.7 -0.4 3.1 5.2 32 33 43
Uganda 6.8 5.9 8.3 3.8 2.3 4.5 34 32 42
United Rep. of Tanzania 3.7 5.3 8.3 1.0 3.5 6.4 14 15 22
Vanuatu 2.6 5.3 6.5 -0.1 3.1 4.2 71 74 84
Yemen 5.8 6.6 9.3 1.8 3.0 5.4 21 22 29
Zambia 1.4 4.3 6.8 -0.8 2.9 5.3 21 21 29
Simple average 4.1 5.5 7.5 1.5 3.1 5.2 32¢ 33 43¢

Source: Ros (2005a).
Note:  For explanation of growth scenarios see text and box 1 of the chapter.

a GDP per capita in LDCs as percentage of GDP per capita in other developing countries.
b 1992-2003; ¢ 1995-2003; d Relative to world average; e Excludes Cape Verde and Maldives.
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With the potential growth rates which are possible within the fast catch-up
scenario, potential GDP per capita would grow at 5.2 per cent per annum on
average, which would enable substantial and rapid poverty reduction given that
economic growth is founded on full employment and growth of labour
productivity. In the slow catch-up scenario, potential GDP growth would be
slower, but nevertheless potential GDP per capita would grow at 3.1 per cent
per annum, enabling substantial poverty reduction.

Second, in the fast catch-up scenario potential growth rates of both total
GDP and per capita GDP in the period 2002-2015 are much higher than in the  In the fast catch-up scenario,
period 1990-2003. For the whole sample of countries potential GDP growth potential GDP growth during
during 2002-2015 is on average 3.4 percentage points higher than in the period  2002-2075 is on average 3.4
1990-2003 and potential per capita GDP growth is 3.7 points higher. Potential
GDP growth is higher than in the past in all but one country (Maldives) and per
capita GDP growth is higher in all but two countries (Bhutan and Maldives).

percentage points higher than
in the period 1990-2003 and

potential per capita GDP

In the slow catch-up scenario, potential GDP growth rates are significantly — growth is 3.7 points higher.
lower (by two percentage points) than in the first scenario but still higher than in
the period 1990-2003 (by 1.4 percentage points). However, even in this slow
catch-up scenario, potential per capita GDP growth is 1.6 percentage points
higher than in the period 1990-2003. In this case, potential GDP growth and
potential per capita GDP growth are higher than in 1990-2003 in all but six
countries (Bhutan, Cape Verde, Lao People’s Democractic Republic, Maldives,
Mozambique and Uganda).

Third, the highest growth rates are found in the poorest LDCs. For example,
in the fast catch-up scenario all but one of the LDCs with below average
incomes have above average potential GDP growth rates and all but three LDCs
with above average potential GDP growth rates have below average incomes.
This is an indication of the important role that the assumptions about
technological catch-up are playing in the simulations. It also implies that there
will be a process of convergence amongst LDCs as GDP per capita differentials
amongst them diminish and also between the LDCs and other developing
countries. In the fast catch-up scenario, assuming that the growth rate of GDP
per capita in other developing countries continues at the same rate as the period
1990-2002, the GDP per capita of the least developed countries would be
expected to rise from 32 per cent of the average in other developing countries in o -
2002 to 43 per cent of that average in 2015 (see table 24). Of course, this are S’gmf’cantly lower than in

In the slow catch-up scenario,
potential GDP growth rates

process of convergence would be much slower in the slow catch-up scenario. the first scenario but still
The income gap between the LDCs and other developing countries would higher than in the period
decrease by less than one percentage point, and in fact the income level in a few 1990-2003.

LDCs (Angola, Guinea and Uganda) tends to diverge from the average income
level prevailing in developing countries.

Fourth, the highest potential growth rates of per capita GDP are found
among the manufactures exporters (3.7 per cent to 6.0 per cent), followed by
the agricultural exporters (3.0 per cent to 5.5 per cent), the oil and mineral
exporters (2.7 per cent to 4.7 per cent) and the services exporters (2.8 per cent
to 3.9 per cent). The contrast between the manufacturing exporters on the one
hand and the oil and mineral exporters on the other reflects the role of returns to
scale in the growth simulations since the highest “Verdoorn elasticity” is
estimated to exist in the manufactures exporters and the lowest “Verdoorn
elasticity” in the oil and mineral exporters.> The relatively low rates of potential
growth of the services exporters are due to their relatively high income levels
and as a result the reduced scope for technological catching-up effects.
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These growth scenarios are obviously sensitive to the assumptions which
have been made with regard to key parameters. But the assumptions are
empirically grounded in the experience of either least developed countries or
developing countries. They thus provide a realistic indication of what a full
employment growth path for the LDCs could look like if productive capacities
were developed. The estimates indicate that there are major opportunities for
increased growth rates. However, for these opportunities to be realized, various
constraints on the achievement of the potential growth rates must be addressed.

Achieving these potential growth rates will first of all require substantially
increased investment rates (see box 8). These must be financed from
substantially increased domestic savings, or substantially increased external

resource inflows, or some combination of the two. Accelerated export growth
will also be necessary in order to pay for the increased imports which will be
required for sustaining faster economic growth. There will also need to be
) ] increased technological effort to acquire and use modern technologies in use in
only if key constraints on the  other countries. The full-employment output growth trajectory will not be
development of productive  achieved if investment demand falls short of the investment requirements.
Capacitieg are addressed. Macroeconomic policies will thus need to ensure macroeconomic stability,
which is vital for investment expectations, and also to create an environment in

Achieving these potential
growth rates will be possible

which there are strong demand-side incentives to invest.

Realizing the potential growth rates outlined in these scenarios, and
particularly the fast catch-up scenario which conforms to the aspirations of the
Brussels Programme of Action, will be possible only if key constraints on the
development of productive capacities are addressed. These constraints are very
strong in the LDCs, and they are also interlocking to create vicious circles of
persistent mass poverty and underdevelopment. If the growing labour force is
not being fully employed and also not being equipped with more skills, capital
and technology to increase productivity, the negative effects of fast population
growth can quite simply swamp any potential positive effects of a faster labour
force growth on the overall potential growth rate. The policy challenge is to relax
key constraints in order to break down the vicious circles of poverty and
underdevelopment and to start and sustain the potential growth rates which
these catch-up scenarios suggest are achievable.

Box 8. INVESTMENT REQUIREMENTS FOR POTENTIAL CATCH-UP GROWTH RATES

This box extends the catch-up model introduced in the main text by estimating the investment rates required in order to
achieve the potential growth rates which are achievable under the fast and slow catch-up growth scenarios.

The required investment rates as a share of GDP are estimated on the basis of assumptions regarding the rate of capital depre-
ciation (which is assumed to be 10 per cent per annum) and the marginal capital-output ratio. The latter varies between
countries and may be expected to change over time. But in the present analysis it is assumed to be 3.2, which is the trimmed
average for the sample of LDCs for the period 1990-2003. The required gross investment rate (I/Y)* is estimated as the net
investment required plus the rate of depreciation, with the required net investment rate being the potential growth rate mul-
tiplied by the capital-output ratio." The assumption that the average productivity of capital is the same in all countries and re-
mains the same is obviously a simplification. But it is difficult to identify a better method of estimating the ratios of capital to
potential output — which is what is ideally required. The problem with using country-specific capital-output ratios is that
these estimates are very sensitive to the rate of capacity utilization, and there are no data on changes in capacity utilization to
adjust the country—specific estimates.

Using these assumptions, box table 3 shows estimates of the gross investment rates, (I/Y)*, required in order to achieve
the potential growth rate in the LDCs for the period 2002-2015 together with the average investment rate observed
during the period 1990-2003. The estimates are given for both the slow and the fast catch-up scenarios.

As can be seen from the table, achieving the potential growth rate will require increasing investment well above the lev-
els recorded in the 1990-2003 period. The average investment requirement for the slow catch-up scenario is 28 per
cent of GDP, whilst the average investment rate for the fast catch-up scenario is 35 per cent. For the sample as a whole,
it implies an additional investment effort of over 4 percentage points of GDP in the slow convergence scenario and of al-
most 12 percentage points of GDP in the fast convergence scenario. The results — which, to emphasize again, depend
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Box 8 (contd.)

Box TABLE 3. INVESTMENT REQUIREMENTS TO ACHIEVE ESTIMATED POTENTIAL GROWTH RATES
(Percentage of GDP)
Actual investment rate  Investment requirement rate % point change
(@ (b) (b-a)

Slow Fast Slow Fast
catch-up catch-up catch-up  catch-up
scenario scenario scenario scenario

1990-2003 2003-2015 2003-2015
Angola 32.5 26.6 31.4 -5.9 -1.1
Bangladesh 21.1 27.9 35.3 6.8 14.2
Benin 17.6 28.6 36.6 11.0 19.0
Bhutan 45.5° 27.0 32.7 -18.5 -12.8
Burkina Faso 21.2 28.2 36.6 7.0 15.4
Cape Verde 24.7 27.0 30.5 2.3 5.8
Eritrea 27.0° 30.5 39.4 3.5 12.4
Ethiopia 16.7 27.9 36.6 11.2 19.9
Guinea 17.9 26.6 31.8 8.7 13.9
Guinea Bissau 17.1 28.9 38.2 11.8 21.1
Haiti 24.6 24.7 31.8 0.1 7.2
Lao PDR 21.4¢ 29.2 36.6 7.8 15.2
Malawi 10.3 26.0 35.6 15.7 25.3
Maldives 29.9 25.0 29.5 -4.9 -0.4
Mali 22.5 30.2 38.8 7.7 16.3
Mozambique 29.3 26.3 35.6 -3.0 6.3
Rwanda 16.7 25.7 33.4 9.0 16.7
Sao Tome and Principe 38.0 27.3 34.6 -10.7 -3.4
Uganda 18.0 28.9 36.6 10.9 18.6
United Rep. of Tanzania 18.1 27.0 36.6 8.9 18.5
Vanuatu % 27.0 30.8 % -
Yemen 20.2 31.1 39.8 10.9 19.6
Zambia 20.1 23.8 31.8 3.7 11.7
Simple average 23.2 27.5 34.84 4.3 11.8
Source:  Ros (2005a).
a 1990-2002; b 1992-2003; ¢ 1995-2003; d Excludes Vanuatu.

on the assumptions — imply that the additional investment effort will be particularly great in Benin, Ethiopia, Guinea-
Bissau, Malawi, Rwanda, Uganda, the United Republic of Tanzania, and Yemen. In all but four countries (Angola, Bhu-
tan, Maldives, and Sao Tome and Principe) the average investment requirements are above historical levels (average of
the slow and fast catch-up scenarios). It is worth noting that three of these four exceptions (Angola, Bhutan, and Sao
Tome and Principe) have relatively low investment requirements because the assumed capital-output ratio is well be-
low the actual capital-output ratio recorded over the period 1990-2003 (the actual capital-output ratios are 7.0, 5.4
and 12.7 respectively).

It is possible to extend the analysis further by considering the extent to which domestic savings are sufficient to finance
the higher level of investment, given past inflows of foreign savings. The results (which are not shown) indicate that do-
mestic savings will have to be 5 percentage points higher than they were in 2000-2003 for the slow catch-up scenario
and as much as 12 percentage points higher for the fast catch-up scenario. The additional savings effort, which is re-
quired even for the slow catch-up scenario, will be difficult to achieve. But if one assumes that domestic savings do not
increase, financing the investment requirements for catch-up growth will require a similar major increase in resource in-
flows from abroad as a share of GDP.

Although these results depend on the assumptions of the scenarios, the findings have two important implications. Firstly,
within most LDCs low domestic savings rates are the key constraint on achieving fast catch-up economic growth through
the development of productive capacities. Ros (2005b) identifies this as the most ubiquitous constraint on attaining the
higher potential growth rates of the catch-up scenarios. Secondly, there is a need for a combination of increased domes-
tic savings and increased external resource inflows to support the realization of the growth potential of the LDCs.

Source: Ros (2005a).

' The capital depreciation rate follows from the assumption that the rate of depreciation as a fraction of the capital stock is 3 per cent
(the estimate in Mankiw, Romer and Weil, 1992) and that the capital-output ratio is 3.2 per cent. The trimmed average excludes
the two highest and two lowest values of the ratio in the sample.
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2. ACTUAL GROWTH EXPERIENCE OF THE LDCs

The analysis above shows that the potential growth rates which LDCs could
be expected to achieve are higher than the actual growth rates which occurred
during the period 1990-2003. But the gap between the potential and the actual
is considerably larger if one takes a longer time perspective. Between 1980 and
2003, real GDP per capita grew at only 0.72 per cent per annum for the group
of LDCs as a whole. The overall growth rate over the period was slower than in
other developing countries. The gap between the GDP per capita of the LDC

group and other developing countries was actually greater in 2003 than in 1980.

Between 1980 and 2003, Within this long-term performance, there are significant differences in
real GDP per capita grew economic performance amongst the LDCs. Table 25 classifies the LDCs into
three groups — converging economies, weak-growth economies and regressing
economies — according to their growth performance over the period 1980-
2003. The converging economies are those in which real GDP per capita
exceeded 2.15 per cent per annum over the period, which was the average
annual real GDP per capita growth rate in high-income OECD countries over

at only 0.72 per cent per
annum for the group of
LDCs as a whole.

that period. The weak-growth economies are those in which the average annual
real GDP per capita growth rate was below this rate over this period, but still
positive. The regressing economies are those in which the average annual real
GDP per capita growth rate was negative over the period. As can be seen from
the table, amongst the 41 LDCs for which data are available, there are 9
converging economies, 15 weak-growth economies and 17 regressing
economies. Only 2 of the weak-growth economies — Guinea and Sudan —
achieved a real GDP per capita growth rate which was greater than 1.26 per
cent per annum, the average in other developing countries over the period
1980-2003.

Closer analysis of the year-to-year changes which have occurred in the LDCs
over the period 1980-2003, shows more complex patterns of economic growth
which are characterized by periods of sustained economic growth, economic
crises in which there are often quite severe output losses, and economic

recoveries of varying strengths and completeness.* From this perspective, the
Over the period 1980-2003, LDCs actual growth performance has three major features.

21 out of 40 LDCs have * Very few LDCs have been able to sustain steady growth and have not
experienced severe growth experienced economic crises with significant output losses.
collapses, 12 experienced * About half the LDCs have experienced severe growth collapses, which
severe output losses in the are defined here as a situation in which output losses have been

sufficiently large and the subsequent economic recovery so weak or
delayed that their GDP per capita is below the level it was in the 1970s
or early 1980s.°

1980s but managed to
recover subsequently and 7
LDCs have been able to

. * Some LDCs experienced severe output losses in the 1980s but managed
sustain steady growth.

to recover subsequently, thus contributing to an improvement in the
overall growth performance of the LDCs as a group after 1990.

For 40 LDCs for which data are available (see annex charts to this chapter),
there are only 7 which have experienced steadily sustained growth —
Bangladesh, Bhutan, Burkina Faso, Cape Verde, the Lao People’s Democratic
Republic, Lesotho and Nepal. All the other LDCs have experienced economic
contractions of varying length and severity since achieving political
independence. Of the 7 countries, Bhutan, Cape Verde and the Lao People’s
Democratic Republic are the only ones in which actual growth rates in the
period 1990-2003 reached the potential growth rates in the scenarios above.
Moreover, amongst this group, although Burkina Faso has not experienced a
major prolonged negative shock, growth of GDP per capita was slow in both the
1980s and the 1990s.
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TABLE 25. REAL GDP PErR cAPITA GROWTH RATES OF LDCs, 1980-2003
(Percentage per annum)

Growth rate
Converging economies
Bangladesh 2.2
Bhutan 4.0
Cape Verde® 3.0
Equatorial Guinea® 11.2
Lao People’s Democratic Republic® 3.3
Lesotho 2.9
Mozambique 2.3
Nepal 2.4
Ugandad 2.7
Weak-growth economies
Benin 0.7
Burkina Faso 1.2
Chad 0.8
Ethiopia® 0.1
Guinea® 1.5
Kiribati 1.1
Malawi 0.4
Mali 0.6
Mauritania 0.7
Samoa 1.1
Senegal 0.4
Solomon Islands 0.4
Sudan 1.8
United Republic of Tanzania' 0.8
Vanuatu 0.2
Regressing economies
Angola -1.1
Burundi -1.7
Central African Republic -1.2
Comoros -1.0
Democratic Republic of the Congo -5.7
Djibouti -4.2
Gambia -0.4
Guinea-issau -0.4
Haiti -2.9
Liberia -9.6
Madagascar -1.3
Niger -1.8
Rwanda -1.2
Sao Tome and Principe® -0.6
Sierra Leone -4.3
Togo -0.8
Zambia -1.7

Source: UNCTAD secretariat estimates based on World Bank, World Development Indicators 2005.

Note:  LDCs with recent data only have the following real GDP per capita growth rates:
Cambodia 4.02 (1993-2003); Eritrea 1.04 (1992-2003); Maldives 4.65 (1995-2003); Yemen 2.42 (1995-2003).
a 1981-2003; b 1985-2003; ¢ 1984-2003; d 1982-2003; e 1986-2003; f 1988-2000.

Of the 33 LDCs which have experienced economic crises with major output
losses, there are only 12 whose GDP per capita is now higher than it was at its
peak in the 1970s or early 1980s. These countries include a number of high-
performing economies such as Mozambique and Uganda which have grown
rapidly after economic collapse (see chart 12). During the 1990s, these countries
were also, like Bhutan, Cape Verde and the Lao People’s Democratic Republic,
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CHART 12. TReNDS IN REAL GDP PER cAPITA IN SELECTED LDCs
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UNCTAD secretariat estimates based on World Bank, World Development Indicators 2005, CD-ROM.

Source:

Hodrik-Prescott filter was used to identify long-term trends in GDP per capita and remove short-term fluctuations.

b Growth projections are based on the trends before major negative economic shocks.
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growing at rates similar to their potential growth rates as estimated in the
scenarios above.

The other 21 LDCs — that is, just over half of the countries for which data
are available — have experienced growth collapses in the sense that their GDP
per capita in 2003 was lower than it had been between 20 and 30 years earlier.
Eleven out of these 21 LDCs have simply not recovered at all from the growth
collapse. In some of these countries, such as Haiti and Madagascar, economic
contraction continues. However, amongst the other 10, there are a number of
countries, such as Gambia and Rwanda, whose growth record since the mid-
1990s has been good but which still have not recovered to achieve earlier levels

of GDP per capita (see chart 12).

Finally, although a few LDCs have achieved higher growth rates after There are a few LDCs VYhICh
economic crisis than before, the more common tendency is for their growth have managed to achieve
rates to be lower afterwards. They do not conform to a V-shaped recovery in  the sustained high growth
which there is a growth acceleration following the output loss and the post-crisis rates which the potential
growth rate then returns to the pre-crisis growth rate.® Instead, the negative growth scenarios indicate
.shocks not only derail economic growth, but also have a Iong(?r-term.negatlve are attainable for the LDCs.
impact on actual growth rates. Even amongst those countries which have
achieved their earlier peak GDP per capita, there are cases, such as Mali and
Mauritania, which have been unable to regain the growth rates which they had
before economic collapse (see chart 12). It is this slowness of post-collapse higher, or is even lower,
growth rates which, together with the severity of the growth collapse, explains than it was at its peak in
why many countries have not been able to achieve again their earlier income the 1970s or ear/y 1980s.
per capita. Out of 17 countries for which one can reconstruct a pre-collapse

However, in most of them,
GDP per capita is not much

growth rate, the post-collapse growth rate is slower in 14 countries.

To summarize, there are a few LDCs which have managed to achieve the
sustained high growth rates which historical experience suggests should be
possible for very poor countries and which the potential growth scenarios
discussed above indicate are attainable for the LDCs. In most of them, GDP per
capita is not much higher, or is even lower, than it was at its peak in the 1970s or
early 1980s. Generally, the economic stagnation or regression of the LDCs is not
due to the fact that they have not experienced any economic growth
whatsoever. Rather, they have grown, sometimes rapidly, but have been unable
to sustain that growth. These empirical regularities support the idea that many
LDCs are caught in a poverty trap (see box 9). But they suggest that a key feature
of the trap is vulnerability to economic crises and negative output shocks, and
the consequences of such vulnerability.

The potential for rapid economic growth certainly exists in very poor
countries. But realizing this potential requires that the vicious circles which
create an interlocking set of constraints be addressed and that the foundation for
sustained economic growth be laid.
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Box 9. DOES RECENT EVIDENCE SUPPORT THE IDEA THAT POOR COUNTRIES ARE ENMESHED IN A POVERTY TRAP?

In the LDC Report 2002, UNCTAD argued that many LDCs were caught in an international poverty trap in which an
interlocking complex of domestic and international vicious circles led to economic stagnation and persistent poverty.
The importance of country-level poverty traps for understanding the persistence of extreme poverty has also been
strongly argued for sub-Saharan Africa (see Sachs et al., 2004) and made central to the policy recommendations of the
UN Millennium Project Report entitled Investing in Development (UN Millennium Project, 2005). However, there have
also been critiques of this idea. Both Easterly (2005) and Kraay and Raddatz (2005) have argued that there is no empiri-
cal evidence for the existence of poverty traps. Does this mean that the idea of the poverty trap is no longer valid?

Close examination of the evidence of Easterly and of Kraay and Raddatz suggests that this conclusion would be prema-
ture. The nature of the poverty trap is formally specified in Sachs et al. (2004) in a neoclassical model which includes
low productivity of capital because minimum thresholds of capital (particularly infrastructure) per worker are not at-
tained, low domestic savings rates and high population growth rates. Kraay and Raddatz test for the existence of a pov-
erty trap by examining whether the savings and productivity functions behave empirically in the way that Sachs et al.
suggest in their model of Africa’s poverty trap. Even though they find that evidence does not conform to the conditions
required for a poverty trap as specified by Sachs et al., they do find that an economy in which consumption is close to
subsistence can exhibit low savings rates and low growth for a significant period of time (p. 14). In effect, although coun-
tries are not stuck in a poverty trap in the sense defined by the mechanisms within Sachs” formal model, Kraay and
Raddatz state that the growth dynamics of these countries may well conform to “something that looks like a poverty trap
over the medium term” (p. 14). In effect, there is a poverty trap, but its nature does not conform to that specified by
Sachs et al.

Easterly, in contrast, tests for the existence of a poverty trap by asking the following: do the poorest countries have sig-
nificantly lower per capita growth than the rest, and is their growth zero? What he finds is that the answer depends on
the time period. Taking per capita growth from 1950-2001, 1950-75 and 1975-2001 for the poorest fifth of the coun-
tries at the start of each period, he finds no evidence for a poverty trap as he defines it. But the growth rate of the poor-
est fifth is not statistically distinguishable from zero in the period 1980-2001; and in the period 1985-2001, it is also not
significantly different from zero and is statistically significantly lower than the growth rate of all the other countries. This
actually indicates the existence of a poverty trap.

However, he rejects this as supporting the idea of a poverty trap since almost a third of the poorest countries were richer
in 1950 than 1985 (and thus “had gotten into poverty by declining from above rather than being stuck in it from below”,
p. 11). He also rejects the idea of the poverty trap as specified in the UN Millennium Project since he argues that it is
linked to a case for increased aid. He finds that in the last period, when there is empirical evidence of the poverty trap,
the poorest countries actually received more aid. Thus, he suggests that they cannot be caught in a poverty trap of the
type which Sachs et al. and the UN Millennium Project are talking about.

Whilst the conclusions of these two studies must be read carefully and closely, it should be noted that recent research
has deepened understanding of the nature of poverty traps within which the poorest countries are enmeshed. Cerra and
Saxena (2005) show that if one focuses solely on periods of expansion the poor countries can actually catch up with the
rich as they experience stronger expansions. However, because the poor countries have more frequent and deeper re-
cessions than initially rich countries, the long-term result is divergence between the richer countries and the poorer
countries, and also a situation in which, over the long term and despite spurts of rapid growth, output per capita may be
the same as it was 3040 years earlier (see box chart 4). Ros (2005b) shows that the form of integration into the world
economy is a source of growth collapse. Analysing the different frequency of growth collapses since the 1960s in devel-
oping countries classified according to their initial GDP per capita (1960), economic size, resource abundance, export
specialization and inequality, he finds that:

* In terms of initial income level, the major divide is between the low- and low-middle-income countries on the
one hand, and the high-middle and high-income countries on the other hand, with growth collapses much more
frequent in the former group. Fifty-nine per cent of the low-income countries and 59 per cent of the low-middle-
income countries experienced growth collapses.

* The incidence of growth collapses is much greater in small economies than in large economies.

* Collapses in natural-resource-rich economies are more frequent than in natural- resource-poor economies, and
they are particularly more frequent in economies which specialize in mineral and oil exports.

* Fifty-two per cent of high-inequality and 55 per cent of medium-inequality countries experienced growth
collapses, but none of the low-inequality countries did so.

As Ros puts it, “These processes of growth collapse reflect the combined influence of unequal income distribution and

the pattern of specialization, as determined by the abundance of natural resources and the size of the economy” (Ros,
2005a: 228).
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Box 9 (contd.)

Box CHART 4. NEGATIVE ECONOMIC SHOCKS, GROWTH DIVERGENCE AND
LONG-TERM ECONOMIC STAGNATION OF POOR COUNTRIES
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To summarize, the weight of the recent evidence does not undermine the notion that countries can get stuck in a pov-
erty trap; rather it reinforces it. But the nature of the poverty trap needs to be understood in a way which incorporates
the vulnerability of poor countries to negative shocks and growth collapses. Also, it is clear that the form of integration
into the world economy, which is central to the UNCTAD analysis of the poverty trap but not part of the Sachs et al. and
UN Millennium Project analysis, should be included as a critical aspect of the poverty trap.

C. Trends in physical capital formation

Increased investment is essential for achieving the potential GDP growth
rates which are possible in the LDCs. It is through such increased investment
that technological progress and structural change will be possible, productive

capacities will develop and the LDC economies will become less vulnerable to
negative shocks and growth collapses. Investment rates have actually increased
over the last 15 years. As table 26 shows, the ratio of gross capital formation to
GDP for the LDCs for which data are available increased from 16.6 per cent
during 1989-1993 to 22 per cent during 1999-2003. However, the level of the potential GDP growth
investment is still below the average level in other developing countries. It is also rates which are possible
below the investment target of the Brussels Programme of Action for the LDCs in the LDCs.

(25 per cent of GDP). In addition, it is still well below the investment

Increased investment is
essential for achieving

requirements of either the slow catch-up scenarios or the fast catch-up scenarios
discussed above.

Within this average improved performance there is much diversity amongst
the LDCs. The ratio of gross capital formation to GDP actually worsened in one
third of the LDCs for which data are available. Whether it improved or not is
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TABLE 26. GROSS CAPITAL FORMATION AND DOMESTIC SAVINGS IN LDCs AND OTHER DEVELOPING COUNTRIES,

1989-1993 AnD 1999-2003
(Percentage of GDP)

Gross capital Gross domestic External resource Net FDI
formation savings gap? inflows

1989-1993 1999-2003 1989-1993 1999-2003  1989-1993 1999-2003 1989-1993 1999-2003

LDCs
African LDCs
Other LDCs
Other developing countries

16.6 22.0 7.2 13.6 9.4 -8.4 1.0 2.6
15.8 21.5 5.8 10.6 -10.0 -10.9 1.0 4.6
17.8 22.5 9.2 17.0 -8.6 -5.5 0.9 0.3
24.8 25.2 24.5 26.4 -0.3 1.2 1.2 2.8

Source: UNCTAD secretariat estimates based on World Bank, World Development Indicators, online data, May 2005.

Note: ~ Weighted averages for 28 LDCs and 84 other developing countries for which data are available.
a External resource gap is gross domestic savings minus gross capital formation.

closely related to the form of trade integration with the global economy. It
improved substantially in the manufactures- and oil-exporting LDCs. But it
worsened in one quarter of the agricultural-exporting LDCs, half of the mineral-
exporting LDCs and all the service-exporting LDCs for which data are available.

Capital formation in the LDCs also remains highly dependent on external
finance. For the LDCs as a group, the resource gap (measured as the difference
between gross capital formation and gross domestic savings) was 8.4 per cent of
GDP in 1999-2003, which implies that external finance supported nearly 40
per cent of capital formation in the LDCs. In contrast, it was only 1 per cent of
GDP in other developing countries. During the 1990s, an increasing proportion
of capital formation was financed by domestic savings in the LDCs. But this
result mainly reflects what is happening in Asian LDCs. Increasing levels of
investment in African LDCs are largely attributable to foreign capital inflows,

For the LDCs as a group, the
resource gap was 8.4 per cent

particularly FDI.

It is possible to decompose data on gross fixed capital formation into public
fixed investment, domestic private fixed investment and foreign direct

of GDP in 1999-2003, which jnyestment for 12 LDCs during the 1990s (chart 13). A number of significant
implies that external finance  patterns are revealed:

supported nearly 40 per cent * Public investment was very low in most LDCs in the sample, exceeding
of Capita/ formation in the 10 per cent of GDP in only 4 of the 12 countries (two barely) in the early
LDCs. 1990s and only 3 in the late 1990s;

* Public investment was also in general declining during the 1990s. It

decreased as a share of GDP between the first half of the 1990s and the
second half of the 1990s in 8 out of the 12 LDCs;

* Domestic private investment is even weaker than public investment in
the majority of the countries in this sample. Domestic private investment
as a share of GDP exceeded public investmentin only 5 countries in the
first half of the 1990s and only 3 countries in the second half of the
1990s;

* Domestic private investment became less important in animating capital
formation in the 1990s. Domestic private investment as a share of GDP
declined in 8 out of the 12 LDCs in the sample;

* The foreign private sector became more important in animating capital
formation in the 1990s. FDI as a share of GDP increased in 10 out of the
12 LDCs. Nevertheless, the ratio of domestic private investment to GDP
remained higher than the ratio of FDI to GDP in all the LDCs except two
— Cambodia and Malawi.
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CHART 13. COMPOSITION OF GROSS FIXED CAPITAL FORMATION IN SELECTED LDCs, 1990-1995 AnD 1995-2000
(Percentage of GDP)
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Source:  UNCTAD secretariat estimates based on World Bank data (direct communication) and World Development Indicators 2005, CD-ROM.

Note: Gross fixed capital formation has been disaggregated into three components: gross fixed public capital formation, gross fixed domestic

private capital formation and FDI. The sum of gross fixed domestic private capital formation and net FDI inflows equals gross fixed private
capital formation.
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Although this is a small sample, these patterns are very significant. They
suggest that an important feature of the investment process in the LDCs is the
low level of investment by the domestic private sector. Public investment is also

very low.

An important feature of the On face value, the data indicate few positive associations between public

investment process in the  jnyestment, domestic private investment and FDI. There are no LDCs in the
LDCs is the low level of sample in which both public and domestic private investment are higher as a
investment by the domestic  share of GDP in the second half of the 1990s than in the first half of the 1990s.
private sector. In four countries where the domestic private investment to GDP ratio rises, the

public investment ratio falls, and in four countries where the public investment

ratio rises, the domestic private investment ratio falls. In the remaining four
countries, both ratios fall. Rising FDI inflows are an increasingly important
source of investment for many LDCs, but they too do not appear to be
associated with increased domestic private investment. This issue will be taken
up later in this chapter.

D. Human capital formation and the brain drain

Human capital formation is an important part of the process of

The average years of developing productive capacities. Indeed, the potential growth rates in the

schooling of the adult catch-up model assume significant rates of human capital formation as well as

population within LDCs in requiring increased physical capital formation. At the present time, least

developed countries seriously lag behind other developing countries in terms of

levels of educational attainment and other aspects of human capital
development.

2000 was 3 years. Despite
the progress since 1980, this
is less than what it was in

other developing countries Chart 14 shows estimates of the level of formal education within LDCs.
in 1960. These indicate that the average years of schooling of the adult population within
LDCs in 2000 was 3 years. This is almost double the 1980 level. But the number

of years of schooling of the population were half the level in other developing
countries in 2000 (7.1 years) and less than a third of the level in high-income
OECD countries (11.4 years). Despite the progress since 1980, the level of
formal education in LDCs in 2000 remains less than what it was in other
developing countries in 1960. Moreover, the gap between the LDCs and other
developing countries is wider than in 1960 and is progressively widening.” This
implies that the rate of human capital formation, which is one of the key sources
of productivity growth in the catch-up model, has actually been slower in LDCs
than in other developing countries.

An immediate consequence of the short period of school attendance is

low levels of literacy. As table 27 shows, it is estimated that 32 per cent of adult
In 2001, technical and males and 56 per cent of adult females were illiterate in the LDCs in 2002.
vocational education Youth illiteracy rates are equally stark. It is estimated that in the same year, 34
constituted only 2.6 per cent per cent of the total population aged 15-24 were illiterate and as much as 41

of total secondary enrolment  per cent of the female population in that age group.

n th? LDCs on average,. s Various other indicators of technical skill creation provide an equally bleak
against 10.4 per cent in picture. Enrolment in secondary technical and vocational education is a small
developing countries and 25 percentage of total secondary school enrolments. In 2001, technical and
per cent in OECD countries.  vocational education constituted only 2.6 per cent of total secondary enrolment
in the LDCs on average, as against 10.4 per cent in developing countries and 25

per cent in OECD countries (King and Palmer, 2005). Enrolment in tertiary
technical subjects is also very low. The main reason for this is that enrolment in
tertiary education in the LDCs in general is much lower than in other developing
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CHART T4. AVERAGE NUMBER OF YEARS OF SCHOOLING IN LDCs AND OTHER DEVELOPING COUNTRIES, 1960-2010
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Source: Based on Cohen and Soto (2001).

countries and OECD countries. In recent years, only 6 per cent of the
population aged 20-24 in LDCs were enrolled in tertiary education, compared
with 23 per cent in other developing countries and 57 per cent in high-income
OECD countries (see table 28). Within tertiary enrolment, the share of
enrolments in science and agriculture in LDCs is at approximately the same
levels as in other developing countries and OECD countries. But the share of
engineering enrolments within tertiary enrolment is just over half the level in
other developing countries. Tertiary-level enrolments, particularly in technical
subjects, are important for developing the managerial and technical skills to use
modern technologies efficiently and to adapt imported technologies for local
conditions. This indicates a major gap in the general competences that provide
the basis for technological capabilities.

The length of formal education is, of course, not the ideal measure of skills. It
ignores the quality of education, as well as on-the-job learning and other forms
of training. There are no internationally comparable data on these latter
processes of skill formation. However, the nature of the production structure is
likely to exacerbate the skills gap. The small size of the manufacturing sector
(which will be discussed in the next chapter) means that entrepreneurs and the
labour force have little manufacturing experience, a fact which is of crucial
significance with regard to the ability to introduce new manufacturing industries.
Also, the fact that most people are employed in household enterprises, either
small-scale agriculture or the urban informal sector, means that there are
definite limits to on-the-job learning in the context of work. There are, for
example, highly developed traditional apprenticeship training systems within the
informal sector (Atchoarena and Delluc, 2001). But whilst these can serve the
needs of the informal economy well, they are not immediately relevant for mass
factory production, or applicable without extension advice to modern
techniques of intensification of agricultural production.

In recent years, only 6 per
cent of the population aged
20-24 in LDCs were enrolled
in tertiary education,
compared with 23 per cent in
other developing countries
and 57 per cent in high-
income OECD countries...
The share of engineering
enrolments within tertiary
enrolment is just over half the
level in other developing
countries.
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TABLE 27. ADULT AND YOUTH LITERACY RATES IN LDCs, BY GENDER, 2002

Adult literacy rate
(% of people aged 15 and above)

Youth literacy rate
(% of people aged 15-24)

Female Male Total Female Male Total
Bang|adesh 31.4 50.3 41.1 41.1 57.8 49.7
Benin 25.5 54.8 39.8 38.5 72.7 55.5
Burundi 43.6 57.7 50.4 65.1 67.2 66.1
Cambodia 59.3 80.8 69.4 75.9 84.5 80.3
Cape Verde 68.0 85.4 75.7 86.3 92.0 89.1
Central African Republic? 33.5 64.7 48.6 46.9 70.3 58.5
Chad 37.5 54.5 45.8 64.0 75.8 69.9
Comoros 49.1 63.5 56.2 52.2 65.6 59.0
Ethiopia 33.8 49.2 41.5 51.8 63.0 57.4
Haiti 50.0 53.8 51.9 66.5 65.8 66.2
Lao PDR 55.5 77.4 66.4 72.7 85.8 79.3
LesothoP 90.3 73.7 81.4 98.5 82.7 90.5
Liberia 39.3 72.3 55.9 55.4 86.3 70.8
Malawi 48.7 75.5 61.8 62.8 81.9 72.5
Maldives 97.2 97.3 97.2 99.2 99.1 99.2
Mali2 11.9 26.7 19.0 16.9 32.3 24.2
Mauritania 31.3 51.5 41.2 41.8 57.4 49.6
Mozambique 31.4 62.3 46.5 49.2 76.6 62.8
Myanmar 81.4 89.2 85.3 91.1 91.6 91.4
Nepa| 26.4 61.6 44.0 46.0 78.1 62.7
Niger 9.3 25.1 17.1 15.1 34.0 24.5
Rwanda 63.4 75.3 69.2 83.6 86.3 84.9
Samoa 98.4 98.9 98.7 99.5 99.4 99.5
Senegal 29.7 49.0 39.3 44.5 61.3 52.9
Sudan 49.1 70.8 59.9 74.2 83.9 79.1
Togo 45.4 74.3 59.6 66.6 88.3 77.4
Uganda 59.2 78.8 68.9 74.0 86.3 80.2
United Rep. of Tanzania 69.2 85.2 77.1 89.4 93.8 91.6
Yemen 28.5 69.5 49.0 50.9 84.3 67.9
Zambia 73.8 86.3 79.9 86.9 91.5 89.2
LDCs 44.4 67.6 53.8 59.1 72.6 65.6
Source: 'UNCTAD secretariat estimates based on World Bank, World Development Indicators 2005, CD-ROM.

a 2000 data; b 2001 data.

TABLE 28. INDICATORS OF EDUCATIONAL ENROLMENT IN TECHNICAL SUBJECTS IN LDCS, OTHER DEVELOPING COUNTRIES

AND OECD COUNTRIES, RECENT YEARS®

(Percentage)
LDCs Other OECD
developing  countries
countries
Enrolment in technical and vocational education as % of secondary school enrolment 2.6 10.4b 24.8¢
Percentage of population aged below 20 -24 enrolled in tertiary education 5.9 23.2 56.9
Of which:
Science 10.0 10.5 10.8
Engineering 7.5 13.2 14.3
Agriculture 4.0 2.5 1.9

Source:

King and Palmer (2005) and Knell (2006).

a Data on enrolment in technical vocational education are for 2001; data on tertiary education are averages for the school
years between 1998/1999 and 2002/2003.

b All developing countries.

¢ OECD countries excluding Ireland, Poland, New Zealand and United States, for which data are not available.
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An important feature of the process of human capital formation in the LDCs
is that there is a strong propensity for skilled workers to seek work outside the
country. This can, of course, be a source of remittances and new skills, and the
possibility of out-migration may increase incentives for education. But this
“brain drain” seriously diminishes a key component of the human capital stock
of the LDCs.®

It is difficult to have a comprehensive picture of this phenomenon because of
lack of data on emigration from least developed countries to other developing
countries. However, there are now estimates of the intensity of the brain drain

from developing countries to OECD countries (Docquier and Mafouk, 2004).
Using this new database, it is possible to estimate the number of high-skill
workers (those with tertiary education — 13 years of schooling and above) born About one in five of the high-
in each LDC who were working in OECD countries in 1990 and 2000. On this  skill workers (persons with
basis, “emigration rates” from individual LDCs to OECD countries, which are tertiary education) born in
defined as the fraction of the total stock of high-skill workers of a particular LDC | DCs were working in OECD

working in OECD countries, can be estimated. countries in 2000.

From table 29, which presents the results, a number of key points stand out:

* Aboutoneinfive of the high-skill workers (persons with tertiary education)
born in LDCs were working in OECD countries in 2000.

* This was slightly higher than the proportion in 1990, but the intensity of
the brain drain was increasing in almost all of the LDCs, and in some
significantly.

* The intensity of the brain drain from the LDCs as a group is slightly less
than that of the brain drain from other developing countries. Whilst 21.4
per cent of the high-skill workers born in LDCs were working in OECD
countries, 22.9 per cent of the high-skill workers born in other developing
countries were working in OECD countries.

* The rates of out-migration rate of high-skill workers to OECD countries

are much lower for Asian LDCs (12.4 per cent) than for African and
island LDCs (21.9 per cent and 26.8 per cent respectively). In the 1990s. the rate of

* The intensity of the brain drain from African and Asian LDCs to OECD  out-migration of high-skill
countries increased significantly in the 1990s. The rate of emigration of  \vorkers from African LDCs
high-skill workers from African LDCs increased by about one quarter
and the rate for Asian LDCs by one third. The rate of emigration of high-
skill workers from the island LDCs to OECD countries decreased
significantly in the 1990s, but from very high levelsin 1990 (44 per cent).

increased by about one
quarter and the rate for
Asian LDCs by one third.

Within these general averages, there is much variation. For almost half the
LDCs (23 countries) the intensity of the brain drain exceeds 20 per cent. For 12
LDCs, more than one in three of the high-skill workers born in the country were
working in OECD countries in 2000, namely Angola (emigration rate of 33 per
cent), Cape Verde (68 per cent), Eritrea (34 per cent), The Gambia (63 per cent),
Haiti (84 per cent), the Lao People’s Democratic Republic (37 per cent), Liberia
(44 per cent), Mozambique (45 per cent), Samoa (76 per cent), Sierra Leone (53
per cent), Somalia (33 per cent) and Uganda (36 per cent). The intensity of the
brain drain is a particularly severe problem in island LDCs, small countries and
countries which have experienced severe civil conflict. But emigration rates
from island LDCs in 2000 were lower than in 1990 in 5 out of the 9 island LDCs.
Leaving aside the island LDCs, there are only three LDCs where the emigration
rate declined by more than one percentage point between 1990 and 2000 —
the Democratic Republic of the Congo, Gambia and Uganda.
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TABLE 29. EMIGRATION RATES FOR HIGH-SKILLED WORKERS? FROM LDCs To OECD counTtries, 1990 anp 2000
(Per cent of total high-skilled workforce)

1990 (a) 2000 (b) % point change (b-a)
Afghanistan 13.5 23.3 9.8
Angola 4.6 33.0 28.4
Bangladesh 2.1 4.3 2.3
Benin 7.3 11.3 4.0
Bhutan 0.7 0.6 -0.1
Burkina Faso 1.5 2.6 1.1
Burundi 9.5 8.5 -1.0
Cambodia 15.6 18.3 2.7
Cape Verde 56.8 67.5 10.7
Central African Republic 4.0 7.1 3.0
Chad 2.1 2.4 0.3
Comoros 7.0 21.2 14.1
Dem. Rep. of the Congo 21.0 13.7 -7.3
Djibouti 7.6 11.0 3.3
East Timor . 15.5 15.5
Equatorial Guinea 1.1 13.0 11.9
Eritrea 0.0 34.0 34.0
Ethiopia 8.0 10.1 2.0
Gambia 80.4 63.3 -17.1
Guinea 13.4 11.3 -2.2
Guinea-Bissau 9.3 24.4 15.1
Haiti 78.6 83.6 5.0
Kiribati 68.5 23.1 -45.4
Lao PDR 29.9 37.4 7.5
Lesotho 10.4 4.3 -6.1
Liberia 32.4 45.0 12.6
Madagascar 5.7 7.6 1.9
Malawi 16.8 18.7 1.9
Maldives 1.2 1.2 0.0
Mali 8.2 15.0 6.8
Mauritania 2.8 11.8 9.0
Mozambique 26.6 45.1 18.5
Myanmar 4.3 4.0 -0.2
Nepal 1.8 5.3 3.5
Niger 6.4 6.0 -0.5
Rwanda 17.3 26.0 8.6
Samoa 96.7 76.4 -20.4
Sao Tome and Principe 3.6 22.0 18.3
Senegal 12.3 17.7 5.4
Sierra Leone 34.2 52.5 18.3
Solomon Islands 39.2 6.4 -32.9
Somalia 17.4 32.7 15.3
Sudan 5.2 6.9 1.7
Togo 11.1 18.7 7.7
Tuvalu 74.6 27.1 -47.5
Uganda 44.2 35.6 -8.6
United Rep. of Tanzania 11.6 12.4 0.7
Vanuatu 48.2 8.2 -40.1
Yemen 5.5 6.0 0.5
Zambia 16.7 16.8 0.0
LDCs 20.3 21.4 1.0
African LDCs 16.5 21.9 5.4
Asian LDCs 9.2 12.4 3.2
Island LDCs 44.0 26.8 -17.2
Other developing countries 26.6 22.8 -3.8
Developed countries 11.0 10.4 -0.7

Source: Docquier and Marfouk (2004). International Migration by Educational Attainment (1990-2000), release 1.1.
a High-skilled workers are those with tertiary education (13 years and above).
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E. The limits and potential for
domestic resource mobilization®

The rate of physical and human capital accumulation is inadequate in most
LDCs for three basic reasons. Firstly, the domestic resources available for
financing physical and human capital formation are very limited. Secondly, the
surplus that does exist is not being channelled sufficiently into productive
investment to create a virtuous circle of expanding capital accumulation.
Thirdly, external capital inflows are not adequately supporting processes of
domestic capital accumulation. The present section and the next one examine
the first and the last of these reasons respectively. The weaknesses of financial
systems within the LDCs also critically affect both the magnitude of the
investible surplus and the extent to which the latter is channeled into productive
investment; but this institutional issue will be discussed in chapter 6.

1. Low DOMESTIC SAVINGS

Gross domestic savings were equivalent to 13.6 per cent of the GDP of the
LDCs for which data are available in 1999-2003 (see table 26 above). Although ) )
this was a significant improvement from 10 years earlier, the domestic savings Gross domestic savings were
rate was only about half the savings rate in other developing countries. The equivalent to 13.6 per cent of
domestic savings rate in this period was particularly low in African LDCs — only the GDP of the LDCs... This is
10.6 per cent of GDP. far below the rates required

for financing domestically the
With such a low domestic savings rate it is impossible to achieve the & Y

investment rates required for economic growth and poverty reduction without investment rates for either the
resort to external finance. The domestic savings rates are far below the rates slow catch-up growth
required for financing domestically the investment rates for either the slow or ~Scenario or the fast catch-up
the fast catch-up growth scenarios discussed above. Indeed, without external growth scenario.
resource inflows, the average domestic savings rate for the LDCs as a group is
actually insufficient for economic growth to take place at all. The UN
Millennium Project estimates that the average domestic savings rate in the LDCs
during 1980-2000 was just 6.7 per cent of GDP, and without external resource
inflows GDP per capita in the LDCs would have declined by 3.1 per cent per
annum even if all these domestic resources had been invested efficiently (UN
Millennium Project, 2005: table 3.11)."° If the same analysis is applied with the
higher domestic savings rate of 13.6 per cent of GDP that pertained in 1999-
2003 and a slower population growth rate (2.4 per cent per annum rather than
2.5 per cent), it will be seen that domestic savings in the LDCs are still too low to
achieve economic growth on their own. Without access to external savings, the
real GDP per capita of the LDCs as a group would have declined by 0.66 per
cent per annum during 1999-2003 even if all domestic savings had been
efficiently invested.

An even starker picture emerges if one estimates “genuine savings rates”
which adjust the savings rate from national accounts to take account of
depletion of environmental resources. This adjustment is important for LDCs
because their economies are generally so heavily dependent on natural
resources. For the LDCs for which data are available, it is apparent that average
genuine savings rates did not increase between 1990 and 2003. Genuine
savings remained at below 5 per cent of GNI for most of the 1990s (chart 15). In
2003, the rate of genuine savings in the LDCs was about half the level in low-
and middle-income countries, although it had been about the same in 1990.
Genuine savings are also estimated on the basis of gross national savings, which
include ODA grants. If the genuine savings rates are further adjusted to take out



0g

The Least Developed Countries Report 2006

CHART 15. GENUINE SAVINGS?® IN LDCs AND LOW- AND MIDDLE-INCOME COUNTRIES, 1986—-2003

15
®-.. Lar@e,
K4 0. .0 R )
g Sveal” . o-
K ° . 9 -
10 v s +
-.' . .o'
.- X 1 o--
.-® s .
[ 2de ®, O
. K )
5
R
"
0% < % ,’5\ S ™ o o T 1w © N ©® o 9O = o o
@ e} D SN D N D o} o o} D o o D =} =) =} =}
@ 2. .M eNg/Ne2 2 2 2 2 2 2 2 S S S S
— ~—-_z' -\ Al N — — — — — — — [\ [\ [\ N
/ NS \
Vi “' \ «‘s
/ ‘\ A/ \\\ A
4 ~
-5 7} 7 = \
N, 4 AY
AN ’ \
N, ! \
\‘ Il \\
*~~~‘ K AN
~——k \
A
-10
--®-- Low- & middle-income (including grants) ——LDGs (including grants) --A-- LDGCs (excluding grants)

Source:
online data, November 2005.

Note:

a

For 17 LDCs, there are only
three in which tax revenue
exceeds 15 per cent of GDP
and it is below 10 per cent of
GDP in 7 countries.

UNCTAD secretariat estimates based on World Bank, World Development Indicators and Global Development Finance,

Based on 26 LDCs for which data are available.

For definition of genuine savings, see text.

this external capital inflow, this seriously reduces the estimate of genuine savings
in the LDCs. The adjusted genuine savings are actually negative in the LDCs in
all years between 1991 and 2003. There is also a declining trend.

Thus, although the growth performance of the LDCs as a group improved
considerably in the 1990s, their domestic productive resource base — as
measured by genuine savings without ODA grants — has been shrinking. This
raises serious questions about the sustainability of the recent acceleration of
economic growth, which is apparent in the growth experience discussed in the
present chapter and also the most recent growth trends discussed in part | of this
Report.

2. Low GOVERNMENT REVENUES

Government revenues are also very low in most LDCs. Some are able to
collect major resource rents, notably on oil and minerals, but also, in the case of
island LDCs, through fishing licences. However, most LDCs raise revenue
domestically mainly through taxation. For 17 LDCs for which recent data on
public finances are available, there are only three in which tax revenue exceeds
15 per cent of GDP and it is below 10 per cent of GDP in 7 countries (table 30).
This is very low, compared with other developing countries and developed
countries. Recent calculations, for example, indicate that tax revenue as a share
of GDP is 18 per cent on average in developing countries and 38 per cent in
developed countries (McKinley, 2005).
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TABLE 30. GOVERNMENT FINANCE IN SELECTED LDCs
(Percentage of GDP)

Period ? Government Tax Non-tax Grants Government
revenue revenue revenue ® expenditure
(excluding grants)

Bangladesh 2001-2003 10.9 7.8 2.3 0.9 9.1
Bhutan 2001-2003 38.8 10.8 11.9 16.2 21.2
Burundi 1998-1999 15.4 14.5 0.9 . 19.9
Dem. Rep. of the Congo 2001-2002 6.1 5.0 1.0 . 6.3
Ethiopia 1998-1999 19.9 12.9 6.1 0.9 21.5
Guinea 1998-1999 16.2 10.8 0.7 4.6 12.8
Maldives 2001-2003 32.6 13.0 17.8 1.9 259
Myanmar 1996-1999 6.7 3.5 3.2 .

Nepal 2001-2003 13.1 9.4 2.1 1.7 .
Rwanda 1990-1992 9.9 8.7 1.2 . 13.1
Senegal 1999-2001 19.6 17.0 0.7 1.8 13.9
Sierra Leone 1998-1999 11.1 7.0 0.2 3.9 17.3
Sudan 1998-1999 7.5 6.2 1.3 . 7.1
Uganda 2000-2002 18.8 11.2 0.3 7.3 18.0
Vanuatu 1997-1999 23.9 20.0 4.0 .. 23.5
Yemen 1998-1999 29.1 10.9 17.6 0.5 25.3
Zambia 1998-1999 25.0 18.1 0.6 6.3 19.2

Source: UNCTAD secretariat estimates based on IMF, Governmental Financial Statistics March 2005 and World Bank, World
Development Indicators online data, May 2005.

a Most recent period available.
b Non-tax revenue (excluding grants) include property income, sales of goods and services, fines penalties and forfeits and
voluntary transfers other than grants.

There are certainly important problems of taxation administration which
have to be addressed within the LDCs. However, their low tax base should not
be seen exclusively as a result of lack of taxation effort or tax reform. A good
indication of this is the fact that at least 28 LDCs have introduced value-added .

. . . : ) The low level of taxation
taxes, including 24 since 1990. These major reforms, introduced as part of o
structural adjustment programmes and later within PRSPs, are often partly ~ [€VENUE limits the'level.Of
designed to offset the adverse tax consequences of trade liberalization. But government expenditure in all
wider evidence shows that whilst they can do so in high-income countries, VAT  the LDCs which do not have
has been able to compensate for only 45-60 per cent of the revenue lost from access to resources rents.
trade liberalization in middle-income countries and only about 30 per cent of
the revenue lost from trade liberalization in low-income countries (Baunsgaard
and Keen, 2004).

The low level of taxation revenue limits the level of government expenditure
in all the LDCs which do not have access to resources rents. The extent of this
limitation is shown in chart 16. During 2000-2003, government final
consumption expenditure was equivalent to about 10 per cent of GDP in the During 2000-2003,
LDCs for which data are available. This is six percentage points below the level government final
in other developing countries. However, because of very low GDP per capita in consumption expenditure in
the LDCs, these shares translate into very little public expenditure per capita. In
fact, during 2000-2003, government final consumption expenditure in the
LDCs was only $26 per capita compared with $186 per capita in other o
developing countries. As a result, current public expenditure on health is very with $186 per capita in other
low in per capita terms within the LDCs. During 2000-2002, LDCs on average developing countries.
spent $13 per head per annum on public health expenditure, in contrast to an
average of $75 per head per annum in other developing countries, and $2,908
in high-income OECD countries.

the LDCs as a group was only
$26 per capita compared
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CHART 16. GOVERNMENT FINAL CONSUMPTION EXPENDITURE IN LDCS AND OTHER DEVELOPING COUNTRIES, 2000-2003
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Source: UNCTAD secretariat estimates based on World Bank, World Development Indicators 2005, CD-ROM.
Notes:  Group averages are weighted averages.
Calculations are based on a group of 39 LDCs and 68 other developing countries for which data were available.

3. THE POTENTIAL FOR DOMESTIC RESOURCE MOBILIZATION

There are various reasons why domestic savings rates and government
revenues are low in the LDCs, most obviously because of generalized mass
poverty. Because the average income per capita is so low in the LDCs, a large
proportion of the population survives on incomes which are barely sufficient to
meet their basic physical needs. The ability to save and also to raise revenue
through taxes is thus highly constrained.” Dependency ratios (the number of
dependants per working person in each household) are also high and this further
dampens the capacity to save.

The strong limitation on the
current capacity to save and

raise government revenue

does not mean that there is a However, the strong limitation on the current capacity to save and raise
government revenue does not mean that there is a low potential for domestic
resource mobilization. The contrary is in fact the case. The underdevelopment
of the LDC economies has the corollary that there are hidden and underutilized
resources that could be tapped to finance increased investment. In thinking
about the potential for domestic resource mobilization within the LDCs, it is
necessary to have a dynamic perspective which identifies how this potential can
be realized. As Albert Hirschman (1958:5) put it, “Development depends not so
much on finding optimal combinations for given resources and factors of
production as on calling forth and enlisting for development purposes resources
and abilities that are hidden, scattered and badly utilized”.

low potential for domestic
resource mobilization.

The potential for domestic resource mobilization is high within the LDCs for
a number of reasons.

Firstly, the level of monetization of the LDC economies is very low. In 2003,
the money supply was just 31 per cent of GDP compared with almost 80 per
cent in other developing countries (David, 2005). The weak monetization levels
are related to weak financial systems (see chapter 6). But they also reflect the
continuing subsistence orientation of agriculture, where the main form of
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savings is often physical rather than financial assets and where part of agricultural
output is consumed within the household and not monetized. The
intensification of commercial agriculture and the development of the market
economy within rural areas could, together with the development of rural

financial institutions in which farmers can, with confidence, deposit savings, lead

to significant savings mobilization. The level of monetization of
the LDC economies is very
low. In 2003, the money

supply was just 31 per cent

Secondly, as will be discussed in chapter 4, a significant proportion of the
labour force within LDCs is either underemployed or has very low productivity
as they work applying their raw labour with rudimentary tools and equipment

and poor infrastructural facilities. Most agricultural production and a significant of GDP compared with
part of non-agricultural production are also organized on the basis of household  almost 80 per cent in other
enterprises. When production is organized in this way and productivity is very developing countries.

low, there is often surplus labour. This does not necessarily mean that the
marginal productivity of labour is zero or negative, or that labour is totally

redundant. Rather, there is surplus labour in the sense that some individuals
receive more than the marginal product of the labour. This is likely to occur
whenever the marginal product of labour is unable to meet subsistence
requirements and when individual earnings are based on institutional sharing
norms within the household (Fei and Ranis, 1997; Ranis, 1997).

The existence of surplus labour means that there are some direct
opportunities for physical capital formation in rural areas through mobilizing
labour for simple infrastructure projects (Criffin, 1996, Griffin and Brenner,
2000)."” However, beyond this, with fuller and more productive employment
for the labour force, domestic savings can be expected to increase. This is

indeed apparent in the historical experience of the LDCs. The evidence shows

that as income levels rise, there is a high propensity to save within the LDCs.  As jncome levels rise, there is
Moreover, the propensity to save is actually higher than in other developing a high propensity to save
countries (see UNCTAD, 2000: 36-37). within the LDCs.

Thirdly, the potential for domestic resource mobilization is high because the

domestic capitalist corporate sector of the economy is as yet underdeveloped in
most LDCs. This is the mirror image of the importance of household enterprises
within the private sector of LDCs. But it has important implications because
business savings are a key component of domestic savings. As W.A. Lewis put it
in the mid-1950s: “If we ask why the less developed countries save so small, the
answer is not that they are so poor but because their capitalist sector is so small”
(Lewis, 1955). The evidence shows that a defining feature of the most successful
East Asian developing economies has been their ability to raise their domestic

savings ratios by increasing business savings (not simply household savings). In
the initial stages of the development process the mobilization of the agricultural
surplus was important. But after this initial stage the engine of the development There is latent

of productive capacities was the creation of a strong investment—profits nexus in entrepreneurship which can
which expected profits provided the incentive for investment and realized pe harnessed into productive
profits were both an outcome of investment and a source for further investment
(Akytiz and Gore, 1996). Evidence from Investment Climate Surveys also shows
that this is relevant in LDCs. Retained profits are the source of 80 per cent of the
working capital and 71 per cent of the new investment in Ugandan
manufacturing firms, and 74 per cent of the working capital and 63 per cent of

channels to support the
expansion of productive
investment and employment.

the new investment in Eritrean manufacturing firms (World Bank, 2004:
appendix 4, p. 133).

Fourthly, the potential for domestic resource mobilization is high within the
LDCs because there is latent entrepreneurship which can be harnessed into
productive channels to support the expansion of productive investment and
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employment. This requires both macroeconomic stability and household-level
economic security. At the present moment, all-pervasive economic insecurity at
the household level associated with generalized poverty adversely affects
entrepreneurship as it leads to short-termism and limits risk-taking. The
existence of production complementarities which render individual investment
decision dependent on the decisions of others, together with weak coordinating
devices which can enable positive linkage effects, is another reason why
entrepreneurial capabilities remain latent. In addition, there are incentives for
unproductive (or destructive) entrepreneurial activities, which exist when
entrepreneurs establish illegal barriers to entry or engage in predatory behaviour
based on monopoly position which can stem from political favours (Baumol,
1990). A major policy challenge is not simply to foster entrepreneuship but also
to bring about a switch from unproductive entrepreneuship to productive

entrepreneurship.
The low level of financial
resources is partly due to the
low level of income. But it

Fifthly, there is an important potential for domestic resource mobilization
which is associated with how the small stratum of rich individuals within LDCs
use their wealth. How these people deploy their wealth can make an important
also reflects weak investment difference to the savings-investment process. If their savings are used for

incentives and the lack of  productive investment within the country, it will facilitate strong domestic
profitab/e investment capital accumulation.”™ Many highly-qualified individuals have also migrated to
opportunities. work in other countries, and ensuring that their financial resources could return

is yet another avenue for resource mobilization.

In summary, the low level of financial resources is partly due to the low
level of income. But it also reflects weak investment incentives and the lack of
profitable investment opportunities. If investment increases, there are significant
possibilities for increased domestic resource mobilization based on increased
monetization of the economy, the mobilization of surplus labour, a shift away
from household to corporate financing of investment, the mobilization of
entrepreneurship which is latent because of all-pervasive economic insecurity
and weak coordination mechanisms to address production complementarities,
the turning of unproductive entrepreneurship into productive entrepreneurship,
and the increased deployment of the resources of the small stratum of the rich
for productive investment within the LDCs. Comparison of the contrasting
investment and savings performance of LDCs classified according to their growth
experience suggests that these potentials for domestic resource mobilization are
not imaginary. Some LDCs have significantly increased both domestic savings
and investment in a virtuous circle (box 10).
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Box 10. ECONOMIC GROWTH AND CAPITAL ACCUMULATION: DIVERSITY AMONGST LDCs

There is much diversity in the performance of LDCs in terms of capital accumulation. This is quite closely related to the
diversity in actual growth performance discussed in this chapter. In order to clarify the relationship, trends in savings, in-
vestment and foreign resource inflows were examined in the three groups of LDCs identified in the main text according
to their long-term growth performance: converging economies, weak-growth economies and regressing economies.
Oil-exporting LDCs (Angola, Equatorial Guinea, Sudan and Yemen) and island LDCs were removed from the sample as
they have rather specific patterns of change.

This left the following countries’ for which there were data:

* Converging economies: Bangladesh, Bhutan, Nepal, Mozambique and Uganda;

* Weak-growth economies: Benin, Burkina Faso, Chad, Ethiopia, Mali, Mauritania, Senegal and Malawi;

* Regressing economies: Burundi, Central African Republic, Democratic Republic of the Congo, Gambia, Guinea-
Bissau, Haiti, Madagascar, Niger, Rwanda, Sierra Leone, Togo and Zambia.

There are major differences between these three groups of countries in terms of the rates of physical capital formation
and its financing. At the start of the 1980s, there was not that much difference in the investment rates in the three groups
of countries. In the converging economies gross capital formation constituted 18 per cent of GDP compared with 16 per
cent in the weak-growth economies and 17 per cent in the regressing economies. But in the converging economies, the

Box TABLE 4. RESOURCE AVAILABILITY AND INVESTMENT AS PERCENTAGE OF GDP
IN LDCs AND LDCs SUBGROUPS WITH DIFFERENT GROWTH EXPERIENCES,
1980-1984, 1989-1993 anD 1999-2003
(Percentage of GDP)
Gross capital formation Gross domestic savings ODA Grants Foreign direct investment
1980- 1989- 1999- 1980- 1989- 1999- 1980- 1989- 1999-  1980- 1989- 1999-
1984 1993 2003 1984 1993 2003 1984 1993 2003 1984 1993 2003

Converging economies

Bangladesh 16.6 17.2 23.0 6.3 11.2 17.5 3.7 2.7 1.2 0.0 0.0 0.3
Bhutan 374  37.7 48.7 8.0 26.1 26.9 2.7 109 5.9 0.0 0.2 0.0
Mozambique 103 234 326 -5.9 -7.0 12.8 3.2 321 22.5 0.0 0.8 7.7
Nepal 18.3 20.6 23.8 10.0 9.8 14.2 239 4.2 3.3 0.0 0.0 0.0
Uganda 76 13.6 19.7 2.6 0.8 6.7 3.4 7.1 7.5 0.0 0.3 2.8
Weak growth economies

Benin 17.8  14.1 18.3 -2.8 1.2 5.5 2.5 7.4 5.2 0.1 3.6 1.8
Burkina Faso 15.7  18.6 20.1 -5.9 5.5 5.4 5.4 6.8 7.3 0.1 0.1 0.4
Chad 3.3 9.5 42.1 -3.2 -5.1 18.8 6.4 7.2 4.6 0.2 0.6 26.7
Ethiopia 13.6 115 18.3 6.5 4.7 1.9 2.6 7.6 8.8 0.0 0.0 1.1
Malawi 19.9 204 9.3 13.5 7.3 -4.8 39 125 137 0.8 0.1 1.5
Mali 146 222 224 -0.6 5.8 15.3 7.0 7.9 7.4 0.3 0.0 3.8
Mauritania 284 19.2 329 -4.2 7.1 8.7 88 119 173 1.7 0.7 9.4
Senegal 124 133 19.2 -3.6 8.2 9.4 3.6 6.6 4.4 0.6 0.4 1.7
Regressing economies

Burundi 174 153 9.7 3.0 -3.2 -2.5 45 108 16.7 0.4 0.1 0.4
Central African Republic 9.1 11.7 14.6 -3.4 1.1 10.5 6.7 6.1 5.2 0.8 -0.3 0.4
Dem. Rep of the Congo 9.6 73 6.9 8.4 7.1 5.6 0.7 2.7 227 -0.1 0.0 1.6
Gambia 226 216 184 5.4 8.8 12.0 12.2  13.8 4.3 0.2 26 11.4
Guinea-Bissau 283 355 133 -1.9 3.6 -7.9 233  19.8 25.6 0.3 1.2 1.2
Haiti 169 12.0 27.2 6.2 3.5 4.5 2.6 4.0 2.5 0.5 0.0 0.3
Madagascar 106 123 163 0.5 3.8 9.2 1.3 79 3.8 0.1 0.6 1.2
Niger 18.4 8.6 12.6 7.6 4.1 4.5 4.1 9.6 7.3 0.7 0.7 0.7
Rwanda 153 148 18.4 4.9 3.3 1.3 5.0 74 11.1 1.2 0.3 0.3
Sierra Leone 15.1 8.7 759 4.1 9.6 -10.3 1.9 7.9 226 0.0 1.3 1.5
Togo 226 172 17.7 17.6 7.9 1.8 2.5 5.8 2.5 1.4 0.3 3.0
Zambia 17.9 13.1 21.4 12.8 7.4 12.9 2.1 14.0 11.0 0.6 4.4 3.0
LDCs 16.8 16.8 20.6 3.4 5.3 7.2 4.9 9.4 9.8 0.4 0.7 3.3
Converging economies 18.0 225 29.6 4.2 8.2 15.6 3.2 114 8.1 0.0 0.3 2.2
Weak-growth economies  15.7  16.1 22.8 0.0 4.3 7.5 5.0 8.5 8.6 0.5 0.7 5.8
Regressing economies 170 148 154 5.4 4.7 3.5 5.6 9.1 113 0.5 0.9 2.1
Source:  UNCTAD secretariat estimates based on World Bank, World Development Indicators and Global Development Finance, online

data May 2005.

Note: Group averages are simple averages.
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Box 10 (contd.)

investment rate had increased to 23 per cent in the period 19891993 and 30 per cent in the period 1999-2003. At
the other end of the spectrum, the average investment rate within the regressing economies declined from 17 per cent
in 1980-1984 to 15 per cent in 1999-2003. Investment rates increased between 1980-1984 and 1999-2003 in all the
converging economies. But they declined in 7 out of 12 regressing economies.

In association with this increase in investment in the converging economies, gross domestic savings increased from 4 per
cent of GDP in 1980-1984 to 8 per cent in 1989-1993 and 16 per cent in 1999-2003. In contrast, the savings rate,
which actually started higher in the regressing economies than the converging economies, fell from 5 per cent to 4 per
cent of GDP from the early 1980s to 1999-2003.

The weak-growth economies fall between these trends. Gross capital formation as a share of GDP does not change in
the 1980s, but increases from 16 per cent in 1989-1993 and to 23 per cent in 1999-2003. This level is 6 percentage
points higher than the average of the regressing economies but 7 percentage points lower than the converging econo-
mies. The domestic savings rate does not fall in the weak-growth economies as it does, on average, in the regressing
economies. But the growth of investment in the 1990s is not matched, as in the converging economies, by a strongly ris-
ing domestic savings ratio. It increases from O per cent in 19801984 to 4 per cent in 1989-1993 and to 8 per cent in
1999-2003.

Although the converging economies have a strong domestic savings effort, external resources are still important for their
investment processes. The domestic savings—investment gap was about 14 per cent of GDP during each of the three
periods. In contrast, the domestic savings—investment gap is somewhat smaller (10 to 12 per cent of GDP) in the regress-
ing economies. Once again the weak-growth economies are in an intermediate position. Their reliance on external re-
sources as measured by the savings—investment gap somewhat decreased between 1980-1984 and 1989-1993, but
increased in the subsequent period. But the increase in gross capital formation as a percentage of GDP from 1989-
1993 to 1999-2003 is driven by an increase in external resources rather than an increase in the domestic savings rate.

It is also possible to identify trends in FDI and ODA grants as a share of GDP in these countries. This shows that in the
period 1999-2003, FDI increased its contribution to gross capital formation in all groups of countries, but was insignifi-
cant in the two earlier periods. FDI is also most important as a share of GDP in the weak-growth economies. On aver-
age, three-quarters of the increase in the rate of capital formation in these countries can be attributed to increased FDI
inflows. With regard to grants, it is clear that during the 1980s grants as a share of GDP increased significantly in all three
country groups. However, their share subsequently decreased in the group of converging economies. In contrast, grants
are increasing as a share of GDP in both the weak-growth and the regressing economies, although at a lower pace than
previously.

These results show that it is possible for LDCs to achieve expanded domestic capital accumulation with a mix of in-
creased domestic resource mobilization and external resource inflows.

! This includes all the countries for which data were available except Lesotho, which is treated as an outlier because, unlike in
all the other countries, domestic consumption far exceeded GDP in all these periods.

F. External resource inflows and
domestic capital accumulation

Realizing these potentials for domestic resource mobilization will certainly be
difficult, given the all-pervasive extreme poverty and economic insecurity within
LDCs. In these circumstances, external finance can play an important catalytic
External finance can P/a)/ an role in kick-starting and supporting a virtuous cycle of domestic resource

important catalytic role in mobilization in which expanding investment opportunities generate increased
savings and increased savings in turn finance increased investment. Both ODA
and FDI inflows are important. They can directly finance investment, and also,
o as will be discussed in chapter 7, play a significant role in relaxing balance-of-
resource mobilization. payments constraints on economic growth. But in practice there are various
problems which mean that both these types of external resource inflows are not
generally playing the catalytic financing role which they could play in expanded
domestic capital accumulation.

kick-starting and supporting a
virtuous cycle of domestic
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1. ODA AND DOMESTIC ACCUMULATION AND BUDGETARY PROCESSES

ODA is particularly important. For the LDCs as a group, 67 per cent of
aggregate net resource flows to the LDCs in 2000-2003 were official flows
compared with 4 per cent in other developing countries.” But a major problem
with capital formation processes within LDCs is that there are features of the
current aid regime which interfere with a strong positive relationship between
ODA inflows and domestic processes of capital accumulation in the LDCs.

Firstly, since the early 1990s an increasing proportion of the aid flows to the
LDCs has been provided in ways which mean that they are not directly available
to finance capital formation. In 2000-2003, almost half of the total ODA
disbursements to the LDCs were directed to debt relief, emergency assistance,

ODA is particularly
important. For the LDCs as a
group, 67 per cent of
aggregate net resource flows
to the LDCs in 2000-2003
were official flows compared
with 4 per cent in other
developing countries.

technical cooperation and development food aid. This was up from one third of
total ODA to the LDCs in 1992-1995 (chart 17A)."

Secondly, a sectoral breakdown shows that the share of ODA committed to
LDCs which is directed towards economic infrastructure and production-
oriented sectors has declined significantly. Between 1992-1995 and 2000-
2003, ODA commitments to economic infrastructure and production-oriented
sectors, as defined in chart 17B, declined from 45 per cent to 26 per cent of the
total commitments of all donors to LDCs. If one focuses solely on aid
commitments to production sectors (agriculture, industry, mining, construction,
trade and tourism) it is apparent that this constituted only 6.8 per cent of total
aid commitments in the period 2000-2003. ODA commitments to banking and
financial services accounted for only 1 per cent of total aid commitments in
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Source: Calculations based on OECD/DAC International Aid Statistics, online data.
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“Social infrastructure and services” comprises: education, health, population programmes, water supply and sanitation,
government and civil society, other social infrastructure and services.

“Economic and production-oriented sectors” comprises: production sectors (agriculture, industry, mining, construction,
trade, tourism and multisector),economic infrastructure, transport and storage, communication, energy, banking and
financial services.
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Thirdly, the extent to which aid inflows have expanded the fiscal space of
Governments has been reduced by a number of features of the way in which aid
is provided.' These are discussed in detail in LDC Report 2000 (chapter 5).
They include the following:

* The unpredictability and volatility of aid. Long-term analysis of aid
inflows to LDCs over the period 1970-1998 shows that foreign aid has
been more volatile than extremely volatile exportrevenues; there is little
correlation between variations in aid and variations in government
revenue and export revenue; and variations in foreign aid have not
acted to counteract other shocks. Asa consequence, “the volatility of aid
inflows has contributed to macro-economic instability” (UNCTAD,
2000: 181).

* Lack of coordination of the aid system and the low degree of integration
of the aid system into the local economic and administrative structures.
This has severely eroded State capacities. This is particularly evident in
the high transaction costs associated with multiple donors and also the
internal brain drain from the public sector to donor projects."” This has
been exacerbated by the reduction of the public sector wage bill, which
has eroded the real value of public salaries, together with the creation
of parallel management structures for donor projects. These have
interacted in a vicious cycle in which the more that State administrative
capacities have eroded, the more donors have needed parallel structures

The PRSP process tends to to get things done.

pay greater attention to direct * The fiscal squeeze on current expenditures. This occurred through
poverty reduction than to conditionality on the level of current government expenditure, together
indirect poverty reduction with increased capital expenditures associated with aid projects which
through the development create future spending needs which have to be met from current

expenditures. The increase in debt service payments from aid loans is

of productive capacities.
p P one aspect of this problem.

The PRSP approach has sought to overcome these problems by seeking to
link aid to national development strategies. The tendency to provide more aid in
the form of budgetary support, together with debt relief in HIPC-LDCs, has also
reduced the fiscal squeeze. However, the progress which has been made in
terms of change in the behaviour of donors at the country level has been less
than expected (see, for example, Driscoll and Evans, 2004; World Bank
Operations Evaluation Department, 2004; World Bank/IMF 2005: 37-41).
Moreover, whilst the changes may have improved aid delivery somewhat, they
have imparted a particular bias to the way in which ODA supports capital
formation.

This is the fourth key issue in terms of the relationship between aid and
domestic accumulation and budgetary processes. The PRSP process tends to pay
greater attention to direct poverty reduction than to indirect poverty reduction
through the development of productive capacities. There has been a shift
towards a greater focus on economic growth in the PRSPs since 2002
(UNCTAD, 2004: chapter 7). Nevertheless, there remain deep problems
concerning how social sectors and productive sectors are integrated in PRSPs. As
Driscoll and Evans (2004) observe:

* “Most PRSs have yet to deliver a fully integrated strategy in which the
quality of social sector plans are matched by those for the productive
sectors.”

* “Underlying policy processes in the productive sectors are often
particularly weak...The PRS emphasis on centralized national or sectoral
expenditure targets tends to limit the focus to support for the local
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enablingenvironment or the provision of ‘soft’ services such as extension
and technology to rural or informal sector producers.”

e “Under pressure to demonstrate results, many donors have opted for
quick wins of targeted social sector spending instead of seeking to
address the paucity of analytical work on pro-poor growth, and support
longer-term government action to bring it about.” (pp. 7-8).

More emphasis is now being placed on the need to tie the PRSs with the
long-term development vision of each country and also to link goals and targets The orientation towards
to clear public actions designed to achieve them (World Bank/IMF, 2005).
However, the orientation towards social targets and away from production and
employment has possibly been exacerbated by the dominance of social sector )
targets and the marginal position of employment in the Millennium employment has possibly
Development Goals. been exacerbated by the

dominance of social sector
targets and the marginal
position of employment
in the Millennium

social targets and away
from production and

A further important aspect of the development model underlying the poverty
reduction strategies is the way in which economic growth is supposed to be
promoted. Essentially, it is expected that this will occur through the deepening
of economic reforms. Second-generation reforms pay more attention to
governance issues and the investment climate, and they also seek to achieve Development Goals.
more effective and more pro-poor public expenditure. But it remains to be seen
how effective these second-generation reforms will be in addressing the
interlocking structural constraints which most LDCs face and supporting the
development of productive capacities, which is essential for achieving both high
and sustainable rates of economic growth.

The failure of the first-generation reforms to increase domestic savings and
investment sufficiently has been recognized as one of their critical weaknesses
(World Bank, 2005; Ciriffin, 2005). It is for this reason that improving the
investment climate is now being stressed. But currently, there is a tendency to
shrink the notion of the investment climate in two ways: firstly, to equate it with
government policies and regulations directly shaping opportunities and
incentives of firms (rather than enterprises in general); and secondly, to associate
less government with a better investment climate. Narrowing the idea of the
investment climate in this way seriously diminishes the analytical and policy The failure of the first-
value of the concept. It is clear that improving the investment climate has been generation reforms to
central in successful developing countries. But the good investment climate j,-regse domestic savings and
which they managed to promote was not associated with less government;
rather, it entailed public action which recognized the heterogeneity of
enterprise-level capabilities and sought pro-actively to upgrade them, and it also R )
sought to manage a progressive transformation of production structures. Also, it their critical weaknesses. It is
was associated with a macroeconomic framework which was not geared simply  for this reason that improving
to stabilization but also to promoting rapid capital accumulation by providing the investment climate is now

investment incentives. being stressed.

investment sufficiently has
been recognized as one of

The final issue which is also becoming increasingly relevant is the way in
which conditions regarding good governance are being attached to aid inflows
(Hoppenbrouwer, 2005). Government effectiveness is certainly vital for
developing productive capacities. But it is possible that governance-related
conditions for access to aid will undermine the effectiveness of aid. This can
occur if the notion of good governance is defined in a way that prescribes a
certain role for government in managing an economy rather than in a way that
specifies standards of bureaucratic competence and administrative capability
per se. The problem with the former approach is that it may assume a role for
government which is not appropriate in particular countries and at particular
times within the development process. Good governance will ultimately be
possible only if government finances are sufficiently strong to enable adequate
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by over one percentage point between the first half and the second half of the
1990s, the ratio of domestic private investment to GDP fell by two percentage
points or more. There are only three countries in which an increasing FDI/GDP
ratio is associated with an increasing private domestic investment/GDP ratio.

It is difficult to identify what precisely is behind these tendencies, and the
sample size is small. However, the data suggest that foreign investment has not
had strong positive linkages effects that have generated higher levels of private
domestic investment. As analysed in the last LDC Report, growth based on
exports of oil, minerals, or manufactures produced in EPZs, which in all cases
has been highly dependent on FDI, has often been an isolated enclave within
the LDC national economies. Elaborating policies which can foster positive
linkages between FDI and domestic private sector is a major challenge.

Elaborating policies which can
foster positive linkages
between FDI and domestic
private sector is a major

G. Conclusions challenge.

In addressing the issue of developing productive capacities in the least
developed countries, it is necessary to maintain a balance between the
constraints and the opportunities that characterize the present situation.
Focusing on the multiple and interlocking constraints can lead to a paralysing
sense of pessimism and an overwhelming sense of dependence on external aid.
But there are in practice major opportunities for rapid economic growth and
substantial poverty reduction if these constraints can be relaxed in a systematic
way. Moreover, there are important hidden and underutilized productive
resources and entrepreneurial capabilities that can support the development of
productive capacities from within.

This chapter has shown how fast LDCs could grow if their labour force
were to be fully employed and various potential sources of labour productivity
growth, which are available to all very poor countries, were exploited. The
analysis indicates that the growth rate target of more than 7 per cent, which is
part of the Brussels Programme of Action for the LDCs, is achievable. But this
requires a fast catch-up growth scenario in which there is development, as well
as full and efficient utilization, of productive capacities. In particular, it requires
full employment of the labour force, faster human capital accumulation, faster growth rate target of more
acquisition and absorption of technologies already in use in other countries, and  than 7 per cent, which is part
structural change to enable increasing returns to scale. of the Brussels Programme

of Action for the LDCs,
is achievable, if constraints

The analysis indicates that the

Increased investment is essential for achieving the potential GDP growth
rates which are possible in the LDCs. It is through such increased investment ' o
that technological progress and structural change will be possible and productive 0" the productive capacities
capacities will develop. But despite improvements in the 1990s, capital can be relaxed in
formation was still only 22 per cent of GDP in the LDCs as a group in 1999— a systematic way.

2003 and domestic private investment was particularly weak. Capital formation

in the LDCs is far below the rate which is estimated to be required for the fast
catch-up scenario (35 per cent of GDP) and also below that required for a slow
catch-up scenario in which technological acquisition occurs more slowly than in
the fast catch-up scenario. A further concern is that actual rates of human capital
formation in the LDCs in the 1990s were slower than in other developing
countries. The average years of schooling of the adult population in the LDCs
was three years in 2000, which was the same as the level in other developing
countries in 1960. Enrolment rates in secondary technical and vocational
education and also tertiary enrolment rates in engineering are much lower on
average in LDCs than in other developing countries. The brain drain is also
increasing in many LDCs. In 2000, one in five of the stock of “high-skill workers”
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in the LDCs, defined as those with tertiary education (13 years of schooling or
above), were working in OECD countries.

The inadequate rates of physical and human capital formation reflect
weaknesses in domestic resource mobilization to finance capital formation, as
well as weaknesses in the way in which external capital inflows are supporting
domestic processes of capital accumulation. Gross domestic savings rose to 13.6
per cent of GDP in 1999-2003. But with this savings rate it is not only
impossible to achieve the investment rates required by the catch-up scenarios
without external capital inflows, but also impossible even to achieve positive
rates of GDP per capita growth. Estimates of genuine savings, which take
account of capital depreciation and natural resource depletion, also indicate
that, without ODA grants, there were negative savings for all years between
1991 and 2003, and that the genuine savings rate, without ODA grants, was also
declining. Government revenue and expenditure are also low, particularly in
Recent growth accelerations countries which do not have access to mineral resource rents. During 2000—

in the LDCs will not be 2003, goverf\ment final cons.umptlon expend.ltu.re in the LDCs was equwalgnt to
$26 per capita compared with $186 per capita in other developing countries.

sustainable unless ODA

inflows enhance increased Mass poverty means that there are considerable limits to the current capacity
domestic savings and to save and raise government revenue within the LDCs. However, this does not
investment and thus reduce mean that there is a low potential for domestic resource mobilization. In
practice, the contrary is true as the underdevelopment of the LDC economies
surge in aid to LDCs should bas the co.rollary that there are .hidden an.d' .u.nderuti'lized resources. .lf
) _ ) investment increases there are significant possibilities for increased domestic
be linked to policies which resource mobilization based on increased monetization of the economy, the
promote economic growth by mobilization of surplus labour, a shift away from household to corporate
explicitly developing their  financing of investment, the mobilization of latent entrepreneurship and turning
productive capacities. unproductive into productive entrepreneurship, and the increased deployment
of the resources of the small stratum of the rich for productive investment within
the LDCs. Comparison of the contrasting investment and savings performance of
LDCs classified according to their growth experience indicates that some LDCs
have significantly increased both domestic savings and investment in a virtuous
circle.

aid dependence. The recent

External capital inflows can play an important catalytic role in kick-starting
and supporting such a virtuous cycle of domestic resource mobilization in which
expanding profitable investment opportunities generate increased savings and
increased savings in turn finance increased investment. There is a major
opportunity here because since 2000 the sharp decline in ODA to LDCs which
occurred during the 1990s has been reversed, and FDI inflows into LDCs,
though geographically concentrated, are also increasing. But the limited
evidence suggests that FDI inflows are not crowding in domestic private
investment. Moreover, there are various features of the current aid regime
which imply that ODA is not playing a catalytic role in boosting domestic
resource mobilization and expanded domestic capital accumulation. These are
related to: the composition of aid which is oriented away from physical capital
formation and productive sectors; bias towards social sectors away from
production and employment within PRSPs; and conditionality which prescribes
a certain role for government in managing an economy which is not adapted
necessarily well to the structural weaknesses and enterprise heterogeneity within
the LDCs. Recent growth accelerations in the LDCs will not be sustainable unless
ODA inflows enhance increased domestic savings and investment and thus
reduce aid dependence. The recent surge in aid to LDCs should be linked to
policies which promote economic growth by explicitly developing their
productive capacities.
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ANNEX CHART 1. LONG-TERM TRENDS IN GDP PER cAPITA IN LDCs

(Constant 2000 $)
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Annex chart 1 (contd.)

1. LDCs that have fully recovered and achieved higher GDP per capita
than before negative shocks
A. U-Trend
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Annex chart 1 (contd.)

1Il. LDCs experiencing recovery, which has not yet led to the same GDP per capita level
experienced prior to growth collapse
A. U-Trend
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Annex chart 1 (contd.)

IV. LDCs still regressing after growth collapse

Burundi Central African Republic Comoros
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Source: UNCTAD secretariat estimates based on World Bank, World Development Indicators 2005, CD-ROM.

Notes:  Aiming at highlighting the domestic trend in real GDP per capita, while accounting for the sample diversity, different scales
were used.
Real GDP per capita was reconstructed by applying the growth rates of real GDP per capita obtained from the United Nations
Statistical Division for the following countries: (1975-1980) for Cape Verde, (1974-1984) for Equatorial Guinea, (1975-
1985) for Guinea, (1975-1979) for Mozambique, (1977-1987) for the United Republic of Tanzania and (1971-1981) for
Uganda.

a Data refers to GDP per capita. Starting date coincides with political independence or the earliest year for which data are

available.
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10.

11.

12.

13.

14.

15.

16.

17.

Notes

. Ideally, the analysis should include discussion of trends in natural capital. Some

estimates of genuine savings (i.e. savings which take account of natural resource
depletion) are given, and they show that this is a serious issue. But natural capital is not
treated here for lack of space. Atkinson (2005) provides a first overview of the
environmental assets of the LDCs.

. In the Programme of Action, the target is a GDP growth rate of “atleast 7 per cent per

annum” (United Nations, 2001: para. 6)

. Itshould be recalled that the term “Verdoorn elasticity” is being used here to refer to the

assumed relationships between economic growth rate and the labour productivity
growth rate which is estimated on historical experience. Verdoorn'’s Law itself would not
predict that there would be any such elasticity except in the manufactures-exporting
LDCGs.

. Many analysts are now rejecting the idea that one can undertake growth analysis by

identifying a single average growth rate over a long span of time and then relate it to a
set of country characteristics and policies. They show that growth is not a steady process.
See, for example, Rodrik (1999), Pritchett (2000), Hausmann, Pritchett and Rodrik
(2004), Ros (2005b), Cerra and Saxena (2005) and Jerzmanowski (2006).

. This is the same definition of a severe growth collapse as Ros (2005b).
. For theoretical explanations of these different responses of output to negative shocks,

see Cerra and Saxena (2005).

. These statistics are based on Cohen and Soto (2001). An alternative (and actually more

widely used) database (Barro and Lee, 2000) shows that in 1999, the level of formal
schooling in LDCs was actually lower than these data indicate (2 years and 4 months).

. Foran overview of the different effects of international migration, see Ozden and Schiff

(2006).

. The term “domestic resource mobilization” is used here to refer to mobilization of

financial resources through increases in domestic savings and government revenue.
Inthis calculation, the capital/output ratio is assumed to be 3 and the rate of depreciation
2.8 per cent per annum. The population growth rate in the LDCs during the period is
estimated at 2.5 per cent per annum.

For a discussion of the macroeconomic and development impact of generalized
poverty, in which a majority of the population lives at a bare subsistence level, see Steger
(2000).

As Ciriffin (1996) puts it, “In many instances investment requires little more than the
directapplication of labour: digging anirrigation or drainage ditch; plantinga tea garden,
coffee bushes or fruit trees; clearing, leveling or terracing a field; constructing a wall,
animal shelter or home out of earth bricks. Whether a household will expend the labour
on such tasks depends on whether itis worthwhile or profitable. If there is plenty of slack
in the labour market, e.g. in the form of seasonal rural unemployment, potentially
profitable investments can be ‘financed’ not by consuming less (i.e. saving) but by
working longer. That is, surplus labour at the level of the household can be used to
finance household level investment projects. The problem is not how to save more but
how to create investment opportunities. If there is an abundance of investment
opportunities, the problem of savings will take care of itself” (p. 22).

In his discussion of the structural features of LDCs, Ignacy Sachs writes that “although
the present rate of savings in LDCs is very low, the rate of extracted surplus is quite
substantial; but this surplus partly flows abroad through adverse terms of trade and debt
servicing; besides it finances the conspicuous consumption of urban elites, often
supports the plethoric public administration and the patriarchal state; in other words,
the extracted surplus is misallocated” (Sachs, 2004: 1803).

Private capital flows to LDCs are increasing. But the only type of such flows that is
significant for the LDCs is FDI and these flows are concentrated in oil- and mineral-
exporting LDCs. The LDCs are effectively excluded from raising loans on international
capital markets because of their perceived risk, weak (or non-existent) credit ratings and
the requirements of official debt relief processes. The contribution of private debt flows
to total resources flows in LDCs never exceeded 2 per cent throughout 1990-2003.
For an important discussion of the relationship between the composition of aid and its
impact, see Clemens, Radelet and Bhavnani (2004).

The fiscal impact of aid is the subject of a growing literature. Major issues, as well as
empirical results for some LDCs, are usefully summarized in ODI (2004), and Heller
(2005) provides an overview of issues related to expanding “fiscal space”.

Chani, Lockhart and Carnahan (2005) cite the case of the internal brain drain from
government offices to bilateral and multilateral agencies in Afghanistan. Approximately
280,000 civil servants work in the government bureaucracy, earning $50 per month,
while approximately 50,000 Afghan nationals work for NGOs, the UN and bilateral and
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multilateral agencies, where support staff can earn up to $1,000 per month. Not
surprisingly, the national civil servants seek work in the international sector, thus
undermining the capacity of the Government to carry out its functions.
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Technological Progress,
Structural Change and
Trade Integration

A. Introduction

Productive capacities do not only develop through capital accumulation, but
also through technological progress and structural change. Technological
progress usually requires investment because much technology is embodied in
machinery and other kinds of capital equipment. However, it also requires
knowledge and know-how which people and organizations acquire through
learning, and which are embodied in procedures and institutional arrangements.
In particular, technological progress will not take place without technological
capabilities — the skills, information and experience to build and reconfigure
core production competences through new investment, incremental and radical
product and process innovation and the development of new markets and
linkages.

Within development policy analysis there is quite a sharp divide between
those who emphasize the importance of capital accumulation as the key to
development and those who emphasize knowledge accumulation, technological
capabilities and learning. Nelson and Pack (1999), for example, distinguish two
explanations of the growth of the Asian Newly Industrializing Economies (NIEs) —
accumulation theories, which emphasize the role of physical and human capital
accumulation, and assimilation theories, which emphasize the importance of
learning in identifying, adapting and operating imported technologies. But this
divide is artificial. In reality both processes are important and interrelated.
Within LDCs, the development of productive capacities requires both capital
accumulation and knowledge accumulation.

Technological progress occurs through innovation which, following
Schumpeter (1942), can best be defined as: (i) the introduction of new goods
and services, or of new qualities of goods and services; (ii) the development of
new production methods, or new marketing strategies; (i) the opening-up of
new markets; (iv) the discovery of new sources of raw materials or exploitation
of previously known resources; and (v) the establishment of new industrial
structures in a given sector. Whenever firms undertake activities which are new
to them, even if it is not new to their competitors, to their countries or to the
world, it is a risky process. But if it is successful, a technology may become more
and more widely adopted. Various incremental innovations normally occur in
the innovation diffusion process. These involve minor increases in technical
efficiency, productivity and precision in production processes, or changes in
products to achieve better quality, reduce costs or widen their range of uses. But
the end-result of this process is intra-sectoral productivity growth and economy-
wide structural change, as well as changes in the form of trade integration of a
country as enterprises acquire international competitiveness in the production
of more skill- and technology-intensive goods and services.

In the most successful developing economies which have achieved fast rates
of catch-up growth, economic growth has been associated with a structural
transformation. This has occurred as successive waves of economic activity
which are new to the country have been introduced and diffused. Agricultural
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productivity growth has usually occurred at the initial stages of the growth
process. However, agriculture has become progressively less important and
manufacturing and services have become relatively more important as a share of
GDP and source of employment. There has also been a shift from less to more
technology-, skill- and capital-intensive activities both within and across sectors.
Moreover, there has been a progressive shift in the export structure as
enterprises located within the country acquire the technological capabilities
necessary to compete internationally.

This chapter provides an overview of patterns of structural change, trade

In the most successful integration and the development of technological capabilities in the LDCs.
developing economies which ~ Section B provides an overview of trends in production structure, labour
have achieved fast rates of ~ Productivity and trade integration in the LDCs. The evidence shows that for
LDCs as a whole there has been very little structural change since 1980, the
productivity gap between the LDCs and other developing countries is widening
and most LDCs remain focused on primary commodity exports. However, there

catch-up growth, economic
growth has been associated

with a structural are significant differences amongst the LDCs. Section C examines whether
transformation... and a differences in growth performance are related to patterns of structural change
shift from less to more and trade integration. Section D thus completes the analysis by examining the
technology-, skill- and level and trends in technological learning in LDCs. The general lack of structural

change, productivity growth and international competitiveness is a manifestation
of weak technological capabilities. But this section deepens the analysis by
examining indicators of technological effort. Data are very patchy and the
section therefore draws on evidence from Investment Climate Surveys
conducted in the LDCs. The conclusion summarizes the main points of the

capital-intensive activities
both within and across
sectors.

chapter.

B. Trends in production structure, labour
productivity and trade integration

The present section identifies trends in production structure using data from
various sources, including World Bank, the UN Statistical Division (UNSD),

UNIDO and FAO, and trends in trade structure using UN COMTRADE data.
) The data are far from ideal. Indeed, it is striking how difficult it is to get dtailed
The economies of most of internationally comparable data on what LDCs produce and how people within
the LDCs continue to be LDCs earn a living. The analysis which follows is based on a careful assessment
dominated by agriculture of differences in data sources and comparative analysis to ensure that the
and petty service activities. ~ arguments presented in this chapter are robust with regard to the particular
selection of data sources (see box 11). It is also limited to the relatively broad
level of sectoral disaggregation which the data allow.

1. TRENDS IN PRODUCTION STRUCTURE

There has been little structural change in the LDCs as a group over the past
twenty-five years. The economies of most of the LDCs continue to be
dominated by agriculture and petty service activities. Both industrial activities
and services are becoming slowly more important for the LDC group as a whole.
The types of industrial activities which are expanding are mining, the
exploitation of crude oil and, in the same cases, the generation of hydropower;
and the types of services which are expanding are petty trade and commercial
services. However, within this overall pattern of structural stasis there are
considerable differences amongst the trends in different LDCs.
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Box 11. DATA ON PRODUCTION AND LABOUR IN LEAST DEVELOPED COUNTRIES

Internationally comparable data on value added in least developed countries is provided by two principle sources,
namely the United Nations Statistical Division (UNSD) and the World Bank’s World Development Indicators (WDI).
Both databases provide value-added data for the three principal economic sectors, namely agriculture, industry and
services, and both databases also provide value-added data for the manufacturing sector. The two datasets have their
advantages and disadvantages. The UNSD database, unlike WDI data, provides value-added data for sub-sectors of the
industrial sector, and provides value-added data for the main sub-sectors of the services sector. But a major shortcoming
of the UNSD database, compared with the WDI data, is that it does not provide value-added data in constant dollars for
one of the main economic sectors, namely the industrial sector. As one of the objectives of this report was to conduct a
trend analysis of structural change, value added data in constant dollars was indispensable, especially for the principal
sectors of the economies. As the available data for the LDCs has not allowed for the estimation of reliable deflators for
the industrial sector, this report has based its analysis on value-added data provided by WDI rather then UNSD, even
though this choice implies accepting a smaller country coverage.

But the differences between the two datasets are not only limited to the disaggregation of data, the availability of
deflators and the coverage of countries. There are also marked differences between the two datasets as regards the ac-
tual level of value added. The two datasets show considerable differences in the level of value added for the group of
LDCs, but also for a good number of individual LDCs. But the differences in value added cannot be systematically
linked to individual countries. Furthermore, the differences in value added cannot systematically be linked to the use of
deflators. In some cases, conversion of the data into constant dollars exacerbates the differences, but in others the con-
version into constant dollars actually minimizes these differences.

The United Nations Industrial Development Organization (UNIDO) publishes value added data for sub-sectors of the
manufacturing sector. This data shows: the technology intensity of manufacturing activities; employment by manufac-
turing activities; and gross fixed capital formation by manufacturing activities. The data therefore does not only make it
possible to estimate the level of manufacturing value-added, but also to evaluate the nature of manufacturing activities.
The basic problem as far as the LDCs are concerned is that the country coverage is very weak, and that the available
data are not very reliable. Data on employment and gross fixed capital formation associated with individual manufactur-
ing activities was only available for seven LDCs out of a sample of 50 LDCs for the period between the early 1980s to
the late 1990s. Furthermore, there are large discrepancies between total manufacturing value-added, as presented by
UNIDO, and total manufacturing value-added as presented by either UNSD or WDI. Due to these data issues, this re-
port focuses on value added in two categories, namely the category of resource-intensive and low-technology manufac-
turing activities and the category of medium- and high-technology manufacturing activities. Value-added data for these
categories is presented only as a share of total manufacturing value-added.

In addition to the difficulties with production data, there are considerable difficulties with employment data. While
UNIDO collects employment data for the manufacturing sector, the International Labour Organization (ILO) collects
employment data for all principal economic sectors. The ILO database, however, has a very weak coverage of the LDCs.
Long-term employment trends by economic activities can be observed for only 7 LDCs out of a sample of 50 LDCs.
Some of the LDCs for which the ILO provides employment data are the same as the LDCs for which UNIDO has col-
lected employment data. Where employment in the manufacturing sector is concerned, these two data sources show
considerable differences. The weak coverage of countries and the discrepancies between available employment data
make it difficult to conduct a trend analysis of employment or labour productivity by economic sectors. This report
therefore estimates employment changes on the basis of changes in the size of the economically active population.

Data on the economically active population may be used as a proxy for employment as they include both people that
are formally employed, but also persons who are informally employed. It includes everybody who works to make a liv-
ing and formally or informally contributes to output. According to ILO’s definition (ILO LABORSTA online, January
2006) it includes all those “who furnish the supply of labour for the production of goods and services during a specified
time-reference period”, namely employers; self-employed workers; salaried employees; wage earners; unpaid workers,
people assisting in a family, farm or business operation; members of producers’ cooperatives; and members of the
armed forces (see ILO LABORSTA online, January 2006). The same definition is also used by FAO (FAOSTAT online
January 2006). Those that are economically active at a given point in time are also referred to as the labour force. In this
analysis, the term economically active population is therefore used interchangeably with the term labour force.

Data on the economically active population in the LDCs is provided in three principal sources, namely the ILO, the
WDI and the Food and Agriculture Organization (FAO). All three data sources have a good coverage of the LDCs, but
there are also some discrepancies between them. The largest discrepancies are apparent between FAO and WDI data
on the one hand, and ILO data on the other; the discrepancies are small between FAO data and WDI data. Another im-
portant difference between the datasets is that unlike ILO and the WDI database, which provide data on the economi-
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Box 11 (contd.)

cally active population only for the economy as a whole, the FAO provides a breakdown of the data for the agricultural
and the non-agricultural sectors. This report uses the FAO database. It is only by using the FAO database that it is possi-
ble to show changes in the structure of employment between the agricultural and the non-agricultural sector and
changes in labour productivity in the agricultural and non-agricultural sectors. While the WDI database does not pro-
vide the data to estimate labour productivity in the agricultural or non-agricultural sectors, the WDI database does pro-
vide an estimate of labor productivity in the agricultural sector. The estimated level of agricultural labour productivity
provided by WDI is lower than our estimate of agricultural labour productivity based on FAO data. A comparison be-
tween estimates of the level of economy-wide labour productivity using FAO data and estimates using ILO data indi-
cated that the latter were 10 per cent higher on average. However, the labour productivity trends were the same for
both data sources.

Source: Herrmann (2006).

CHART 19. DISTRIBUTION OF VALUE ADDED AMONG PRINCIPAL ECONOMIC SECTORS OF LDCs, OTHER DEVELOPING
COUNTRIES AND DEVELOPED COUNTRIES, 1980-1983, 1990-1993 anD 2000-2003
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Source: 'UNCTAD secretariat estimates based on World Bank, World Development Indicators 2005, CD-ROM.
Note:  Shares are calculated based on constant 2000 dollars. Averages are weighted. Group values are based on a sample of
64 other developing countries and 22 developed countries.
Chart 19 shows the share of agriculture, industry and services in total value-
added in LDCs, other developing countries and developed countries in 1980—
1983, 1990-1993 and 2000-2003. In 2000-2003:

* Agriculture contributed 33 per cent of total value-added of the LDCs
compared with 11 per centin other developing countries, and 2 per cent
in developed countries;
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* Industry contributed 26 per cent of total value-added of the LDCs
compared with 37 per cent in other developing countries and 27 per
cent in developed countries;

* Services contributed 42 per cent of total value-added of the LDCs
compared with 52 per cent in other developing countries, and 71 per
cent in developed countries.

The share of agriculture in GDP'is declining slowly in the LDCs — down four
percentage points in 2000-2003 from 37 per cent in 1980-1983; whilst the
share in industry and services in GDP is rising slowly — with industrial share
rising (in rounded numbers) by three percentage points from 23 per cent in
1980-1983 and the services share rising by three percentage points from 39 per
centin 1980-1983.

At this broad level of aggregation, the extent of structural change (measured
as percentage point changes) is not that much different from that which has
occurred within other developing countries. However, more disaggregated
analysis which examines differences amongst the LDCs (see table 31), and also
breaks down the industrial sector (which includes manufacturing activities and
also non-manufacturing activities, namely construction, utilities and mining) and
the services sector, gives a more nuanced picture.

(a) Agriculture

The overall slow decline in the relative share of agriculture disguises a
complex pattern in which agriculture is rising as a share of GDP in some LDCs,
whilst falling in others, sometimes quickly. The share of agriculture in GDP rose
between 1980-1983 and 2000-2003 in more than one-third of the LDCs for
which there are data (13 out of 35 countries). Within the 22 LDCs in which the
contribution of agriculture decreased, there are 5 LDCs in which the agricultural
sector as a share of total value added contracted by more than one third of its
1980-1983 level. In four of these LDCs (Angola, Bhutan, Equatorial Guinea and
Lesotho), the relatively large contraction of the agricultural sector is attributable
to a relatively large expansion of the industrial sector, mainly oil exploitation,
hydroelectric power and, in the case of Lesotho, some manufacturing industries;
in one of these LDCs (Kiribati), it is attributable to a relatively large expansion of
the services sector, especially in tourist activities.

(b) Industry

Although the share of industrial value-added within GDP has increased for
the group of LDCs as a whole, this is mainly attributable to the increase of
mining, oil extraction and hydroelectric power. The share of manufacturing
activities in GDP is much lower in LDCs than in other developing countries, and
is also increasing much more slowly than within other developing countries. It
increased from 9 to 11 per cent of GDP in the LDCs as compared with an
increase from 17 to 23 per cent in the other developing countries between
1980-1983 and 2000-2003. Within manufacturing activities, the share of
medium- and high-technology manufactures is also lower and growing more
slowly in LDCs than in other developing countries. The share of medium- and
high-technology manufactures increased from 13 to 16 per cent in the LDCs
between 1980-1983 and 2000-2003, whilst it increased from 24 to 28 per cent
in other developing countries and from 46 to 51 per cent in developed countries
over the same period (chart 20).

The overall increase in the share of industrial value-added within GDP also
disguises significant differences between the LDCs. The share has fallen in more

Although the increase in the
share of industrial value-
added within GDP has
increased for the group
of LDCs as a whole, this is
mainly attributable to the
increase of mining, oil
extraction and hydroelectric
power.

The share of industrial value-
added within GDP has fallen
in more than one-third of the
LDCs between 1980-1983
and 2000-2003.
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TABLE 31. SHARE OF VALUE ADDED IN PRINCIPAL ECONOMIC SECTORS IN LDCs AND LDC suBGROUPS,

1980-1983 AnD 2000-2003
(percentage of total value added, average)

Agriculture Industry Manufacturing Services
1980- 2000—- 1980- 2000- 1980-  2000- 1980-  2000-
1983 2003 1983 2003 1983 2003 1983 2003
Afghanistan . 56 .. 21 . . .. 24
Angola 10 6 57 74 8 3 33 20
Bangladesh 33 24 17 26 11 16 50 50
Benin 25 36 13 14 6 9 62 49
Bhutan 57 34 19 38 5 8 24 27
Burkina Faso 32 32 19 16 16 11 49 52
Burundi 52 49 22 21 . . 26 30
Cambodia . 37 .. 26 . 19 .. 36
Cape Verde 16 12 17 18 10 9 66 71
Central African Republic 43 59 21 21 9 10 36 20
Chad 40 38 12 16 . . 48 46
Comoros 27 46 8 13 2 5 65 41
Dem. Rep. of the Congo 29 62 37 21 . . 34 17
Dijibouti . 4 . 14 . 3 . 82
Equatorial Guinea 55 6 25 89 . . 20 5
Eritrea . 15 . 24 . 12 . 61
Ethiopia 59 47 11 10 . . 29 43
Gambia 39 32 13 14 5 5 48 54
Guinea 23 24 35 36 . 4 42 40
Guinea-Bissau 48 57 19 14 15 11 33 29
Haiti 34 28 26 17 18 8 40 55
Kiribati 30 17 8 10 2 1 62 73
Lao PDR 62 51 12 25 7 18 26 25
Lesotho 27 17 29 42 10 18 43 40
Madagascar 27 30 14 14 13 12 58 56
Malawi 30 37 20 16 16 11 50 47
Mali 44 41 14 23 4 3 42 36
Mauritania 24 20 29 30 18 9 47 50
Mozambique 32 27 24 28 . 15 44 45
Nepal 54 42 13 22 4 9 34 37
Niger 32 39 20 17 7 7 48 44
Rwanda 35 43 30 21 22 11 35 37
Samoa 14 . 26 . 16 . 60
Sao Tome and Principe . 20 . 17 . 4 .. 63
Senegal 23 18 17 21 11 13 60 61
Sierra Leone 54 47 29 34 . . 17 19
Sudan 36 41 20 20 11 8 44 39
Togo 23 35 21 19 7 9 57 46
Uganda 51 36 11 21 5 10 37 43
United Rep. of Tanzania . 45 .. 16 . 8 .. 39
Vanuatu 19 15 12 10 3 4 69 75
Yemen % 14 . 46 ” 5 . 39
Zambia 15 21 36 27 8 12 49 52
LDCs 37 33 23 26 9 11 39 42

Source: UNCTAD secretariat estimates based on World Bank, World Development Indicators 2005, CD-ROM.

Note:  Shares are calculated based on constant 2000 dollars.
Other LDCs were not included due to lack of data.

than one-third of the LDCs for which there are data (14 out of 35 countries)
between 1980-1983 and 2000-2003. Much of the increase in industrial value-
added, both manufacturing and non-manufacturing, is concentrated in a few
LDCGs. Sixty per cent of the increase in industrial value-added of the LDCs as a
group is concentrated in four countries — Angola, Bangladesh, Equatorial
Guinea and Yemen. If these four LDCs are omitted from the sample, the share of
industrial activities in GDP hardly changed within LDCs between 1980-1983
and 2000-2003, increasing by just one percentage point. Three of these
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CHART 20. DISTRIBUTION OF VALUE ADDED WITHIN THE INDUSTRIAL SECTOR OF LDCs,
OTHER DEVELOPING COUNTRIES AND DEVELOPED COUNTRIES, 1980-1983, 1990-1993 anD 2000-20032
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Source: UNCTAD secretariat estimates based on World Bank, World Development Indicators 2005, CD-ROM; UNIDO (2005).

Note:  For classification of medium- and high-technology manufactures, and resource-intensive and low-technology manufactures

see UNIDO (2005).

For charts A and B, group values are based on a sample of 64 other developing countries and 22 developed countries. For
charts Cand D, group values are based on a sample of 27 LDCs, 72 other developing countries and 33 developed countries.

Between 1990 and 2000 medium- and high-tech manufactures of LDCs increased by 1.2 percentage points if Senegal is
included, and increased by only 0.6 percentage points if Senegal is not included in the sample.

a Data on medium- and high-tech mamufactures and resource-intensive and low-tech manufactures are available only for
1980, 1990 and 2000.

countries — Angola, Equatorial Guinea and Yemen — are oil exporters and
extractive industrial activities have been the largest economic sector in terms of
value-added since 1990-1993. In contrast, the major industrial activity in
Bangladesh is manufacturing.

Whilst the LDC group as a whole has seen a relatively modest increase of
manufacturing value-added, there is considerable unevenness in this process.
Bangladesh accounted for 38 per cent of the manufacturing value-added in the
LDC group in 2000-2003. Between 1990-1993 and 2000-2003, half of the
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total increase in manufacturing value-added in the LDC group as a whole was
attributable to the growth of manufacturing in Bangladesh. Many of the LDCs
individually have seen a considerable contraction of manufacturing value-
added. Between 1990-1993 and 2000-2003 manufacturing value added as a
share of total value-added declined in 19 out of 36 LDCs for which data are
available and stagnated in two LDCs (chart 21). Many of the countries that have
seen a decline of manufacturing value-added, have seen a relatively large
decline, measured as a share of their total value added. Out of the 19 LDCs
Between 1990-1993 and there are 15 LDCs where manufacturing value added declined by more than 10
20002003 manufacturing per cent of total value added vis-a-vis the 1990-1993 level; out of these 15
value added as a share of  LDCs, there are 10 LDCs in which manufacturing value-added declined by
total value-added declined ~ more than 20 per cent of total value added vis-a-vis the same base period of
in 19 out of 36 LDCs and 1990-1993. Measured in constant dollar terms manufacturing value-added
declined in absolute terms in seven out of the 19 LDCs and it remained
unchanged in one of these LDCs.

stagnated in two LDCs.

Many LDCs have, moreover, not only experienced a decline in the relative
size of the manufacturing sector, but also a decline in the relative importance of
medium- and high-technology manufactures. On the basis of UNIDO data it is
apparent that between 1990 and 2000, a total of 14 out of 25 LDCs saw a
decline of their share of medium- and high-technology manufactures in total
manufactures. The slight increase of the share of medium- and high-technology
manufactures in total manufacturing value-added for the LDC group noted
above is largely attributable to a single country, Senegal.

(c) Services

Within most LDCs, services make the largest contribution to GDP. But the
services sector in LDCs has two major characteristics. Firstly, most of the LDCs
have a very weak specialization in advanced commerce-support services,
including financial intermediation and business promotion and support.
Secondly, many of the LDCs have experienced a large relative and absolute
decline of state administrative services, including public administration, defense
and compulsory social security.

Within most LDCs, services
make the largest contribution
to GDP. But most of the LDCs

have a very weak Chart 22, which draws on UNSD data, shows the share of different types of
specialization in advanced ~ services within total services value-added in LDCs, other developing countries
and developed countries in 1980-1983, 1990-1993 and 2000-2002. From the
chart, it is apparent that basic commercial services have become relatively more
important within the LDCs between 1980-1983 and 2000-2002, whilst they
- | . declined in importance in both other developing countries and developed
administrative services. countries. In the latter period they contributed almost 20 percentage points
more of services value-added in the LDCs than in other developing countries.
Human development services also increased as a share of services value-added
in the LDCs over the same period, and they were around the same share as
other developing countries in 2000-2002. Advanced commerce-oriented
services are relatively less important than in other developing countries and they
contracted between 1980-1983 and 2000-2002. Finally, state administrative
services declined from 17 to 9 per cent of services value-added in the LDCs,
which was the opposite trend to other developing countries where there was a
slight increase from 13 to 14 per cent of services value-added.

commerce-support services,
and have experienced a
large decline of state

Although state administrative services absorbed a much larger share of GDP
in the LDCs than in other developing countries and developed countries at the
start of the 1980s, this situation was completely reversed 20 years later. In 2000
2002, only 3.5 per cent of GDP was devoted to state administrative services in
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CHART 21. CHANGE IN SHARE OF MANUFACTURING VALUE ADDED IN TOTAL VALUE-ADDED
BETWEEN 1990-1993 ANnD 2000-2003

(Percentage point change)
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Note:

UNCTAD secretariat estimates based on World Bank, World Development Indicators 2005, CD-ROM.

Shares are calculated based on data in constant 2000 dollars.
Group of other developing countries includes 67 countries; group of developed countries includes 22 countries.
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CHART 22. DISTRIBUTION OF VALUE ADDED WITHIN THE SERVICE SECTOR OF LDCs, OTHER DEVELOPING COUNTRIES

AND DEVELOPED COUNTRIES, 1980-1983, 1990-1993 AnD 2000-2002
(Percentage of services value-added)
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Source:
Note:

UNCTAD secretariat estimates based on UN Statistics Division national accounts data.

Shares are calculated based on data in constant 2000 dollars. Averages are weighted.

The group of other developing countries includes 67 countries; the group of developed countries includes 22 countries.

Services include State administrative (public administration, defence and compulsory social security), human development
services (education, health, social work, other community, social and personal services), advanced commercial services
(financial intermediation, real estate, renting and business activities) and basic commercial services (transport, storage,
communication, wholesale, retail, gastronomy, and personal household services). For this clasification see Herrmann

(2006).

the LDCs, compared with 7.1 per cent in other developing countries and 6.5 per
cent in developed countries. The relatively large contraction of the state
administrative service sector in the LDCs is associated with policies adopted in
stabilization and structural adjustment programmes in the 1980s and 1990s.

The relative expansion of human development services in the LDCs is a
positive development to the extent that the quality of those services is good. This
development will contribute to improving the weak human resources of the
LDCs. However, the scale of the contraction of the state administrative sectors
can have negative consequences in LDCs, particularly as they had already weak
state capacities to begin with.
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This evidence highlights the fact that the pattern of structural change in most
LDCs has been relatively weak compared with the changes in other developing
countries. Moreover they show that for most LDCs, the type of structural
transformation which has occurred in the most successful developing countries
is not occurring. De-industrialization, in the sense that manufacturing value-
added is declining as a share of GDP, is occurring in many LDCs. The share of
medium- and high-technology manufacturing activities is only increasing very
slowly, and instead of an increasing specialization in high value-added service
sector activities, what is actually occurring is a shift away from specialization in
these sectors.

2. TRENDS IN LABOUR PRODUCTIVITY

Not only has the pattern of structural change been weak within the LDCs but
the available data also indicate that productivity growth has been slow for the
LDCs as a group, and that the productivity gap between the LDCs and other
developing countries is widening.

The available international data do not allow a detailed sectoral analysis.
However, FAO provides estimates of the number of people working in
agriculture and non-agriculture, and on the basis of these estimates it is possible
to identify labour productivity in these two broad sectors and trends over time.
According to this data, value-added per worker in 2000-2003 was just 20 per
cent of the level in other developing countries and 1 per cent of the level in
developed countries (table 32).

One reason for the low level of labour productivity is the fact that a large
share of the working population is engaged in agriculture in the LDCs. In 2000-
2003, 70 per cent of the economically active population was engaged in
agriculture in the LDCs, as against 52 per cent in other developing countries,
and 3 per cent in the developed countries. In all countries, labour productivity
in the agricultural sector tends to be below the national average, and thus, other
things being equal, the larger the share of the labour force in agriculture the
lower the overall labour productivity. However, a much more important reason
for the productivity gap between the LDCs and other country groups is that
labour productivity is lower in the LDCs within both agriculture and non-
agricultural activities. As table 32 shows that in 2000-2003:

* Agricultural labour productivity in LDCs was just 46 per cent of the level
in other developing countries, and less than 1 per cent of the level in
developed countries;

* Fornon-agriculture, productivity in the LDCs was just 23 per cent of the
level in other developing countries, and 2 per cent compared with that
in developed countries.

Not only is the productivity gap between LDCs and other developing
countries and developed countries very wide, it is also widening over time.
Chart 23 shows that labour productivity in the LDCs as a group remained almost
unchanged in the 1980s and early 1990s. Despite a subsequent increase, it was
only 18 per cent higher in 2003 than in 1983. In contrast, over the same period,
labour productivity increased by 41 per cent in other developing countries and
by 62 per cent in developed countries.

The lackluster performance in productivity growth in the LDCs is apparent in
both agriculture and non-agriculture. The productivity gap between LDCs, other

Productivity growth has been
slow for the LDCs as a group.

In 2000-2003, agricultural
labour productivity in the
LDCs was just 46 per cent of
the level in other developing
countries and non-agricultural
labour productivity was just
23 per cent.

The productivity gap between
LDCs, other developing
countries and developed
countries widened in both
agriculture and non-
agriculture sectors.
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TABLE 32. SECTORAL DISTRIBUTION OF LABOUR FORCE AND INTER-SECTORAL LABOUR PRODUCTIVITY IN LDCs,
1980-1983 aND 2000-2003

Labour force? in Labour productivity”
agriculture % total in agriculture in non-agriculture economy-wide
labour force

1980- 2000—- 1980- 2000- 1980- 2000—- 1980-  2000-

1983 2003 1983 2003 1983 2003 1983 2003
Afghanistan 72 66 239 251 556 398 327 300
Angola 76 71 . 148 . . . .
Bangladesh 71 54 223 307 1147 1125 487 682
Benin 67 53 264 572 o ” . .
Bhutan 94 94 127 185 1634 5242 212 504
Burkina Faso 92 92 128 165 2871 3919 341 457
Burundi 93 90 118 104 1316 958 205 188
Cambodia 75 70 . 294 . 1117 . 545
Cape Verde 36 22 . 1630 y . . .
Central African Republic 84 71 281 400 1933 691 545 483
Chad 87 74 151 214 1532 1 000 327 421
Comoros 80 73 305 367 . 1025 . 545
Dem. Rep. of the Congo 71 62 221 198 1256 195 520 197
Djibouti 84 78 . 69 . 6 298 . 1441
Equatorial Guinea 78 70 . 712 . 24 086 . 7789
Eritrea . 77 . 63 . 1211 . 326
Ethiopia . 82 . 123 . 622 . 214
Gambia 84 79 290 233 2 349 1784 618 566
Cuinea 90 83 . 221 . 3499 . 769
Guinea-Bissau 87 82 185 249 . 873 . 358
Haiti 70 62 803 473 3 696 1919 1658 1029
Kiribati 35 27 1125 727 1338 1332 1264 1169
Lao PDR 79 76 . 457 . 1414 . 684
Lesotho 41 39 452 509 875 1533 699 1135
Liberia 76 67 . .. . . . .
Madagascar 81 74 181 177 2 043 1156 534 436
Malawi 87 82 89 122 1435 965 262 271
Maldives 48 21 . . . . . .
Mali 88 80 172 223 1 664 1274 344 432
Mauritania 69 53 207 283 1465 1219 597 727
Mozambique 84 81 . 133 . 1542 278 401
Myanmar 75 70 . . o . . .
Nepal 94 93 163 207 2 097 3817 284 462
Niger 91 87 189 168 3 863 1727 518 365
Rwanda 93 91 220 220 4 250 2439 518 429
Samoa 48 34 . 1729 . 5338 . 4125
Sao Tome and Principe 74 63 . 223 . 1639 . 752
Senegal 80 73 275 264 3122 2 885 840 965
Sierra Leone 69 61 532 282 910 507 648 369
Solomon Islands 79 73
Somalia 78 70 . .. - .. . .
Sudan 72 60 378 680 1633 1434 732 984
Timor-Leste 85 81 . 263 o o . .
Togo 68 59 275 402 1583 937 690 622
Uganda 87 79 202 228 1307 1547 349 500
United Rep. of Tanzania 86 80 . 278 . 1371 . 499
Vanuatu 48 36 1 000 1096 4530 3373 2833 2559
Yemen 69 49 . 495 . 2 695 . 1620
Zambia 76 68 185 207 3362 1743 958 692
LDCs 79 70 239 273 1319 1204 495 554
Other developing countries 64 52 408 599 4248 5145 1789 2765
Developed countries 7 3 11 608 28 013 38766 52887 36 761 52067

Source: UNCTAD secretariat estimates based on World Bank, World Development Indicators 2005, CD-ROM; and FAO, FAOSTAT
online, December 2005.
Note:  Labour productivity was calculated using value-added data are in constant 2000 dollars.
a The labour force is the economically active population.
b Labour productivity in agriculture, non-agriculture and economy-wide is the ratio between value added and the
economically active population in respective sectors.
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CHART 23. CHANGE OF AGRICULTURAL, NON-AGRICULTURAL AND ECONOMY-WIDE LABOUR PRODUCTIVITY
IN LDCs, OTHER DEVELOPING COUNTRIES AND DEVELOPED COUNTRIES, 1983-2003
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UNCTAD secretariat estimates based on World Bank, World Development Indicators 2005, CD-ROM; and FAO, FAOSTAT
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Note:  Group of other developing countries includes 67 countries; group of developed countries includes 22 countries; averages
are weighted.
Indices are calculated based on data in constant 2000 dollars.

Labour productivity is ratio of value-added and economically-active population in respective sectors.

developing countries and developed countries widened in both sectors. But
whereas agricultural labour productivity increased slightly within the LDCs
during the period 1983-2003, non-agricultural labour productivity actually
decreased. Chart 23 shows that between 1983 and 2003:

Value-added per worker in agriculture within the LDCs increased by Although agricultural labour
only 11 per cent; productivity rose, albeit
Value-added per worker in non-agriculture actually declined by 6 per Slight/y in most cases, in over
cent. two-thirds of the LDCs,
non-agricultural labour
productivity declined in
four-fifths of the LDCs.

Both these trends are widespread amongst LDCs (table 32). Between 1980—
1983 and 2000-2003:

* Agricultural labour productivity rose, albeit slightly in most cases, in over

two-thirds of the LDCs for which data are available (19 out of 29
countries)

Non-agricultural labour productivity declined in four-fifths of the LDCs
for which data are available (21 out of 26 countries).
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The finding that non-agricultural value-added per worker is actually declining
in the LDCs as a group and also within four-fifths of those for which data are
available is highly significant. Although there is no data to disaggregate the non-
agricultural sector, this decline is related to the nature of structural change taking
place in most LDCs noted above in which the increasing share of industry in
GDP is mainly based on mining industries and oil extraction, manufacturing
value-added is declining as a share of GDP in many LDCs and there has been an
expansion of petty services. Population is growing rapidly and the share of the

which the LDCs can supply economically active population seeking work outside agriculture has risen from
competitively to world 21 per cent in 1980-1983 to 30 per cent in 2000-2003. But most LDCs have
markets are ultimately limited found it difficult to generate the jobs to employ them productively. This issue

by the goods and services will be explored further in the next chapter.
which they can produce and

how efficient they are in 3. TRENDS IN TRADE INTEGRATION
producing them.

The goods and services

The goods and services which the LDCs can supply competitively to world
markets are ultimately limited by the goods and services which they can
produce and how efficient they are in producing them. Civen the scale of the
productivity gap identified above, it is not surprising to find that the participation
of LDCs in world trade is marginal, despite improvements since the early 1990s
(see UNCTAD 2002; 2004). In 2000-2003, when their share of the world
population was 10.6 per cent, the LDC share in world exports of goods and
services was 0.5 per cent, and their share in world imports of goods and services
was 0.7.

However, the marginal position of the LDCs in world trade cannot be
attributed to a low level of integration of the national economies of these
Even if LDCs exported all their countries in the world economy, or to a lack of “openness”.? In 2000-2003,
exports and imports of goods and services constituted 52 per cent of the GDP of
the LDC group as whole (table 33). If the trade/GDP ratio is taken as an indicator
of the “openness” of an economy, then the LDCs as a group are as “open” as
high-income OECD countries (which had a trade/GDP ratio of 49 per cent in
2000-2003), and more “open” than low-income countries as a group (43 per
cent).

output, their share of world
exports of goods and services
would only be 2.4 per cent.

The LDCs have a low share of world trade because they have a low share of
world output. Although comparable to the world average and the level in high-
income OECD countries, the export/GDP of the LDCs (22 per cent in 2000—
2003) is slightly lower than in low- and middle-income countries (30 per cent).
But even if the export orientation of the LDCs increased to the same level as
low- and middle-income countries in 2000-2003, their share of world exports
of goods and services would only increase to 0.8 per cent. Indeed, even if they
exported all their output, their share of world exports of goods and services
The development of export would only be 2.4 per cent. The development of export supply capacities
supply capacities cannot be ~ cannot be divorced from the improvement of productive capacities in general.

divorced from the

. . The importance of productive capacities for the development of export
improvement of productive

supply capacities applies as much to the composition of exports as it does to the
capacities in general. volume of exports. In this regard, just as the production structure of the LDCs is
strongly oriented to the exploitation of natural resources, so the export structure
is strongly oriented to exploitation of natural resources.

Focusing on merchandise exports, chart 24 shows that in 2000-2003,
primary commodities constituted 70 per cent of the total merchandise exports.?
Oil exports from Angola, Chad (since 2003), Equatorial Guinea, Sudan (since
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TABLE 33. LEVEL OF TRADE INTEGRATION OF LDCs AND OTHER COUNTRY GROUPS,
1980-1983, 1990-1993 AND 2000-2003

(Percentage of GDP)

1980-1983 1990-1993 2000-2003

LDCs

A. Total trade (B+C) 35.7 37.0 52.3

B. Exports of goods and services 11.9 13.5 22.1

C. Imports of goods and services 23.8 235 30.2

D. Trade balance (B-C) -11.9 -10.0 -8.1
Low-income countries

A. Total trade (B+C) 24.6 31.7 43.4

B. Exports of goods and services 9.7 14.3 20.7

C. Imports of goods and services 14.9 17.3 22.7

D. Trade balance (B-C) -5.1 -3.0 -2.0
Low and middle income countries

A. Total trade (B+C) 33.4 43.7 58.4

B. Exports of goods and services 16.4 21.6 30.1

C. Imports of goods and services 17.0 221 28.3

D. Trade balance (B-C) -0.5 -0.5 1.8

High-income OECD countries

A. Total trade (B+C) 36.0 34.2 43.5
B. Exports of goods and services 17.6 17.1 21.4
C. Imports of goods and services 18.4 17.1 22.0
D. Trade balance (B-C) -0.8 0.0 -0.6
World
A. Total trade (B+C) 37.8 38.4 48.5
B. Exports of goods and services 18.6 19.2 24.2
C. Imports of goods and services 19.2 19.2 243
D. Trade balance (B-C) -0.6 -0.1 -0.1

Source: UNCTAD secreteriat estimates based on World Bank, World Development Indicators 2005, CD-ROM.

2000) and Yemen constitute more than half the primary commodity exports,
with the remainder divided more or less equally between minerals and
agricultural products. Exports of manufactured goods constituted thirty per cent
of total merchandise exports in 2000-2003.

An important feature of the trends in the merchandise export composition of
the LDCs is that manufactures exports have been increasing. In 1980-1983,
manufactured exports constituted only 13 per cent of total merchandise exports
for the LDCs as a group. However, the shift away from primary commodities

The shift away from primary
commodities into

into manufactures is occurring much more slowly than in other developing
countries and has not gone as far. Between 1980-1983 and 2000-2003, the
share of manufactures in total merchandise exports of other developing
countries increased from 33 to 70 per cent (chart 24).

On top of this, the increase in manufactures exports in the LDCs has been
driven by low-skill labour-intensive products, particularly garments. This is a
major difference between the LDCs and other developing countries. As chart 25
shows, the greatest increase in the latter group of countries has been in medium-
and high-technology exports whilst the greatest increase in the LDCs has been in
labour- and resource-intensive exports. In 2000-2003, clothing exports
constituted 21 per cent of the merchandise exports of the LDCs. Most of these
have developed through various trade preference regimes, mainly associated
with the now-defunct Agreement on Clothing and Textiles or special preferences
geared towards LDCs. Medium- and high-technology manufactured goods

manufactures is occurring
much more slowly than in
other developing countries

and has not gone as far... and

has been driven by low-skill
labour-intensive products,
particularly garments.
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CHART 24. COMPOSITION OF MERCHANDISE EXPORTS IN LDCs AND OTHER DEVELOPING COUNTRIES,
1980-1983 aND 2000-2003

(Percentage of total merchandise exports)?

B. Other developing countries

% %

1980-1983 2000-2003 1980-1983 2000-2003
m Primary commodities
@ Labour- and resource-intensive manufactures

B [ow-, medium and high-technology manufactures

Source: UNCTAD secretariat estimates based on UN COMTRADE.

Note:  Other manufactures includes low-, medium and high-technology manufactures. For classification, see note 3 to text.
a The charts exclude other manufactures and products not classified elsewhere. These constitute an insignificant share.

exports were less than 3 per cent of total merchandise trade of LDCs in 2000—
2003, whilst they constituted 40 per cent of those of other developing countries.

The expansion of manufactured exports has also been concentrated within a
few LDCs (chart 26). This is apparent if the LDCs are classified according to their
major export specialization.* For the agricultural exporters, exports of
manufactured goods only increased from 6 to 10 per cent of total merchandise
exports between 1980-1983 and 2000-2003, whilst in mineral exporters

The only positive sign of exports of manufactured goods only increased from 6 to 14 per cent of total
upgrading in the composition merchandise exports. In contrast, the group of LDCs classified as manufactures

of commodity exports has ~ exporters started with a much higher share of manufactures in total exports (37
per cent in 1980-1983). But by 2000-2003 this had increased to 76 per cent.
However, within this group of LDCs medium- and high-technology
manufactures exports have not expanded. For this group, 62 per cent of total
merchandise exports is composed of clothing and accessories.

been a shift, within
unprocessed agricultural
products, from static to more

dynamic products.

These data show that there has been little diversification out of primary
commodity exports in most LDCs. But a further significant trend is that there has
been very mixed pattern with regard to upgrading within primary commodity
exports. For the LDCs as a group, the share of processed minerals and metals
within total mineral and metal exports fell from 35 to 28 per cent between
1980-1983 and 2000-2003 (chart 27). Within agricultural exports, there has
been a fall in processing before export for agricultural goods. The share of
processed agricultural goods within total agricultural exports decreased from 23
per cent in 1980-1983 to 18 per cent in 2000-2003. The only positive sign of
upgrading in the composition of commodity exports has been a shift, within
unprocessed agricultural products, from static to more dynamic products.> The
share of dynamic agricultural products within total agricultural exports increased
from 19 per cent in 1980-1983 to 39 per cent in 2000-2003. The most
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CHART 25. TRENDS IN MERCHANDISE EXPORTS? CLASSIFIED ACCORDING TO TECHNOLOGY INTENSITY FOR LDCs
AND OTHER DEVELOPING COUNTRIES, 1980-2003
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Source: UNCTAD secretariat estimates based on UN COMTRADE.

a Trends are based on value of exports in current dollars.
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CHART 26. COMPOSITION OF MERCHANDISE EXPORTS IN LDC suBGROUPS
CLASSIFIED BY EXPORT SPECIALIZATION, 1980-1983 AnD 2000-2003

(Percentage of total merchandise exports)
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Source:
Note:

UNCTAD secretariat estimates based on UN COMTRADE.

Other manufactures includes low technology, medium technology and high technology manufactures. For classification of
LDC subgroups by export specialization, see note 4 to the text.
The charts exclude other manufactures and products not classified elsewhere. These constitute an insignificant share.

important dynamic agricultural products are fresh or frozen fish and fishery
products and spices. But exports of the former have been unstable in a number
of LDCs (see box 12).

A country-by-country analysis shows that over the past twenty years, the
number of commodities exported has increased over time for the majority of
LDCs (28 out of 44). There are two noteworthy examples of large increase in the
number of products exported, classified at the SITC 3 digit level: Myanmar has
seen its number of commodities increase from 59 in the early 1980s to 104 in
2000-2003, while in the case of the United Republic of Tanzania the increase
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CHART 27. LDC EXPORTS OF AGRICULTURAL GOODS AND PROCESSED MINERALS,

1980-1983, 1990-1993 anD 2000-2003
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Source: UNCTAD secretariat estimates based on UN COMTRADE.
Note:  Exports of processed minerals have been calculated as a share of total exports of minerals and metals, while exports of

processed and of dynamic agricultural goods have been calculated as a share of total agricultural goods. Exports of minerals

do not include oil and oil-related exports.
For definition of dynamism, see text.

has been from 56 to 104 (see table 34). Four conflict-affected countries have
experienced the greatest fall in the number of commodities exported, namely
Afghanistan, the Democratic Republic of the Congo, Sierra Leone and Sudan. In
spite of the increase, the number of commodities exported by the LDCs (43)
remains low when compared with the average of 123 commodities exported by
the other developing countries in 2003.°

Focusing on the top five export products, it is apparent that the major exports
of many LDCs (32 out of the 44 countries for which data are available) included
more dynamic products in 2000-2003 than in 1980-1983 (table 34). However,
for most LDCs, with the exception of those who have diversified into
manufactures, the most important export products still rank low in terms of their
market dynamism. Also, the export structure of the LDCs is not only composed
of few commodities, but its dynamic components, excluding manufactures, are
concentrated on products that seem to be the same for all LDCs, namely spices,
fish and fishery products.

The export structure of the
LDCs is not only composed of
few commodities, but its
dynamic components are
concentrated on products
that seem to be the same for
all LDCs, namely spices, fish
and fishery products.
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Box 12. FisH Exports FROM LDCs

Fisheries play a significant socio-economic role in a third of all LDCs (16 out of 50) — see box table 5. In three of
these countries (Mauritania, Senegal and the United Republic of Tanzania), the sector accounted for at least (or nearly)
20 per cent of total exports of goods and services, while six LDCs relied on fish exports for about 10 per cent of their
total foreign exchange earnings (Samoa, Uganda, Mozambique, Kiribati, Maldives and the Solomon Islands). If one dis-
regards service exports and considers the structure of merchandise exports only, fisheries have been the first or second
most significant source of export earnings in 10 LDCs, among which are four countries where fish dominates the struc-
ture of merchandise exports: Tanzania, Senegal, Samoa and Maldives. In addition, licence fees/royalties from fisheries
agreements with foreign operators have been the main source of foreign exchange earnings in Kiribati, a country which
has one of the largest exclusive economic zones of all LDCs.

At least six of the 16 fish-exporting LDCs represented in the table have undergone much instability in their fish exports.
These countries are Cape Verde, The Gambia, Madagascar, Mauritania, Uganda and Yemen. Meanwhile, more stable,
long-term growth has been observed in Eritrea (from very low levels in the mid-1990s), Mozambique and the United
Republic of Tanzania. In the latter country, growth in fish exports was particularly rapid after 2000. Other countries,
such as Guinea, Senegal, Bangladesh, Maldives, Samoa and the Solomon Islands, have had a relatively stable fish export
performance in the long run.

A variety of factors, ranging from domestic issues to external influences beyond domestic control, explain the instability
that has been observed in fish exports in some LDCs. Among the main external factors that have also had an impact on
the export performance of LDCs are the changes observed in fish stocks. The global concern about overexploitation and
depletion of marine fishery resources has implications for a number of LDCs. In the State of World Fisheries and
Aquaculture 2004, the FAO noted that “the status of skipjack tuna stocks is highly uncertain, although there are indica-
tions of some potential for increases in catches in the Pacific and Indian oceans...”. It stated that in three out of four re-
gions observed, “at least 70 per cent of fish stocks are already fully exploited or overexploited”, and concluded that
more cautious and restrictive management measures are needed. In two thirds of the main marine subregions from
which data are available, fish production has been declining slightly, while the decline was sharp in a third of the same
observed zones, including areas of interest to LDC fishing enterprises. In short, according to the FAO, “overfishing has
been a main contributory factor in some cases, [while] ... adverse or highly variable environmental conditions” have
also played a negative role.

Box 1ABLE 5. LDCs IN WHICH FISHERIES ARE AN IMPORTANT SOCIO-ECONOMIC SECTOR
Export Percentage Ranking of Ranking of
value of total fisheries  fisheries
in 2003 Broad evolution in relevant exports exports of amongall among all
($ million) over the last two decades goods and merchandise  export
services exports sectors
in 2003
Bangladesh 338.9 Peaks in 1995 and 2000, stability after 2000 4.3 2 2
Cape Verde 0.7 Large fluctuations since 1985 0.3 3 7
Eritrea 1.5 Higher export performance since 2000 than in the 1990s 1.3 4 7
Gambia 2.9 Large fluctuations since 1985 2.0 3 6
Guinea 24.4 Relatively stable export performance 3.3 5 6
Kiribati 2.6 Stability since 1995 9.8 2 32
Madagascar 82.1 Large fluctuations since 1985 7.3 4 4
Maldives 53.7 Peak in 1998, stability at lower levels after 2000 9.8 1 2b
Mauritania 143.4 Sharp decline in the 1990s, recovery since 2000 39.4 2 2
Mozambique 117.9 Long-term growth since 1985 10.0 2 2¢
Samoa 9.7 Peak in 1999, relative stability in subsequent years 12.8 1 2
Senegal 295.9 Peak in 1996, decrease since 2000 19.6 1 1
Solomon Islands 12.4 Peak in 1997, substantial decline then stability afterwards 9.5 2 4
Uganda 90.5 Large fluctuations since 1995 10.9 2 3
U. R. of Tanzania 350.2 Growth in the 1990s, rapid increase after 2000 22.3 1 2
Yemen 66.5 Sharp fluctuations since 1980 1.6 3 4
Source:  UNCTAD secretariat estimates based on UN COMTRADE.
a  Besidesthe domestic fishing sector, the first source of foreign exchange earnings in Kiribati, in 2003, were licence fees/royalties
from fisheries agreements with foreign operators.
b Licence fees/royalties from fisheries agreements were the fifth largest source of foreign exchange earnings in Maldives in 2003.
c Licence fees/royalties from fisheries agreements were the seventh largest source of foreign exchange earnings in Mozambique
in 2003.
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TABLE 34. EXPORTED GOODS BY TYPE AND DYNAMISM IN THE LDCs, 1980-1983 anD 2000-2003

Type of export Average rank Number of Dynamic agricultural Processed goods
product? of first 5 commodities goods as % of as % of total

products® exported total primary exports primary exports®

1980- 2000~ 1980- 2000 1980- 2000~ 1980- 2000~ 1980- 2000

1983 2003 1983 2003 1983 2003 1983 2003 1983 2003
Afghanistan MAN SAG 164 175 58 29 30.3 34.4 349 30.7
Angola MIN MIN 149 85 34 51 0.3 0.5 0.2 0.1
Bangladesh MAN MAN 110 33 49 95 25.2 73.3 2.9 0.7
Benin SAG SAG 191 146 21 41 25.8 25.7 31.9 8.3
Bhutan DAG MAN 95 106 17 35 43.9 15.0 22.3 22.9
Burkina Faso SAG SAG 171 159 29 58 6.0 4.5 8.3 5.8
Burundi MIN SAG 163 196 18 11 0.4 0.7 2.8 13.0
Cambodia SAG MAN 149 59 29 66 3.8 14.3 2.7 23.2
Cape Verde DAG MIN 118 52 13 15 25.4 35.2 5.0 32.7
Central African Republic SAG MIN 164 173 18 12 0.1 0.1 8.4 3.0
Chad SAG SAG 155 124 11 26 1.3 0.3 6.3 1.7
Comoros DAG DAG 106 108 10 5 88.9 99.7 0.8 0.0
Dem. Rep. of the Congo MIN MIN 166 140 61 37 3.4 0.1 8.5 1.4
Djibouti MIN MIN 130 143 36 56 10.0 23.7 27.2 26.4
Equatorial Guinea SAG MIN 195 142 11 18 0.4 0.8 0.7 0.1
Eritrea . SAG . 135 . 27 . 23.3 . 48.7
Ethiopia . SAG . 136 . 33 . 9.3 .. 6.8
Gambia SAG DAG 148 121 17 24 32.6 55.4 34.7 31.1
Guinea MIN MIN 166 152 41 35 1.9 0.9 1.6 1.2
Guinea-Bissau SAG MIN 167 134 16 11 32.5 63.2 6.5 0.3
Haiti SAG MAN 108 33 60 49 15.4 48.4 19.2 12.6
Kiribati SAG DAG 161 117 11 8 19.6 53.7 7.9 0.2
Lao People’s Dem. Rep. SAG SAG 159 100 24 48 1.7 1.8 9.6 37.8
Lesotho . MAN . 53 . 34 . 5.2 . 78.8
Liberia . . . .. 24 10 0.9 0.1 1.7 1.8
Madagascar SAG DAG 143 76 48 86 38.8 80.7 3.6 10.4
Malawi SAG SAG 197 165 55 56 3.0 3.2 21.0 17.0
Maldives DAG DAG 118 80 15 10 66.8 93.3 16.7 21.8
Mali SAG SAG 172 145 29 . 9.7 2.4 12.1 29
Mauritania MIN DAG 131 139 20 40 35.2 52.9 17.4 2.5
Mozambique SAG MIN 161 122 61 79 20.8 21.4 18.8 5.5
Myanmar SAG MIN 150 97 59 104 14.6 28.1 42.8 12.0
Nepal MAN MAN 142 84 37 63 27.6 61.2 38.3 63.8
Niger MIN MIN 189 113 44 42 4.4 13.5 8.3 6.7
Rwanda SAG SAG 176 192 14 10 0.9 0.1 6.4 1.6
Samoa SAG MAN 144 74 16 20 38.9 85.2 30.9 22.9
Sao Tome and Principe SAG SAG 131 152 9 8 0.2 5.8 0.1 1.6
Senegal MIN DAG 151 114 88 123 353 44.4 28.5 22.4
Sierra Leone MIN SAG 154 100 29 13 14.8 0.0 4.9 0.1
Solomon Islands SAG SAG 141 154 18 25 43.8 24.9 31.9 10.1
Somalia SAG SAG 163 132 21 46 24.5 17.9 11.6 10.6
Sudan SAG MIN 175 188 61 43 10.4 29 18.6 1.8
Timor-Leste MAN . 83 . 14 . 19.3 . 13.5 .
Togo MIN MAN 195 178 35 71 0.5 12.3 1.5 17.4
Tuvalu MAN MAN 111 67 5 31 0.1 1.0 0.0 1.7
Uganda SAG SAG 145 166 35 78 0.4 20.7 2.4 7.6
United Rep. of Tanzania SAG MIN 193 126 56 102 18.0 38.0 6.8 6.9
Vanuatu SAG SAG 177 129 10 15 3.6 22.2 0.9 9.7
Yemen . MIN . 143 . 83 . 2.9 . 1.2
Zambia MIN MIN 146 125 69 103 0.4 2.3 3.8 7.0
LDC . . 152 122 32 43 17.4 25.0 12.7 13.4

Source:  UNCTAD secretariat estimates based on UN COMTRADE and UNCTAD (2005).

a  Thetypes of export product are classified into mineral products (MIN), manufacture products (MAN), static agricultural goods (SAG), and
dynamic agricultural goods (DAG), based on the first five most exported merchandise goods.

b The product ranking, according to export dynamism, was taken from UNCTAD (2002). It was estimated by taking the products at the 3-
digits level, SITC Rev. 2, whose export growth, calculated from 1980 to 1998, has led to products being ranked in decreasing order (from
the highest to the lowest). There is a maximum of 225 products.

¢ Exports of processed goods do not include oil or oil-related exports.
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C. Economic growth, structural change
and trade integration

Given the diversity in growth performance and in patterns of structural
change and of trade integration amongst the LDCs, an important question which
arises is whether or not there is a relationship between economic growth and
structural change, and between economic growth and trade integration. This
section explores this relationship by examining the differences between LDCs
which have been classified (see chapter 2) as : (1) converging economies —
those in which real GDP per capita grew at more than 2.15 per cent per annum
from 1980-2003; (2) weak growth economies — those in which annual average
growth of real GDP per capita was positive, but below this level over the same
period; and (3) regressing economies — those in which annual average growth
of real GDP per capita was negative during the period 1980-2003. Oil-
exporting LDCs (Angola, Equatorial Guinea, Sudan and Yemen) and island LDCs
were taken out of the sample as they have rather specific patterns of change.
This left the following countries:

* Converging economies: Bangladesh, Bhutan, Lao People’s Democratic
Republic, Lesotho, Nepal, Mozambique and Uganda;

*  Weak-growth economies: Benin, Burkina Faso, Chad, Ethiopia, Guinea,

S Malawi, Mali, Mauritania and Senegal;
A country specializing in

increasing returns activities
will naturally have a higher
growth of output than

countries specializing in The analysis in the following sections is based on this list of countries,
diminishing returns activities, although the precise sample for the analysis of structural change differs slightly
and in this sense structure  from that for trade integration owing to data availability.

* Regressing economies: Burundi, Central African Republic, Democratic
Republic of Congo, Gambia, Guinea-Bissau, Haiti, Madagascar, Niger,
Rwanda, Sierra Leone, Togo and Zambia.

and structural change will
matter for economic growth. 1. EcoNOMIC GROWTH AND STRUCTURAL CHANGE

The orthodox neo-classical growth model is an aggregate one-sector model,
with constant returns to scale, and diminishing returns to the factors of
production. Capital, labour and GDP rises as a result of increases in the labour
force, capital accumulation and technical progress. The structure of the
economy does not matter. There is no distinction between the different
production characteristics of sectors, so that no one sector is regarded as more
important than another. The effect of resource shifts between sectors is included
as part of technical progress or total factor productivity growth; and in the long
run, in a competitive environment, productivity is assumed to equalise across
sectors.

In practice, however, different activities have different production
characteristics, and by aggregating them into a single production function,
important insights into the dynamics of growth are lost. An important distinction
needs to be made between diminishing returns activities, on the one hand, and
increasing returns activities, on the other. A country specializing in increasing
returns activities will naturally have a higher growth of output than countries
specializing in diminishing returns activities, and in this sense structure and
structural change will matter for economic growth.

In general, land-based activities such as agricultural products and minerals
are subject to diminishing returns and also have a low income elasticity of
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demand, while manufacturing activities are generally produced under
conditions of increasing returns and have a higher income elasticity of demand.
Service activities vary according to whether they are petty service activities to be
found in the urban sector of poor countries, or sophisticated producer services
that support the industrial sector of rich countries. Historically, income per
capita started to rise rapidly in the now-prosperous countries as resources
switched from agriculture to industry; nowadays, there is a close association
across countries between the level of per capita income and the share of
resources devoted to manufacturing industries and the services associated with
them. There is also a close association across countries between the growth of
per capita income and the growth of manufacturing industry, or more accurately
the growth of living standards and the excess of manufacturing output growth
over non-manufacturing output growth. In other words, living standards are
growing fast where the share of manufacturing output in total output is rising,
i.e. in the so-called newly-industrializing economies.

The association between the growth of GDP and the growth of the
manufacturing sector is known in the literature as Kaldor’s growth laws, after
Kaldor put forward the hypothesis of manufacturing as the engine of growth in
two lectures in the 1960s (Kaldor, 1966 and 1967). The basis of the argument is
two-fold. First, a fast growth of manufacturing output induces a fast rate of
growth of labour productivity within manufacturing industries because of static
and dynamic increasing returns. Static returns relate mainly to the economies of
large-scale production, while dynamic returns relate to induced capital
accumulation embodied technical progress and learning by doing. All these
efforts are captured by Verdoorn’s Law named after the economist who
discovered a relationship across countries of eastern Europe between
manufacturing output growth and labour productivity growth (Verdoorn, 1949).
Second, a fast growth of manufacturing output induces a fast rate of growth of
labour productivity outside of industry because in agriculture and petty services
there are diminishing returns to labour, so that as labour is absorbed from those
sectors into industry, the average product of labour rises. A fast rate of growth of
manufacturing output thus has two important productivity effects, both of which
contribute to a fast rate of growth of GDP.’

In order to clarify the relationship between economic growth and structural
change among the LDCs, chart 28 shows the differences in the pattern of
structural change and productivity growth within converging economies, weak-
growth economies and regressing economies between 1980-1983 and 2000-
2003. From the chart, it is clear that there are significant differences between
the pattern of structural change and growth performance in the LDCs.

Firstly, the share of agricultural value-added in GDP has fallen on average by
ten percentage points in the converging economies. In contrast, within the
regressing economies it rose by six percentage points. The agricultural value-
added share declined in each of the converging economies and rose in 8 out of
the 11 regressing economies. The weak-growth economies fall between these
two extremes. The share of agricultural value-added in GDP increased by one
percentage point on average, but it declined — but not by as much as in the
converging economies — in 5 out of the 8 weak-growth economies.

Secondly, the share of industrial value-added in GDP increased on average
by nine percentage points in the converging economies and declined by four
percentage points on average in regressing economies. Once again, the weak-
growth economies are between these two extremes. Industrial value-added
increased by one percentage point over the same period.

The share of agricultural
value-added in GDP has
fallen on average by
ten percentage points in
the converging economies.
Within the regressing
economies it rose by
six percentage points.

The share of industrial value-
added in GDP increased on
average by nine percentage
points in the converging
economies and declined by
four percentage points on
average in regressing
economies.
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CHART 28. CHANGE OF VALUE-ADDED TO LABOUR FORCE AND LABOUR PRODUCTIVITY IN LDCs
CLASSIFIED ACCORDING TO LONG-TERM GROWTH PERFORMANCE, BETWEEN 1980-1983 anD 2000-2003
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Source:
online, December 2005.

Note:

UNCTAD secretariat estimates based on World Bank, World Development Indicators 2005, CD-ROM; and FAO, FAOSTAT

Converging LDCs: Bangladesh,Lao PDR, Lestho,Mozambique, Nepal and Uganda; Weak-growth LDCs: Benin, Burkina

Faso, Chad, Guinea, Malawi, Mali, Mauritania, Senegal; Regressing LDCs: Burundi, Cetral African Republic, Democratic
Republic of the Congo, Gambia, Guinea-Bissau, Haiti, Madagascar, Niger, Rwanda, Sierra leone, Togo and Zambia). The
samples with data on manufactures and non-manufactures are smaller. They do not include Mozambique, Chad, Guinea,
Burundi, Democratic Republic of the Congo or Sierra Leone.

Calculations were based on data in constant 2000 dollars.

The share of manufacturing
value-added increased in
the converging economies.

Thirdly, the share of manufacturing value-added increased by seven
percentage points on average in the converging economies. Moreover, the
manufacturing value-added share increased in each of the converging
economies. In contrast, the manufacturing value-added share decreased by
three percentage points in the weak growth economies and two percentage
points in the regressing economies. During the 1990s, the manufacturing value-
added share declined, or was stagnant, in 13 out of 16 weak-growth or
regressing economies for which there is data.

Fourthly, there was little difference between the country groups in terms of
the change in the share of services in GDP. It grew slightly in the converging
economies and fell slightly in the weak-growth and regressing economies.
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A further difference amongst the three groups is that the share of the
economically active population in agriculture tended to decline more slowly in
the converging economies than in the other economies. On average, this share
fell by 6 percentage points in the converging economies, and by nine and seven
percentage points in the weak-growth and regressing economies, respectively.

Finally, turning to the trends in labour productivity, there are again clear
differences amongst the three groups. As chart 28d shows:

* Between 1980-1983 and 2000-2003, labour productivity increased by
56 per cent on average in the converging economies. It also increased
in the weak-growth economies, but more slowly — by 18 per cent.
However, it fell by 27 per cent on average in the regressing economies.

*  Within the converging economies, labour productivity increased within
both agriculture and non-agriculture, more strongly in the latter than
the former.

e Within the weak-growth economies, labour productivity increased
within agriculture but declined in non-agriculture. The increase in
agricultural productivity was actually greater than in converging
economies (by 41 per cent as against 25 per cent).

*  Within the regressing economies, labour productivity fell in agriculture
and non-agriculture. The decline in non-agricultural labour productivity
was stronger than in the weak-growth economies (48 per cent as against
18 per cent).

From these patterns it seems clear that the dynamics of production structure
matter for economic growth in the LDCs. Just as within other developing
countries, industrialization, and in particular the expansion of manufacturing
activities, is characteristic of the LDCs which have experienced the highest and
most sustained economic growth. Moreover, de-industrialization, understood
here as a decline in the share of manufacturing activities in GDP, and also an
increase in the share of agriculture in GDP, are characteristic features of
economic regression.

2. EcoNOMIC GROWTH AND TRADE INTEGRATION

It is possible to deepen the analysis of the comparative growth
performance of the LDCs by considering how this is related to the level and form
of trade integration. Chart 29 summarizes the differences amongst the three
groups of countries — converging, weak-growth and regressing economies — in
terms of key trade indicators. At a theoretical level, it is expected that the
relation between trade and economic growth will depend on the nature of the
goods exported. Different goods have different income elasticities of demand,
which will affect how fast the demand for them grows in the world market as
world income and trade grows. Primary commodities typically have an income
elasticity lower than unity (Engel’s Law), while manufactured goods and traded
services have an income elasticity of demand greater than unity. But within each
sector, income elasticities will also differ according to the type of goods: whether
they are low value-added or high value-added; whether they are niche products
in the case of agricultural commodities, and where they lie on the ladder of
technical sophistication in the case of manufactures. Countries which export
traditional commodities are likely to have a slow growth of exports and output
than countries which have acquired dynamic comparative advantage and
shifted their trade structure in the direction of niche markets and higher value-

From these patterns it seems
clear that the dynamics of
production structure matter
for economic growth in the
LDCs.

It is expected that the relation
between trade and economic
growth will depend on the
nature of the goods exported.
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CHART 29. TRADE INDICATORS FOR LDC SUBGROUPS CLASSIFIED ACCORDING TO LONG-TERM GROWTH PERFORMANCE,
1980-1983 aND 2000-2003
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Source: UNCTAD secretariat estimates based on UN COMTRADE and World Bank, World Development Indicators 2005, CD-
ROM.

a Converging LDCs include: Bangladesh, Bhutan, Lesotho, Mozambique, Nepal and Uganda. Weak-growth LDCs include:
Benin,Burkina Faso, Chad, Ethiopia, Malawi, Mali, Mauritania, Senegal. Regressing LDCs include: Burundi, Central African
Republic, Democratic Republic of the Congo, Gambia, Guinea-Bissau, Haiti, Madagascar, Niger, Rwanda, Sierra Leone,
Togo and Zambia.

b Converging LDCs include: Bangladesh, Bhutan, Lao PDR, Mozambique, Nepal and Uganda. Weak-growth LDCs include:
Benin,Burkina Faso, Chad, Guinea, Ethiopia, Malawi, Mali, Mauritania and Senegal. Regressing LDCs include: Burundi,
Central African Republic, Democratic Republic of the Congo, Gambia, Guinea-Bissau, Haiti, Madagascar, Niger,
Rwanda, Togo and Zambia.
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added manufactures. The evidence below for the LDCs supports these
predictions.

The results show that between 1980-1983 and 2000-2003, the share of
trade in GDP increased by 13 percentage points in converging economies, by six
percentage points in the weak-growth economies and declined in regressing
economies (see chart 29A). This picture fits well with the conventional wisdom
that increasing trade orientation is good for growth. However, it is necessary to
point out that there is also an important difference between the three groups of
countries in terms of the initial level of trade integration. Both the weak-growth
and regressing LDCs had higher trade/GDP ratios in 1980-1983 than the
converging LDCs. If the trade/GDP ratio is used as an index of the openness of
the economy, it is the economies which were initially more “open” (in the sense
of trade integration with the global economy), which subsequently did worse in
terms of growth performance. But it is the economies which increased their
“openness” (in the same sense) most over the 20-year period which did best.
This is not a paradox because the more open countries were initially more
dependent on primary commodities (see below).

The trends in the export/GDP ratio underlie and mirror changes in the trade/
GDP ratio. But to underline the importance of the initial degree of trade
integration, it is worth noting that the export/GDP share in 1980-1983 in the
converging economies was 12 per cent compared with 20 per cent in weak-
growth economies and 22 per cent in the regressing economies. In the latter
group, the export/GDP was slightly lower in 2000-2003 than in 1980-1983. In
weak-growth economies it increased by only 2 percentage points, whilst in the
converging economies it doubled to 22 per cent of GDP.

With regard to the share of manufactures in total merchandise exports, the
converging economies start with a much higher share in 1980-1983 than the
other two groups of countries — 371 per cent of total merchandise exports as
against 9 per cent in the weak growth economies and 11 per cent in regressing
economies. By 2000-2003 primary products had become less important in all
groups. But the shift to manufactures went furthest fastest in the converging
LDCs. By that period, manufactures constituted 49 per cent of total
merchandise exports in the converging economies, compared with 17 per cent
on average in the weak-growth economies and 22 per cent in the regressing
economies. Interestingly the regressing economies include two countries — Haiti
and Madagascar — which have successfully developed clothing manufactures
exports through Export Processing Zones (EPZs). This reflects the fact that it is
possible to expand manufacturing exports without much expansion of domestic
value-added, as export production involves assembly or limited processing of
imported inputs (see UNCTAD 2002). It is therefore clear that although the
converging economies have tended to shift their composition of exports out of
primary commodities towards manufactures, this is not a magic solution and will
not, in itself, ensure sustained economic growth.

Turning to the composition of primary commodity exports, there are two
clear trends which indicate that the converging LDCs have not simply been
diversifying into manufactures but also upgrading the composition of their
primary commodity exports.

Firstly, the share of processed products in total primary exports of the
converging economies increased from 20 per cent in 1980-1983 to 42 per cent
in 2000-2003. Over the same period, the share remained constant at 21 per

Since 1980 the share of
trade in GDP increased by
13 percentage points in
converging economies, by
six percentage points in the
weak-growth economies
and declined in
regressing economies.

Although the converging
economies have tended to
shift their composition of
exports out of primary
commodities towards
manufactures, this is not a
magic solution and will not,
in itself, ensure sustained
economic growth.
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cent in the regressing economies and decreased by 1 percentage point in the
weak growth economies.

Secondly and in contrast, there is little difference between the performance
of the country groups in terms of the shift from static to dynamic agricultural
exports. The share of dynamic agricultural products in total agricultural exports
increased on average in all country groups, including in the regressing LDCs. In
2000-2003, these products constituted 44 per cent in the converging
economies, compared with 31 per cent in weak-growth LDCs and 32 per cent
in the regressing economies.

Diversification away from

primary commodity exports To summarize, the converging economies have switched towards more

towards manufactured processed and more dynamic agricultural goods, while the regressing economies
exports, as well as upgrading  have switched towards more dynamic agricultural products but the processing of
within primary Commodity primary products before export has not changed. These patterns show that the
exports has proceeded further converging economies have not .only been.(?haracterized by gregt.er st.ructural
change than the other countries and rising labour productivity in both
agriculture and non-agriculture, but they are also characterized by a greater
increase in trade orientation and export orientation than the other groups. In
addition, diversification away from primary commodity exports towards
manufactured exports, as well as upgrading within primary commodity exports
has proceeded further and faster in this group of countries. Thus, within the
converging economies, the pattern of trade integration has reinforced the
pattern of structural change.

and faster, in the converging
economies.

However, the development of manufactured exports is not a magic bullet for
development success. Even in the converging economies it is apparent that there
is still a mismatch between the production structure and the trade structure,
suggesting that whereas the growth of manufacturing exports has occurred, this
process may be, as discussed more generally in UNCTAD (2004), weakly linked
to the rest of the economy. Some of the regressing economies have actually
successfully developed manufactured exports but this has not been associated
with structural change and economic growth, and assembly activities with few
local technological capabilities can easily collapse. Moreover, it is clear that in
1980 many of the weak-growth and regressing LDCs started with a much higher
level of integration with the global economy and also greater export orientation
than the converging economies. Thus, whilst changes in the level of trade
productivity growth and the integration are related to growth performance, the actual level is not.

limited range of goods in

which LDCs are

The overall lack of structural
change, the very slow rate of

are all symptomatic of a lack
of technological learning and The overall lack of structural change, the very slow rate of productivity
innovation within LDCs. growth and the limited range of goods in which LDCs are internationally

competitive are all symptomatic of a lack of technological learning and
innovation within LDCs. The patterns of production and trade not only indicate
that the level of accumulation of knowledge-based assets is generally low, but
there is also regression rather than accumulation in these assets in many LDCs.

The rest of this section focuses more closely on the processes of technological
learning which underlie innovation. It is these processes which, together with
capital accumulation, are at the heart of structural change and international
competitiveness. Developing productive capacities in the LDCs will entail
addressing the constraints on technological learning as much as the constraints
on capital accumulation.
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1. TECHNOLOGICAL LEARNING TRAJECTORIES IN LDCs

Technological learning is the process of acquiring and mastering the
information and skills that enable enterprises to operate physical plant and
equipment efficiently and competitively, as well as the information and skills to
raise quality and to introduce new products and production processes. This is
not a simple process. As Lall (2005a: 11) has put it:

“Whilst technological hardware (equipment, designs, patents and so on) is
available to all countries, just importing hardware does not ensure that it is used
efficiently. This is because the disembodied elements of technology (“tacit”
knowledge) cannot be transferred like physical products. Technical knowledge is
difficult to locate, price and evaluate. Its transfer cannot be embodied in
equipment or instructions, designs or blueprints. Unlike the sale of a good,
where the transaction is complete when physical delivery has taken place, the
successful transfer of technology is a prolonged process, involving local learning
to complete the transaction. The embodied elements can be used at best
operative levels only if they are complemented by a number of tacit elements
that must be developed locally. The need for learning exists in all cases, even
when the seller provides assistance, though the costs vary by technology, firm
and country”.

Lall (2004) summarizes the ten general features of technological learning as
follows: (1) it is real and significant process which is primarily conscious and
purposive rather than automatic and passive; (2) there is limited information on
technical alternatives and learning involves risk, uncertainty and costs; (3)
enterprises may not even know how to learn; (4) learning is path-dependent and
cumulative; (5) different technologies differ in their learning requirements and
so the learning process is highly technology specific; (6) learning occurs through
external sources as well as internal activities; (7) it involves effort at all levels of
the enterprise and is not limited to R&D; (8) it becomes increasingly costly as
enterprises acquire a deeper understanding of technology; (9) it requires inter-
linkages between suppliers and customers; and (10) it takes place through
interactions both within and between countries.

However, there are also important differences between the technological
learning trajectories of countries at different levels of development and this
implies that the necessary technological capabilities change as countries
develop. Within OECD countries, high levels of R&D investment are at the heart
of technological learning. However, technological learning and technical change
in the LDCs takes place primarily by using and improving technologies that
already exist in advanced industrial countries or other developing countries. Key
technological capabilities are related to: the acquisition of mature technologies,
including simple assembly, product specification, production know-how,
technical personnel and components and parts; the ability to undertake
incremental innovations to adapt technologies to local conditions; the ability to
develop new markets through close links with customers and strategic
management of marketing functions; and to develop linkages with other
enterprises, public research organizations and technology transfer agencies. For
most LDCs, the three most important sources of building their endogenous
knowledge-base are likely to be education and strengthening of the skills base;
foreign technology transfer; and the mobility of experienced technical
personnel. Importation of foreign technology, reverse engineering of existing
mature foreign products, and the mobility of experienced technical and
managerial engineering personnel can be harnessed to bring about effective
adoption and diffusion of imported technologies to their economies.

There are important
differences between the
technological learning
trajectories of countries at
different levels of
development and this implies
that the necessary
technological capabilities
change as countries develop.

For most LDCs, the three
most important sources of
building their endogenous
knowledge-base are likely to
be education and
strengthening of the skills
base; foreign technology
transfer; and the mobility
of experienced technical
personnel.
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The relative importance of different channels through which firms acquire
and improve technology in LDCs and in other developing countries is shown in
table 35. This evidence is based on the World Bank’s Investment Climate
Assessments (ICA) and includes data for 12 LDCs and 21 other developing
countries. From this data, it is clear that capital investment in new machinery
and equipment is the most important source of technological acquisition in both
LDCs and other developing countries. In the LDCs, 45 per cent of the firms
report the investment in new machinery and equipment as the most important
source of technological acquisition. Overall, almost two-thirds of the firms report
new machinery and equipment as either the first-most, second-most or third-
most important source. This result has an important corollary that there is a close
association between capital investment and technological learning. The low
levels of capital investment described in the previous chapter are directly related
to low levels of technological learning.

Key personnel is the second most important channel of technology
acquisition within the LDCs, whereas in other developing countries internal
R&D is reported as the second most important channel. Compared with capital
investment, fewer firms report these two sources as their most important source
of technology acquisition. Only 14 per cent of LDC firms report key personnel as
the most important source of technology acquisition, and only 11 per cent
report R&D. The differences between LDCs and other developing countries in
the proportion of firms reporting these as their most important source of
technology acquisition are not great. However, if one adds up the firms
reporting key personnel as their first-most, second-most and third-most
important source of technology acquisition, it is apparent that 55 per cent regard
key personnel as important in the LDCs, as against only 43 per cent in other
developing countries.

These trends reflect expectations. However, table 35 also suggests significant
weaknesses in the process of technology acquisition and diffusion within the
LDCGs.

Firstly, licensing from domestic or international sources and transfers from a
parent company in LDCs are both negligible sources of technology acquisition.

TABLE 35. RELATIVE IMPORTANCE OF DIFFERENT CHANNELS OF TECHNOLOGY ACQUISTIONS
IN LDCs AND OTHER DEVELOPING COUNTRIES, VARIOUS YEARS

Share of companies in LDCs Share of companies in
that considered it... other developing countries
that considered it...
Most Second most  Third most Most Second most  Third most
important important important important  important important
channel channel channel channel channel channel

New machinery or equipment 45.0 11.5 9.5 44.3 13.0 9.9
Key personnel 13.7 26.6 14.1 12.2 19.6 10.7
Collaboration with customers 11.3 13.3 15.9 7.6 12.2 12.7
Internal R&D 11.3 15.8 14.9 13.6 19.0 15.1
Trade Fairs 5.8 10.0 12.7 6.9 11.4 15.0
Collaboration with suppliers 3.8 5.4 7.7 4.3 9.3 11.9
Transferred from parent company 2.3 2.2 2.7 3.2 2.9 2.9
Consultants 2.1 4.9 7.9 2.5 4.1 8.2
Licensing from international sources 1.6 2.7 3.8 1.9 2.5 2.8
Licensing from domestic sources 1.6 3.5 3.4 1.5 2.2 2.3
Business or industry associations 1.3 3.1 5.5 1.7 2.8 6.2
Universities, public institutions 0.4 1.0 2.0 0.5 1.2 2.4

Source:

Knell (2006) based on World Bank, Investment Climate Surveys, online, December 2005.
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Only 1.6 per cent of firms in LDCs report licensing from international sources as
the most important source of technology acquisition. Only 2.3 per cent report
transfer from a parent company as the most important source of technology
acquisition. The latter figure may partly reflect sampling design of the ICA
surveys. However, it suggests that although foreign firms do, as we shall later see,
undertake more internal R&D and use more foreign-licenced technology than
domestic firms in the LDCs, the direct transfer of technology to LDCs through
transnational corporations is of relatively minor importance in this sample of
countries.?

Secondly, universities and public institutions are currently under-utilized in
the process of technology acquisition in LDCs. They are reported as the first-
most, second-most and third-most important sources of technology acquisition
by only 3.4 per cent of the firms. This same disconnect between public
technology institutions and private sector enterprise is also apparent in other
developing countries.

Thirdly, one would expect that collaboration amongst firms would be a very
important source of technology acquisition in a low-income setting. For LDCs, it
is apparent that collaboration with customers is indeed important, and if we take
collaboration with customers and suppliers together, 15 per cent of the firms
report that they are the most important source of technology acquisition. But
this too seems low because in the LDC context, knowledge acquired from
external sources is likely to be a critical component of technological learning.

Fourthly, consultants are a very minor channel of technology acquisition by
private firms in LDCs. Given the important role of consultants in technical
cooperation, this suggests that there is a major disconnect between aid in the
form of technical cooperation and the development of private sector
technological capabilities.

What these data suggest is that both firm-level learning capabilities and the
institutional context for technological learning and innovation is weak in the
LDCs. The development of technological capabilities depends in part on the
extent of linkages amongst economic agents, as well as with specialized
organizations such as public research bodies which are generating knowledge.
The nature of the domestic knowledge systems in the LDCs will be addressed in
chapter 6.

2. INDICATORS OF TECHNOLOGICAL EFFORT

There is now an expanding literature on the measurement of technological
capabilities and the knowledge assets of countries (Archibugi and Coco 2004;
2005). Widely-used indicators include R&D expenditure, number of scientists
and engineers, licensing fees and number of publications in scientific journals.
Care must be taken in interpreting these data as they do not capture the full
range of innovative activities in LDCs, in particular incremental innovation.
However, they provide the only internationally comparable data to measure the
extent of the knowledge divide in terms of technological capabilities.

Table 36 summarizes where LDCs stand in relation to other developing
countries and developed countries with regard to some traditional indicators of
technological effort. From the table, it is clear that:

e R&D expenditure in both LDCs and other developing countries is very
low when compared with OECD countries. Gross expenditure on R&D

The institutional context for
technological learning and
innovation is weak in the

LDCs.

Gross expenditure on R&D in
2003 was 0.2 per cent of
GDP in the LDCs.
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TABLE 36. INDICATORS OF TECHNOLOGICAL EFFORTS IN LDCs, OTHER DEVELOPING COUNTRIES AND DEVELOPED COUNTRIES

LDCs Other Developed
developing countries
countries
Total R&D expenditures as share of GDP in 20032 0.2 0.3 2.2
Researchers & scientists per million population in 20032 176 662 7144
Scientific & technical publications, sum 1990-1999
Number 7 788 479 837 4 841 762
Share in world total (%) 0.1 8.5 86.0
Utility patents¢, sum 1991-2004
Number 20 14 824 1823019
Share in world total (%)° 0.0 0.8 99.0

Source: Knell (2006).

Note:  Gross expenditures on research and development as share of GDP is based on 11 LDCs; reseachers and scientists per million
population is based on 16 LDCs.

Or latest available year.

o

Shares in world total do not add up to 100 per cent because transition economies are not shown in the table.

¢ Utility patents include patents for inventions, but do not include design patents, plant patents, re-issue patents, etc.

Only 7 per cent of the
domestic firms in LDCs
license foreign technology
and only 21 per cent of
domestic firms in LDCs use
a website for business.

in 2003 (or the latest available year) was 0.2 per cent of GDP in the LDCs
and 0.3 per cent of GDP in other developing countries, compared with
2.2 per cent of GDP in OECD countries.

* The number of researchers and scientists engaged in R&D activities per
million population in the LDCs in 2003 (or the nearest year) are just 27
per cent the level in other developing countries and 2 per cent the level
in OECD countries

* During the period 1990-1999, only 0.1 per cent of the scientific and
technical journal articles in physics, biology, chemistry, mathematics,
clinical medicine, biomedical research, engineering and technology and
earth and space sciences originated in LDCs

* Between 1991 and 2004, only 20 US patents were granted to citizens
from LDCs compared with 14,824 to citizens from other developing
countries and 1.8 million to citizens from OECD countries.

These statistics show there is a major knowledge divide within the global
economy. However, it would be wrong to infer that innovation and problem-
solving is not occurring in the LDCs. There are many incremental innovations
with significance for domestic needs that are not being captured by these
traditional indicators. This is especially the case for “invisible” process
innovations. These can only be measured through field research and also
indicators of sales, productivity and profitability.

Chart 30 includes some firm-level data from the Investment Climate Surveys.
These differentiate between the technological effort of domestic firms and
foreign firms in both LDCs and other developing countries. In all cases, the
indicators of technological effort are lower in the LDCs than in other developing
countries, and they are lower in domestic firms than in foreign firms. It is striking
that average expenditure by domestic firms in the LDCs on R&D as a percentage
of sales is almost zero. More worrying still is the fact that only 7 per cent of the
domestic firms in LDCs license foreign technology. Only 21 per cent of domestic
firms in LDCs also use a website for business. This is less than half the proportion
of foreign-owned firms who use a website for business; domestic firms in LDCs
also lag behind domestic firms in other developing countries.



Technological Progress, Structural Change and Trade Integration @

CHART 30. DIFFERENCES IN TECHNOLOGICAL EFFORT IN LDCs AND OTHER DEVELOPING COUNTRIES
BY FOREIGN AND DOMESTIC COMPANIES, VARIOUS YEARS?

A.. Share of companies that B. R&D as a percentage share of sales C. Percentagg of companies
license foreign technology that use websites for business
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Source: Knell (2006) based on World Bank, Investment Climate Surveys, online, December 2005.
Note:  Investment Climate Surveys were conducted between 2000 and 2005.

a The group of other developing countries includes 21 countries; the group of LDCs includes 12 countries for which data are
available, namely Bangladesh (2002), Bhutan (2001), Cambodia (2003), Eritrea (2002), Ethiopia (2002), Madagascar
(2005), Mali (2003), Nepal (2000), Senegal (2003), Uganda (2003), United Republic of Tanzania (2003) and Zambia (2002).

Given the importance of capital investment for technology acquisition,
imports of machinery and equipment are a good indicator of technological effort
in the LDCs. Chart 31 shows machinery and equipment imports into LDCs and
other developing countries between 1980 and 2003 using two indicators of
technological effort: machinery and equipment imports as share of GDP and
machinery and equipment imports per capita.

From this chart it is clear that:

* Asashare of GDP, machinery and equipment imports into LDCs in the
period 2000-2003 were lower than those into other developing countries
(3 per cent versus 4.8 per cent of GDP) and the gap between the two
groups of countries has widened since the early 1980s (when machinery )
and equipment imports to LDCs were 2.9 per cent of GDP, while those In real per capita terms,
to other developing countries was 3.3 per cent). machinery and equipment

imports into LDCs during

* In real per capita terms, machinery and equipment imports into LDCs
during 2000-2003 were at almost the same level as 1980. Real capital ~2000-2003 were at almost
goods imports per capita were about $10 per capita (in 1990 US$), the same level as 1980.
which was seven times lower than real capital goods imports of other
developing countries.

Disaggregating the trends between converging economies, weak growth
economies and regressing economies, it is apparent that there is a sharp fall in
machinery and equipment imports into regressing LDCs, both as a share of GDP
and per capita (chart 31 E and 31F). But significantly, no strong upward trend
can be discerned in such imports in the converging economies. In real terms
machinery and equipment imports per capita stood at the same level in the
converging economies in 2003 as they were in 1985. This suggests weaknesses
in the development of technological capabilities in the converging economies,
and that these LDCs may be vulnerable to setbacks as a result of intensifying
competition with other developing countries. Case studies of garment exports in
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CHART 31. MACHINERY IMPORTS PER CAPITA? AND AS A SHARE OF GDP
IN LDCs, LDC suBGROUPS AND OTHER DEVELOPING COUNTRIES, 1980-2003

(Constant $ and percentage of GDP)
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Source:  UNCTAD secretariat estimates based on UN COMTRADE; and World Bank, World Development Indicators 2005, CD-ROM.

a  Machinery imports per capita are in constant 2000 dollars. The GDP deflator, in dollars, was used to convert the series into real terms.

b Converging LDCsinclude: Bangladesh, Bhutan, Mozambique, Nepal and Uganda. Weak-growth LDCs include: Benin,Burkina Faso, Chad,
Malawi, Mali, Mauritania and Senegal. Regressing LDCs include: Burundi, Central African Republic, Democratic Republic of the Congo,
Gambia, Guinea-Bissau, Haiti, Madagascar, Niger, Rwanda, Sierra Leone, Togo and Zambia.

¢ Converging LDCsinclude: Bangladesh, Bhutan, Lao PDR, Mozambique, Nepal, Uganda. Weak growth LDCs include: Benin,Burkina Faso,
Chad, Guinea, Malawi, Mali, Mauritania, Senegal. Regressing LDCs include: Burundi, Central African Republic, Democratic Republic of
the Congo, Gambia, Guinea-Bissau, Haiti, Madagascar, Niger, Rwanda, Togo and Zambia.
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Lesotho and also Cambodia indeed confirm these weaknesses and the
vulnerability to competition (Lall 2005; Rasiah 2006). The strongest upward
trend in terms of machinery and equipment imports is apparent in the weak-
growth economies. This probably reflects the fact that it is in these economies
that increasing investment has been most strongly driven by FDI (see previous
chapter).

It is impossible to differentiate the relative importance of domestic and
foreign firms in capital goods imports. However, it is apparent that there is a
close association between countries which have received the highest levels of Afri )
FDI inflows and countries in which capital goods imports have risen as a share of rican LDCs, Caplta/ gOOdS

pral g P .
GDP and in per capita terms. An important feature of the trends in capital goods ImpF)rtS were {70t only smaller
imports to LDCs, and a reflection of the role of FDI, is that the oil-exporting in per capita terms but
LDCs experienced significant increases in the 1990s. Thus, whilst the capital accounted for a smaller share
goods imports to oil-exporting LDCs rose from $7 per capita to $33 per capita  of GDP in 2000—2003 than
(in 1990 US $) from 1990 to 2003, those into non-oil exporting LDCs only they were in 1980~1983.
increased from $6 to $10. Amongst non-oil exporting African LDCs, capital
goods imports were not only smaller in per capita terms but accounted for a
smaller share of GDP in 2000-2003 than they were in 1980-1983.

Amongst non-oil exporting

Most of the data above refer to firms engaged in industrial activities and
services. However, given the importance of agriculture in many LDC
economies, agricultural research and development, and also extension activities
to link research findings with farmers, are particularly important aspects of
technological effort. Data on this is also patchy. However, table 37 gathers

TABLE 37. PUBLIC AGRICULTURAL RESEARCH EXPENDITURES IN SELECTED LDCs,
1980-1989, 1990-1999 anD 2000-2001

Public research expenditures
1993, $ million Percentage of agricultural GDP
Average Change Average Change
1980- 1990- 2000- 1980- 1990- 2000-
1989 1999 2001 1989 1999 2001

(a) (b) (b-a) (@ (b) (b-a)
Burkina Faso 4.0 7.9 . 3.9 0.6 0.9 . 0.4
Burundi . 3.3 1.5 . . 0.7 0.4 .
Cape Verde 1.7 1.9 . 0.2 3.5 4.1 . 0.7
Ethiopia 6.6 9.9 13.6 3.3 0.3 0.3 0.4 0.0
Guinea . 4.4 3.5 . . 0.6 0.3 %
Lesotho 0.8 0.8 . -0.1 0.7 0.6 . -0.1
Madagascar 5.8 5.3 2.6 -0.5 0.6 0.6 0.3 0.0
Malawi 10.4 11.0 . 0.6 1.6 1.4 . -0.2
Mali 12.1 11.3 . -0.8 1.3 1.0 . -0.3
Mauritania . 1.9 2.4 . . 0.8 1.0 .
Niger 5.7 5.6 . -0.1 0.7 0.7 . 0.0
Rwanda 4.3 3.9 . -0.5 0.5 0.6 . 0.0
Senegal 23.6 15.2 . -8.4 2.6 1.4 . -1.1
Sudan 8.7 9.0 7.9 0.3 0.5 0.1 0.2 -0.4
Togo 5.8 4.3 4.2 -1.5 1.4 0.8 0.6 -0.6
Uganda . 7.8 10.2 . . 0.4 0.5
United Rep. of Tanzania . 6.5 8.5 " . 0.3 0.4
Yemen . 16.2 . o . 0.5 . %
Zambia 11.7 11.6 . -0.2 2.8 2.2 . -0.6

Source: UNCTAD secretariat estimates based on CGIAR, ASTI database online, February 2006; and World Bank, World
Development Indicators 2005, CD-ROM.



@ The Least Developed Countries Report 2006

available data on public expenditure on agricultural research and development
in African LDCs for which data is available.

From this table it is clear that for this sample of countries public expenditure
on agricultural R&D declined in real terms in the 1980s and also in the 1990s in
many countries. This reflects the fact that in Africa rapid growth of spending on
agricultural R&D in the 1960s — a post-independence period of institution-
building underwritten with development aid — gradually gave way to the debt
crisis in the 1980s and curbs on government spending and waning donor

support in the 1990s (Pardey and Beintema 2001: 3). Today, despite relatively
Despite relatively high returns high returns on investments in agricultural research, investment in agricultural

on investments in agricultural research and development remains very low.
research, investment in
agricultural research and E. Conclusions
development remains

very low. . . . .
This chapter has described and analysed the trends in production structure,

labour productivity and trade integration in the LDCs, and examined the
processes of technological learning which, together with capital accumulation,
underlie structural transformation, productivity growth and international
competitiveness.

The chapter has shown that for the LDCs as a group there has been little
structural change and the productivity gap between the LDCs and other
developing countries and developed countries is increasing. The share of
agriculture in GDP in the LDCs is declining slowly (from 37 per cent in 1980-
1983 to 33 per cent in 2000-2003). Both industrial and service activities are
expanding. But much of the increase in industrial value-added is concentrated
in a few LDCs and the type of industrial activities which are expanding most in
the LDCs are mining industries, the exploitation of crude oil and, in come cases,
the generation of hydroelectric power, rather than manufacturing. Moreover,
the type of services which are expanding most are low value-added petty trade
and commercial services.

The data show that, on average, it requires 5 workers in the LDCs to produce
what one worker produces in other developing countries, and 94 LDC workers

to produce what one worker produces in developed countries in 2000-2003.
L Worse still, the productivity gap is widening. Labour productivity in the LDCs as
Labour productivity in the group in 2000-2003 was just 12 per cent higher than in 1980-1983, whilst it
LDCs as a group in 2000—  increased by 55 per cent on average in other developing countries. Significantly,
2003 was just 12 per cent  although agricultural value-added per agricultural worker rose slightly in the
higher than in 1980-1983.  LDGs, non-agricultural value-added per non-agricultural worker actually
declined by 9 per cent between 1980-1983 and 2000-2003. Non-agricultural
labour productivity declined in four fifths of the LDCs for which data are

available over this period, indicating that there is a widespread and major
problem in productively absorbing labour outside agriculture.

The goods and services which the LDCs can supply competitively to world
markets are ultimately limited by the goods and services which they can
produce and how efficiently they are in producing them. This is the basic source
of the marginalization of the LDCs in world trade. Even if they exported all their
output, the LDCs’ share of world exports of goods and services would be only
2.4 per cent, even though their share of world population is 10.6 per cent.
Moreover, just as the production structure of the LDCs is strongly oriented to
exploit natural resources, so their export structure is also strongly oriented in that
way. The capacity to export manufactures is increasing in the LDCs. But this is
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occurring much more slowly than in other developing countries, it is also
concentrated in only a few countries, and has thus far limited mainly to low-skill,
labour-intensive products, particularly garments, with low learning potential and
weak domestic linkages, rather than in the medium- and high-technology
exports.

Structural change, productivity growth and trade integration cannot be
divorced from patterns of economic growth. With this in view, the chapter has
analysed whether there are differences between LDCs according to their growth
performance. Using the classification of the LDCs as converging, weak-growth
and regressing economies introduced in the previous chapter, important
patterns emerge. In short, the converging economies are characterized by: (i) a
decline in the share of agriculture in GDP; (ii) an increase in manufacturing
value-added; (iii) rising labour productivity in both agriculture and non-
agricultural sectors; (iv) an increase in the share of trade in GDP; and (v) an
increase in the share of manufactures exports in merchandise exports. In the
regressing economies: (i) the share of agriculture in GDP is rising; (ii) de-
industrialization, in the sense of a declining share of manufactures in GDP, is
occurring; (i) labour productivity is declining in both agricultural and non-
agriculture; (iv) trade is declining as a share of GDP; and (v) although
manufactures exports are increasing as a share of total merchandise exports, this
is occurring much more slowly than in the converging economies.

This analysis shows that the LDC experience does not diverge from the
classic long-term patterns of structural transformation which has been found
when sustained economic growth occurs (see Clark 1957, Kuznets 1966;
Syrquin and Chenery1989). The dynamics of production structure are closely
associated with economic growth performance. In the previous chapter, it was
shown that the converging economies did significantly better than the weak-
growth economies and regressing economies in terms of their domestic savings
mobilization and investment effort. It is also now clear that structural
transformation has been greater in these countries.

The overall lack of structural change, the very slow rate of productivity
growth and the limited range of goods in which LDCs are internationally
competitive are all symptomatic of a lack of technological learning and
innovation within LDCs. The patterns of production and trade indicate that the
level of accumulation of knowledge-based assets is generally low. But there is
also regression rather than accumulation in these assets in many LDCs. Using
traditional indicators of technological effort (such as R&D, patenting, numbers of
scientists and researchers and publications), it is apparent that there is a major
knowledge divide between the LDCs, other developing countries and
developed countries. These statistics do not represent the full picture as they do
not capture types of innovation and dimensions of innovativeness which are
relevant for very poor countries. But firm-level data also identifies deficiencies in
technological capabilities. Significantly, this appears to be an area of weakness
even in converging economies.

Within rich countries, an increasing proportion of production is now within
what is called the knowledge economy, i.e. they are based on the manipulation
of ideas and knowledge rather than material objects. But the knowledge
intensity of production within the global economy is high not only in high-
technology sectors, creative industries and producer services. It is also increasing
within primary production and low-skill manufactures. For this reason,
knowledge accumulation and the development of technological capabilities is as
important for the LDCs as it is for rich countries. International competitiveness in

The patterns of production
and trade indicate that the
level of accumulation of
knowledge-based assets is
generally low. But there is
also regression rather than
accumulation in these assets
in many LDCs.
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the global economy is increasingly based on knowledge and innovation rather
than on price and cost. As this occurs the divide between rich and poor
For the LDCs, the weak countries in terms of their stock of knowledge assets and learning capabilities is
becoming increasingly important as an obstacle to development and poverty
reduction. For the LDCs, the weak development of technological capabilities
together with weaknesses of capital accumulation reinforce each other and

development of technological
capabilities together with

weaknesses of capital threaten the marginalization of the LDCs within the global economy. Yet, as
accumulation reinforce each  discussed in the growth model at the start of the previous chapter, the
other and threaten the availability of technologies already in use in other countries offers a major

marginalization of the LDCs opportunity for catch-up growth.

within the global economy. This chapter completes the discussion of the core processes through which

productive capacities develop — capital accumulation, technological progress
and structural change. The next chapter extends the analysis by considering the
implications of the slow rate of capital accumulation and technological progress,
as well as the weak pattern of structural change for poverty. It does so by
focusing more closely on the labour productivity trends identified in this
chapter, as well as the ability of the LDCs to absorb their growing labour force
productively both within and outside agriculture.




Technological Progress, Structural Change and Trade Integration

Notes

1. For semantic simplicity the text throughout this chapter refers to sectoral shares in GDP.
The estimates are based on shares in total value-added.

2. The term “openness” within trade and development analysis refers both to a type of
trade policy regime or the degree of trade orientation (see UNCTAD 2002: Box 9). It is
used in the latter sense here. However, as shown in the LDC Report 2004, most LDCs
have also undertaken extensive trade liberalization.

3. For this estimate, primary products correspond to categories 0-4 plus items 524
(radioactive and associated materials), 667 (precious stones), 68 (non-ferrous metals),
941 (live and zoo animals) and 971 (gold). This classification of primary products differs
slightly from that used in Part | of this Report (and also earlier LDC Reports). The inclusion
of items 524, 667, 941 and 971 means that the share of primary commodities in total
merchandise exports is slightly higher than the estimate in Part I. The commodity
classification is based on Wood and Mayer (1998) and UNCTAD (1998), and is used
throughout this section.

4. This classification is based on the LDC export structure of the late 1990s: (i) Agricultural
exporters: Afghanistan, Benin, Bhutan, Burkina Faso, Burundi, Chad, Eritrea, Ethiopia,
Guinea-Bissau, Kiribati, Malawi, Mali, Mauritania, Rwanda, Sao Tome and Principe,
Solomon Islands, Somalia, Togo, Uganda and the United Republic of Tanzania; (ii)
Mineral exporters: Central African Republic, Democratic Republic of Congo, Guinea,
Liberia, Niger, Sierra Leone and Zambia; (iii) Oil exporters: Angola, Equatorial Guinea,
Sudan and Yemen; (iv) manufactures exporters: Bangladesh, Cambodia, Haiti, Lao
People’s Democratic Republic, Lesotho, Madagascar, Myanmar and Nepal; (v) Service
exporters: Caper Verde, Comoros, Djibouti, Gambia, Maldives, Samoa, Tuvalu and
Vanuatu; and (vi) Mixed manufactures and services exporters: Mozambique and
Senegal (UNCTAD, 2004, p. 24).

5. The distinction between static and dynamic agricultural goods is drawn from Wood and
Mayer (1998). Dynamic agricultural goods are those with an income elasticity of
demand greater than one.

6. The number of commodities exported include only those products that are greater than
$100,000 or more than 0.3 per cent of the country’stotal exports. (UNCTAD, Handbook
of Statistics, 2005)

7. Since Kaldor first enunciated his growth laws in the mid-1960s there has been a mass
of empirical evidence supporting them (see, for example, surveys by Thirlwall, 1983;
McCombie, Pugno and Soro, 2003). A recent study has tested these laws across 45
countries including 27 LDCs in Africa (Wells and Thirlwall, 2003).

8. It is of course important in those LDCs in which FDI inflows are concentrated,
particularly oil-exporting LDCs.
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Labour Supply
and the Lack of
Productive Employment

A. Introduction

The labour force is an important productive resource of the LDCs, and a key
challenge which they face in developing their productive capacities is to ensure
that it is more fully and productively employed. In almost all the LDCs there is an
imbalance between the rate of growth of the labour force, which is very rapid
owing to population growth, and the rate of capital accumulation and
technological progress, which as shown in the previous two chapters, is generally
slow. As a result, most workers have to earn their living using their raw labour,
with rudimentary tools and equipment, little education and training, and poor
infrastructure.  Labour productivity is low and there is widespread
underemployment.

This is the basic cause of persistent mass poverty in the LDCs. In most of the
LDCs extreme poverty is not mainly associated with outright unemployment;
rather, it arises because the labour force is generally working for very low
incomes which are insufficient to raise household living standards above the
poverty line. There are two proximate causes of poverty in this situation: (i)
underemployment, and (i) low returns to labour (Osmani, 2005).
Underemployment is most clearly discernible in situations in which persons
work less than full-time in terms of the total number of hours a week and days a
year. But “disguised underemployment” is also possible in the sense that a
person apparently works full-time, but at a very low intensity, within a
household enterprise (such as a family farm or a petty trading business) in which
work and income are shared amongst household members. However, even
when they work full-time and high-intensity, many workers in the LDCs are able
to achieve only low returns for their labour. Again, following Osmani (2005), this
situation arises for the following reasons: (i) because these workers compete with
potential entrants who have very low reservation wages (unemployed and
underemployed who constitute a pool of surplus labour); (i) because of low
productivity (owing to poor skills, poor technology or inadequate
complementary factors); and (iii) owing to adverse terms of trade (low product
prices or high input costs).

Creating productive employment opportunities for the expanding labour
force is a major economic and social problem for most LDCs. However, this
problem is also a major economic opportunity. If the latent energies and
enterprise of underutilized labour are harnessed, it should be possible not only
to reduce poverty but also to accelerate economic growth. As discussed in
chapter 2, high growth rates can be achieved in very poor countries through
investment and innovation in activities with increasing returns and strong linkage
effects. In successful developing countries this process has been sustained by an
elastic supply of labour and capital for those dynamic sectors of the economy
(Ros, 2000). In the LDC context, the potential for such a high elasticity of supply
of labour is present owing to high rates of underemployment and the
concentration of workers in low-productivity activities. The underemployed
labour working in low-productivity activities is an immense underutilized

Chapter

The labour force is an
important productive
resource of the LDCs, and a
key challenge which they face
in developing their productive
capacities is to ensure that it
is more fully and productively
employed.

High growth rates can be
achieved in very poor
countries through investment
and innovation in activities
with increasing returns and
strong linkage effects.
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productive resource which can provide the foundation for high and sustained
growth within the LDCs if the growing labour supply is linked to processes of
capital accumulation and technological progress.

The previous chapter showed that labour productivity within the LDCs was
very low and growing slowly. There was also a very widespread pattern in which
The underemployed labour  labour productivity outside agriculture was falling within the LDCs. This chapter
working in low-productivity  seeks to deepen the understanding of these trends by examining trends in labour

activities is an immense supply and in employment opportunities within agriculture and outside
agriculture. Some of the analysis draws on international data on labour supply
. . and agriculture. However, most of the evidence relies on case-study material.
resource which can provide : . e :
) , though this does not encompass the full range of situations within the LDCs, it
the foundation for high and illustrates the dimensions of the problem of generating productive employment
sustained growth within the opportunities which most LDCs now face.
LDCs if the growing labour
supply is linked to processes The chapter begins (section B) by looking at the growth and changing locus
(both rural-urban location and sectoral composition) of the labour force in the
LDCs. Section C discusses opportunities for the productive employment of
labour within agriculture. These are changing as the land frontier is being
reached and farm sizes are becoming smaller, whilst extreme poverty means that
many households simply do not have the means to increase productivity through
sustainable intensification. Section D discusses opportunities for the productive
employment of labour outside agriculture. Here the basic trend is one in which
formal employment opportunities are not expanding fast enough to absorb the
economically active population outside agriculture, and there is a proliferation
of survivalist, low-productivity informal sector enterprises and high levels of
urban underemployment. Section E summarizes the basic messages of the
chapter.

underutilized productive

of capital accumulation and
technological progress.

B. The growth and changing locus
of the labour force

The dearth of available data makes it difficult to describe conditions of
labour supply in detail in the LDCs." Following the approach in the previous
chapter, the description here is based on FAO estimates of the economically
Between 1990 and 2000, the active population. These are used as they enable a breakdown into the labour

labour force of the LDCs force in agriculture and in non-agricultural sectors of the economy, the latter

increased by 71 million, and encompassing all economic activities outside agriculture (mining, construction,

. / utilities, manufactures and various kinds of services). The economically active

it is expected to grow population is defined as those who furnish the supply of labour for the

between 2000 and 2010 by a production of goods and services during the specified reference period, namely

further 89 million to reach  employers, self-employed workers, salaried employees, wage earners, casual

401 million. day-workers, unpaid workers assisting in a family farm or business operation,

members of producers cooperatives and members of the armed forces (see

FAOSTAT online). The terms “economically active population” and “labour
force” will be used interchangeably throughout this chapter.

According to the FAO estimates, the total labour force of the LDCs was
312 million people in 2000. Between 1990 and 2000, the labour force
increased by 71 million, and is expected to grow between 2000 and 2010 by a
further 89 million to reach 401 million (chart 32). A large share of the increment
in the total labour force between 2000 and 2010 (22 per cent), will occur in
Bangladesh.? However, all LDCs are experiencing large growth in their labour
force during the present decade. For 36 out of 50 LDCs for which data are
available, the labour force is expected to increase by over 25 per cent.
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CHART 32. THE GROWTH AND CHANGING LOCUS OF THE LABOUR FORCE IN LDCs,1980-2010

%

1980 1990 2000 2010

450 A. Size of total labour force 40 B. Percentage of labour force in non-agriculture
400 35
350 30
= 200 25
.2 250 o
E 200 T 20
150 15
100 10
50 5
0 0
1980 1990 2000 2010 1980 1990 2000 2010
40 C. Percentage of population in urban areas
35
30

25
20
15
10
5
0

Source: UNCTAD secretariat estimates based on FAO, FAOSTAT, online, December 2005.

Note:  The labour force is the economically active population.

Chart 32 also shows past trends and future projections of the share of the
labour force in non-agricultural activities and the distribution of the population
between urban centres and rural areas. In 2000, 71 per cent of the labour force
was engaged in agriculture and 75 per cent lived in rural areas. But the
urbanization rate increased from 17 per cent in 1980 to 25 per cent in 2000,
and the share of the population engaged in non-agricultural activities steadily
increased from 21 per cent in 1980 to 29 per cent in 2000.

These trends are widespread within the LDCs. Table 38 summarizes the
projected shift from 1990 to 2010 in individual countries. In 1990, two thirds of
the LDCs had less than one third of their population living in urban areas and
less than one third of their economically active population engaged outside
agriculture. But by 2010, less than one third of the LDCs will have this kind of
economy and society.

The broad contours of change in the LDCs are thus clear. Within almost all
LDCs, the population is not only growing rapidly but also urbanizing rapidly
from very low levels. The combination of these factors is making the current
decade a critical decade with regard to the employment situation within the
LDCs. More people than ever before are seeking work. But in addition to this,
an increasing proportion of the labour force is working or seeking work outside
agriculture.

In 2000, 71 per cent of the
labour force was engaged in
agriculture and 75 per cent
lived in rural areas, but the
urbanization rate increased
from 17 per cent in 1980
to 25 per cent in 2000.
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TaBLE 38. CHANGING LOCUS OF THE LABOUR FORCE IN LDCs, 1990 anD 2010
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It is important to emphasize that agriculture will still be the major source of
livelihood in the LDCs by 2010. The combination of the rate of growth of the
economically active population and the rate of decline in the share in the total
economically active population in agriculture means that the economically
active population in agriculture is expected to continue to rise during the current
decade. It is projected to increase in 2010 to 260 million people as against 141
million in non-agricultural activities.
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However, projections of economically active population show that during
2000-2010, of the 89 million increase in the economically active population, 49
million will be outside agriculture and 40 million in agriculture (chart 33). This is
a complete reversal of the pattern of the 1980s, when 63 per cent of the
increase in the economically active population was in agriculture. For the LDCs
as a group it is the first decade in which the growth of the economically active
population outside agriculture is expected to be greater than in agriculture.
During the 1990s, a larger share of the growth of the economically active
population was in agriculture.

For the LDCs as a group,
2000-2010 is the first decade

The overall pattern of change for the LDCs as a group is strongly influenced  in which the growth of the
by what is happening in Bangladesh. But in African LDCs, 46 per cent of the economically active
increase in the total economically active population is expected to be outside population outside agriculture
agriculture during 2000-2010 (as against 29 per cent in the 1980s), and in Asian
LDCs other than Bangladesh 45 per cent of the increase in the total
economically active population is expected to be outside agriculture during the
same period (as against 36 per cent in 1980s) (chart 33). The economically
active population outside agriculture is projected to grow faster than the
economically active population in agriculture during the decade 2000-2010 in
almost half the LDCs (24 out of 50 countries). These countries include Benin,
Chad, the Central African Republic, the Democratic Republic of the Congo,
Equatorial Guinea, Lesotho, Liberia, Mauritania, Sierra Leone, Sudan, Togo and
Zambia in Africa; Bangladesh, Myanmar and Yemen in Asia; and Cape Verde,
Kiribati, Maldives, Samoa, Sao Tome and Principe, Tuvalu and Vanuatu within
the group of island LDCs. The break with past trends is also apparent in Haiti. In
many of the other LDCs this break is projected to occur during the decade
2011-2020.

is expected to be greater
than in agriculture.

These estimates are, of course, projections which may not be realized. They
rely on international data and so national estimates may vary. However, they
define the essential dimensions of the problem of poverty reduction in the
LDCs. This requires productive labour absorption both in agriculture and in non-
agricultural sectors. The current configuration of growth of the labour force,
urbanization and the increasing proportion of the population working outside
agriculture mean that the latter challenge cannot now be neglected. Poverty .
reduction requires the employment creation in both the agricultural and non- The challenge facing the LDCs
agricultural sectors. is to ensure that the growth of

the economically active

population is associated with

Productive labour absorption can be said to occur when there are
employment chahges in the .economlca.lly actlye pop.ulatlon that increase the productive labour absorption
average productivity of those in work, without increasing open unemployment " )
and without average productivity falling in major production branches or both agriculture and non-
groupings” (Gurrieri and Sainz, 2003: 151). In ECLAC studies, where this agriculture sectors.
concept has been used widely, productive absorption has generally been
associated with the movement of economically active population from the
agricultural sector to urban sectors (particularly industry), from manual to non-
manual occupations and from the informal to the formal sector, and with
reductions in the productivity gaps among these occupational groups or sectors,
or between primitive parts of given sectors and their modern parts. The term
“spurious labour absorption” has been used for employment changes in the
economically active population that reduce the average productivity of a major
occupational group. In the present analysis, the term “productive labour
absorption” will be used to refer to both agriculture and non-agriculture. The
challenge facing the LDCs is to ensure that the growth of the economically active
population is associated with productive labour absorption in both these broad
sectors of the economy.
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CHART 33. INCREASE OF AGRICULTURAL AND NON-AGRICULTURAL LABOUR FORCE IN LDCs AND LDC suBGROUPS,
FOR THE DECADES 1980-1990, 1990-2000 AnD 2000-2010
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C. The changing relationship
between land and labour

As shown in the previous chapter, agriculture is the major source of
employment in most LDCs. Agriculture encompasses farming, forestry and
fisheries, and for some LDCs, particularly island LDCs, fisheries play a significant
economic role. But for most LDCs, farming is the most important of these three

activities, and thus opportunities for productive employment depend critically

on the relationship between land and labour. The most important way

in which labour has found
1. LAND ABUNDANCE OR LAND SCARCITY? productive work within LDCs
over the last twenty-five years
has been through agricultural
land expansion.

The most important way in which labour has found productive work within
LDCs over the last twenty-five years has been through agricultural land
expansion. As shown above, during the 1980s and 1990s the increase in the
economically active population was greatest in agriculture. But in addition, most

of the expansion of agricultural output associated with this increase in the
agricultural labour force is attributable to expansion of the cultivated area rather
than increases in yields. Available FAO estimates indicate that in the 1980s, area
expansion accounted for 77 per cent of the growth in cereal production in the
LDCs, 77 per cent of the growth in roots and tubers production, 35 per cent of
the growth of cotton production and 85 per cent of the growth of oil crop
production. In the 1990s, area expansion accounted for 72 per cent of the
growth in cereal production in the LDCs, 81 per cent of the growth in roots and
tubers production, 80 per cent of the growth of cotton production, 105 per cent
of the growth of oil crop production (yields declined) and 84 per cent of the
growth of pulses production (FAO, 2002: table 5).

This process can continue to the extent that there is an unused agricultural
land frontier. In this regard, the situation varies considerably amongst the LDCs.

However, FAO (2002: 12) argues that “most have considerable unexploited
potential in agriculture, thanks to their factor endowment in land, water,
climate, the scope for utilizing their human resources and improving on their so
far limited use of modern farming methods”.

This process can continue to
the extent that there is an
unused agricultural land
Estimates for the mid-1990s suggest that for half of the LDCs for which data  frontier. In the mid-1990s,
are available less than 40 per cent of potential arable land was actually being  jn half of the LDCs less than
used (table 39). Potential arable land is defined here as areas which are suitable 40 per cent of potential
for cultivation in terms of soil suitability and availability of water (rainfall or
irrigation), and includes lands currently under forest or wetlands which are
protected and not available for agriculture. The level of utilization of potential
arable land is particularly low in the humid zone of central Africa. But at the

arable land was actually

being used.

other end of the spectrum there are small group of LDCs (Burundi, Haiti,
Yemen, Lesotho, Eritrea, Afghanistan and Rwanda) which have exploited almost
all their potential arable land, as well as a few others (Bangladesh, Togo, Uganda
and Somalia) which have relatively limited potential arable land to exploit.
Significantly, available data show that water resources are also underutilized in
many LDCs.?

These overall indicators suggest that abundance of unutilized agricultural
land resources is a basic characteristic of many LDCs. However, the idea that
LDCs are land abundant must be qualified in at least three ways.

Firstly, as more and more arable land is being brought into cultivation in the
LDCs, there is increasing dependence on fragile lands (such as arid regions,
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TABLE 39. INDICATORS OF AGRICULTURAL LAND RESOURCES IN LDCs

Land in Population  Irrigated Agricultural land Total fertilizers
use on fragile land per agricultural worker® consumption
land
(% of (% of total (% of total (hectares per worker) (kilograms per hectare)
potential  population) agricultural
arable land land)
1994 1994 2000-2003 1980-1983 2000-2003 % change 1980-1983 2000-2002
between 1980-1983
and 2000-2003

African LDCs and Haiti

Angola 6 30-50 0.1 1.2 0.8 -33.3 3.1 0.1
Benin 26 30-50 0.4 1.4 1.8 28.6 1.9 13,9
Burkina Faso 24 50-70 0.2 0.8 0.8 0.0 3.3 3.0
Burundi 130 20-30 0.9 0.6 0.4 -33.3 1.3 2.4
Central African Republic 6 30-50 0.0 1.9 1.6 -15.8 0.5 0.3
Chad 15 30-50 0.1 1.6 1.3 -18.8 1.3 4.9
Dem. Rep. of Congo 3 50-70 0.0 0.8 0.6 -25.0 1.1 0.6
Djibouti . . 0.1 0.0 0.0 0.0 % o
Equatorial Guinea . 30-50 2.7 1.7 -37.0 0.1 0.0
Eritrea 201 >70 0.3 . 0.4 . - 11.8
Ethiopia 40 30-50 0.9 . 0.5 . % 13.5
Gambia 22 30-50 0.3 0.6 0.6 0.0 11.4 2.6
Guinea 20 30-50 0.8 0.5 0.5 0.0 0.4 1.9
Guinea-Bissau 10 20-30 1.5 1.0 1.1 10.0 2.5 4.4
Haiti 151 30-50 5.8 0.6 0.5 -16.7 3.2 12.8
Lesotho 160 30-50 0.1 1.4 1.2 -14.3 15.3 30.6
Liberia 7 20-30 0.1 1.0 0.7 -30.0 5.3 0.0
Madagascar 10 30-20 39 0.8 0.6 -25.0 3.7 2.6
Malawi 51 . 1.3 0.6 0.5 -16.7 21.3 37.7
Mali 10 50-70 0.7 0.6 1.0 66.7 5.4 8.8
Mauritania 66 30-50 0.1 0.4 0.8 100.0 2.0 39
Mozambique 4 20-30 0.2 0.6 0.6 0.0 9.4 5.0
Niger % >70 0.2 3.9 3.2 -17.9 0.3 0.3
Rwanda 259 30-50 0.5 0.4 0.3 -25.0 0.5 3.8
Senegal ” 30-50 1.4 1.1 0.8 -27.3 8.6 13.7
Sierra Leone 35 30-50 1.1 0.6 0.6 0.0 3.3 0.4
Somalia 90 50-70 0.5 0.4 0.4 0.0 1.5 0.5
Sudan 14 50-70 1.4 2.3 2.2 -4.3 5.6 39
Togo 83 20-30 0.2 2.6 2.2 -15.4 1.3 7.1
Uganda 84 30-50 0.1 1.0 0.8 -20.0 0.1 1.0
United Rep. of Tanzania 16 30-50 0.4 0.5 0.3 -40.0 7.2 2.5
Zambia 14 20-30 0.4 2.5 1.7 -32.0 15.3 8.4
Asian LDCs

Afghanistan 207 50-70 7.1 1.8 1.30 -27.8 6.4 1.8
Bangladesh 71 . 49.5 0.3 0.2 -33.3 49.8 165.1
Bhutan . >70 7.3 0.2 0.1 -50.0 1.1 0.0
Cambodia 49 20-30 5.1 0.8 0.8 0.0 5.1 0.0
Lao People’s Dem. Rep 22 50-30 9.4 0.6 0.5 -16.7 2.7 8.7
Myanmar 35 20-30 17.3 0.8 0.6 -25.0 13.8 13.7
Nepal 65 30-50 27.5 0.3 0.2 -33.3 12.4 31.8
Yemen 156 >70 23 0.8 0.6 -25.0 8.8 8.8
Island LDCs

Cape Verde . >70 4.1 1.2 1.2 0.0 0.8 4.1
Comoros . 30-50 0.6 0.5 -16.7 0.0 2.3
Kiribati ” . 4.6 3.7 -19.6 0.0 0.0
Maldives . . 0.2 0.4 100.0 0.0 0.0
Samoa - . 4.6 6.1 32.6 1.2 35.6
Sao Tome and Principe . . 18.4 1.2 1.2 0.0 0.0 0.0
Solomon Islands . 30-50 0.6 0.4 -33.3 0.0 0.0
Timor Leste % . 0.5 0.6 20.0 0.0 0.0
Tuvalu . . 2.0 2.0 0.0 0.0 0.0
Vanuatu - 30-50 4.2 3.3 -21.4 0.0 0.0

Source:  UNCTAD secretariat estimates based on FAO, FAOSTAT online, December 2005.

a Agricultural land is annual and permanent crops land; agricultural labor force is economically active population in agriculture.
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steep slopes and fragile soils). For a sample of 39 LDCs for which data are
available, it is estimated that there are 11 in which over 50 per cent of the
population live on fragile lands and 31 in which over 30 per cent of the
population live on fragile lands (World Bank, 2003: table 4.3) (see table 39). This
is likely to become a major problem because extreme poverty can make it

difficult for many households to use sustainable agricultural practices, and thus
there are problems of land degradation and declining soil fertility. However, the idea that LDCs

are land abundant must be

Secondly, even though new land is being brought into cultivation within the qualified in at least three

LDCs, the agricultural labour force is growing faster than the expansion of the Th . .
land area under crop cultivation. This is evident from the fact that the land ways. there is mcreasmg
under crop cultivation per person engaged in agriculture is generally declining. dependence on fragile lands...
There are only 7 LDCs in which this ratio is clearly increasing, including 4 island The agricultural labour force
LDCs plus Benin, Mali and Mauritania (table 39). For the LDCs as a group, the is growing faster than the
average size of the cultivated holding per economically active agriculturalist has expansion of the land area
fallen by 29 per cent over the last 40 years, compared with 18 per cent in the
other developing countries. If this ratio is taken as a rough proxy of farm size, it is
evident that in 33 out of the 50 LDCs the average farm size was under 1 hectare

under crop cultivation...

during the decade 2000-2003, and for the LDCs as a group average farm size
was 0.69 hectares.

Thirdly, there are major inequalities in access to land resources and thus,
even in apparently land-abundant countries where the land/labour ratio is
apparently favourable, a significant share of the holdings are very small.

2. INEQUALITY IN LAND ACCESS

The issue of access to land resources is very complex because of the diversity
of the land tenure situation. This includes private ownership; communal systems
in which access to land is controlled by a group which allocates land in a
particular area to individuals or households; and landlord—tenant relations,
which may be based on a fixed rent for the use of the land or various types of

sharecropping arrangements. Within African LDCs, where women have a very
significant role in agricultural production, the gendered nature of modes of
access to and control of land resources is also particularly important (see Gore, . o
1994). However, the basic situation in most LDCs is that as the rural population inequalities in access to Ia’,)d
increases and the richer households accumulate land through market —TE€SOUICES and thus, even in
transactions, access to productive land becomes more and more restricted. This apparent/y land-abundant
is not necessarily manifested in landlessness. But the poorest households have  countries where the land/
effective access to so little land that they can barely scratch a subsistence living labour ratio

through agriculture on their own holding.

... and there are major

is apparently favourable,

Recent analysis has shown the smallholder land distribution in five African a significant share of the

LDCs — Ethiopia, Rwanda, Malawi, Mozambique and Zambia (Jayne et al., holdings is very small.
2003). The first three countries are land-scarce and the last two are land-

abundant, and thus the data are indicative of the range of situations within
African LDCs. These data, which exclude landless households and also
agribusinesses, show that:

* On a per capita basis, farm sizes are very small, ranging from 0.16
hectares in “land-scarce” Rwanda to 0.56 hectares in “land-abundant”
Zambia.

* There is significant inequality in land access in both land-scarce and
land- abundant countries. The Gini coefficient of land per capita is equal
to or exceeds 0.50 in all five countries.
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* The top 25 per cent of the population (in terms of land access) have
access to more than 1 hectare per capita in land-abundant Mozambique
and Zambia, but only 0.58 hectare per capita in Ethiopia, 0.43 hectares
per capita in Rwanda and 0.60 hectares per capita in Malawi.

* In both land-abundant and land-scarce countries, the bottom 75 per
cent of the population (in terms of land access) have access to less than
0.26 hectares per capita.

* The bottom 25 per cent of the population (in terms of land access) are
approaching landlessness in all five countries, with access to less than
0.12 and 0.10 hectares per capita in “land-abundant” Zambia and
Mozambique, respectively, and 0.02, 0.03 and 0.08 hectares per capita
in Rwanda, Ethiopia and Malawi, respectively (table 40).

These surveys do not generally permit analysis of trends over time. But there

In “land-scarce” areas within
African LDCs, there is a
“Malthusian trap” in which
land tenure is “under
unendurable stress”.

are good data available showing trends in land access in Rwanda between 1984
and 2000 (table 40). These show that over this 16-year period household land
access (use rights plus rented land) declined by 57 per cent, from 0.28 to 0.16
hectares per capita. Mean land access of the top 25 per cent of the households
in terms of land access declined from 0.62 to 0.43 hectares per capita, whilst it
declined from 0.07 to 0.02 hectares per capita for the bottom quartile. As a
consequence, the gap between the land access of the top and bottom quartiles
in terms of land access widened from a ninefold difference to a 21-fold
difference in 2000 (Jayne et al., 2003: 265). These trends have rightly been

described as a “Malthusian trap” in which land tenure is “under unendurable
stress” (André and Platteau, 1996/1997). Although extreme, the trends are quite
illustrative of what is happening in “land-scarce” areas within African LDCs.

The analysis unfortunately does not extend to other LDCs. However, data
from Bangladesh, Cambodia, Haiti and Nepal indicate high levels of land
inequality, with about 70 per cent of households having access to less than 1
hectare of land.

* In Bangladesh, survey estimates show that in 2000-2001, only 17 per
cent of the farm households operated over 1 hectare of land. The
average farm size was 0.65 hectares, which, with the level of land
productivity prevailing at the time, could meet only about 70 per cent
of basic human needs. For poor households, the average farm size per
household was 0.29 hectares (Hossain, 2004: 8-9).

e In Cambodia, survey estimates for the late 1990s vary, but the main
trend indicates that only 75-80 per cent of rural households with land
had less than 1 hectare, and that 11-17 per cent of rural households

TABLE 40. ACCESS TO LAND OF SMALLHOLDERS IN SELECTED AFRICAN LDCs

Survey Land access per capita Average Average Gini
year by income quartiles land access  land access coefficients
(Hectares) per capita  per household
1 2 3 4 Hectares Hectares Hectare Hectare per
per capita household
Ethiopia 1995 0.03 0.12 0.22 0.58 0.24 1.17 0.55 0.55
Rwanda 1984 0.07 0.15 0.26 0.62 0.28 1.20
Rwanda 2000 0.02 0.06 0.13 0.43 0.16 0.71 0.54 0.54
Malawi 2000 0.08 0.15 0.25 0.60 0.22 0.99
Zambia 2000 0.12 0.26 0.26 1.36 0.56 2.76 0.50 0.44
Mozambique 1996 0.10 0.23 0.23 1.16 0.48 2.10 0.51 0.45

Source: Based on Jayne et al. (2003).
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were landless. The average land holding is estimated at between 1 and
1.3 hectares per household (Boreak, 2000: chapter 6).

* In Haiti, the average farm holding is 1.8 hectares and 50 per cent of the
holdings are less than 1 hectare (Government of Haiti, 2005: 18, and
table 8).

* InNepal, 47 per cent of the agricultural land holdings were less than 0.5
hectares and 74 per cent were less than 1 hectare in 2001 (National
Census of Agriculture, quoted in UNDP, 2004: 25).

To summarize, most LDCs have underutilized agricultural land potential. But
the available data indicate that inequality in access to land means that a large Farmers could make a
share of agricultural households have very small farms even in “land-abundant”

reasonable living with quite
LDGs.

small holdings if land
productivity is high. But in
3. TRENDS IN LAND PRODUCTIVITY most LDCs agricultural yields
are low and also growing
very slowly.

Farmers could make a reasonable living with quite small holdings if land
productivity is high. But in most LDCs agricultural yields are low and also
growing very slowly.

Table 41 summarizes annual average yields for some important food and
export crops in the LDCs and other developing countries between 1980-1983
and 2000-2003. What is striking is that:

* Although cereal yields increased within the LDCs between these decades,
they were increasing much more slowly than in other developing
countries.

* Forfibre crops, fruits, nuts and sugar yields were actually lower in 2000—
2003 than in 1980-1983, and for two other food crops, oil-bearing
crops and pulses yields were almost stagnant.

* With regard to export crops, yields have increased more, with the
exception of sugar.

Estimates of agricultural yields in the LDCs in the period 2000-2003 show

that cereal yields were just over about half the level in other developing
countries, and yields for some other basic food crops (oil-bearing crops and
vegetables) were less than half those in other developing countries (table 41). The poor performance of the
Moreover, rather than catching up with other developing countries in terms of | DCs js related to low levels
agricultural yields, the LDCs as a group have been falling behind. Cereal yields
fell from 63 per cent of the level in other developing countries in 1980-1983 to
53 per cent in 2000-2003. Yields of export crops within the LDCs (where land
productivity has generally grown the most) are also even falling relative to other
developing countries for all commodity groups except pepper and tobacco. modern inputs, particularly
fertilizers.

of investment in agricultural
land, particularly irrigation,
and low levels of use of

The poor performance of the LDCs is related to low levels of investment in

agricultural land, particularly irrigation, and also low levels of use of modern
inputs, particularly fertilizers. There are differences amongst the LDCs in this
regard, with Asian LDCs performing much better than African LDCs. As chart 34
shows, only 7 per cent of agricultural land in the African LDCs was irrigated in
2000-2003, a level which was not much more than the level in the 1960s. In
contrast, the proportion of agricultural land area which is irrigated in Asian LDCs
increased from 10 per cent in the 1960s to 30 per cent in 2000-2003. The
irrigated land area increased particularly strongly in Bangladesh (from 7 per cent
to 53 per cent), but also in the Lao People’s Democratic Republic, Myanmar and
Nepal.
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TABLE 41. AGRICULTURAL LAND PRODUCTIVITY IN LDCs AND OTHER DEVELOPING COUNTRIES,

1980-1983 anD 2000-2003
(Hectograms per hectare)

Period average % change
1980-1983 2000-2003 71980-1983 and2000-2003
LDCs
Cereals 13 285 16 142 21.5
Fibre crops 5069 4906 -3.2
Fruits 59 902 57 462 -4.1
Nuts 7919 6 359 -19.7
Oil-bearing crops 2187 2171 -0.7
Pulses 5943 6 004 1.0
Roots and tubers y . .
Vegetables 63 927 76 130 19.1
Cocoa 2 431 2524 3.8
Coffee 4 250 5337 25.6
Cotton 6 561 8411 28.2
Pepper 5301 7791 47.0
Sugar 457 010 439 167 -3.9
Tobacco 8 608 10 579 22.9
Other developing countries
Cereals 21192 30392 43.4
Fibre crops 4506 6 801 50.9
Fruits 91 836 100 286 9.2
Nuts 9 881 10 689 8.2
Oil-bearing crops 3089 5709 84.8
Pulses 6199 7 035 13.5
Roots and tubers 117 396 136 572 16.3
Vegetables 114 746 166 080 44.7
Cocoa 3565 4782 34.2
Coffee 5519 7 610 37.9
Cotton 3779 7 366 94.9
Pepper 7 169 7 167 0.0
Sugar 576 345 654 660 13.6
Tobacco 13 335 15 836 18.8

Source: As for chart 34.

Note:  Cotton is included in fibre crops. All other products and product groups add up to total primary crops.

There is much heterogeneity
amongst smallholders in
terms of land productivity.

With regard to fertilizer use, which represents the major purchased input of
farmers in LDCs, fertilizer consumption per hectare was 44 kilograms per
hectare in Asian LDCs compared with 7 kilograms in African LDCs in 2000-
2003. The more detailed picture of fertilizer trends in LDCs by country (see
table 39) shows that between 1980-1983 and 2000-2003 fertilizer
consumption per hectare fell in as many African LDCs as it increased. One
reason for this is the withdrawal of fertilizer subsidies and the failure of private
traders selling fertilizer to enter the market in many rural areas following the
dismantling of State marketing boards.*

As with access to land, there is much heterogeneity amongst smallholders in
terms of land productivity. Yields are strongly influenced by the high incidence
of extreme poverty, which means that farmers simply cannot afford to purchase
the necessary inputs to increase or even maintain yields. Evidence from Uganda,
the United Republic of Tanzania and Malawi shows that agricultural yields are
much higher for richer smallholders than for poorer ones (Ellis, 2004; 2005). Net
farm output per hectare for the richest 25 per cent of households was between
three and six times higher that that in the poorest 25 per cent. The richest
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CHART 34. IRRIGATION AND FERTILIZER CONSUMPTION IN LDCs, LDC SUBGROUPS AND OTHER COUNTRY GROUPS,
1960s, 1970s, 1980s, 1990s AND 2000-2003°

(Period averages)
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Source: UNCTAD secretariat estimates based on FAO, FAOSTAT online, March 2006.

a The 1960s do not include 1961 and fertilizer consumption is 2000-2002.
b Agricultural land area is area of arable land and land under permanent crops.

households also derived a much higher share of their total household income
from off-farm activities, a fact that indicates a positive link (for these households
at least) between engagement in off-farm activities and agricultural productivity.
Similar patterns are found in Nepal (Acharya, 2004), where the value of farm
output per hectare of poor households is about half that of the non-poor
households (see chart 35).

In situations where many farmers have access to little land and are unable to
purchase inputs to increase or maintain yields, strong pressures leading to
environmental degradation may arise. As shown in UNCTAD (2002: 92-97),
this can be part of a downward spiral of impoverishment in which the

Yields are strongly influenced
by the high incidence of
extreme poverty, which

means that farmers simply
cannot afford to purchase the
necessary inputs to increase
or even maintain yields.
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CHART 35. LAND PRODUCTIVITY, INCOME INEQUALITY AND POVERTY IN SELECTED LDCs
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potential.

Up to now, the growth of
yields, though slow, has been
fast enough to offset the
decline in land per person
working in agriculture. In the
future it is going to become
increasingly difficult for more
LDCs to absorb labour
productively within
agriculture.

productivity of agricultural assets declines as people eat into the natural capital
on which their livelihoods are based in order to survive.

4. THE LIMITS OF PRODUCTIVE LABOUR ABSORPTION WITHIN AGRICULTURE

Trends in agricultural labour productivity are the outcome of trends in land
per person working within agriculture and trends in agricultural yields (output
per unit of land). Up to now, the expansion of the land frontier, together with
slow growth of yields, has made possible the productive absorption of labour
within agriculture in most LDCs. The average farm size has generally been falling
as the population working in agriculture has expanded faster than the area
under cultivation. In most cases, the growth of yields, though slow, has been fast
enough to offset the decline in land per person working in agriculture. But there
are already some LDCs where the productive absorption of labour within
agriculture is not occurring. Moreover, in the future it is going to become
increasingly difficult for more and more LDCs to absorb labour productively
within agriculture.

Chart 36 shows overall trends in the growth of labour productivity and
employment in agriculture from 1980-1983 to 2000-2003 in the LDCs, other
developing countries and developed countries. The countries fall into distinct
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CHART 36. CHANGE OF LABOUR FORCE AND LABOUR PRODUCTIVITY IN AGRICULTURE, IN LDCs, OTHER DEVELOPING
COUNTRIES AND DEVELOPED COUNTRIES BETWEEN 1980-1983 anD 2000-2003
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Notes:  Value-added data are in constant 2000 dollars; labour productivity is estimated by value-added in agriculture divided by

labour force in agriculture; labour force is the economically active population.

BGD: Bangladesh; BEN: Benin; BHU: Bhutan; BDI: Burundi; CAF: Central African Republic; CHD: Chad; DRC: Dem. Rep.
of the Congo; GAM: Gambia; HAI: Haiti; KIR: Kiribati; MAG: Madagascar; NER: Niger; RWA: Rwanda; SEN: Senegal; SIL:

Sierra Leone; SUD: Sudan; TOG: Togo.

groups. The developed countries are almost all characterized by declining
absolute numbers of people working in agriculture and the highest rates of
agricultural productivity growth. Most of the developing countries have slower
rates of agricultural productivity growth (with Brazil and the Republic of Korea
being notable exceptions) than the developed countries. In two thirds of the
developing countries, this is combined with rising absolute numbers of people
working in agriculture and in one thirds it is combined with falling numbers. The
LDCs stand out in that in all cases they have rising absolute numbers in
agriculture. Also, although some LDCs overlap with some of the other
developing countries, they have the slowest rates of agricultural productivity
growth.

From chart 36 it is also evident that in one third of the LDCs, as employment
in agriculture has been growing since the early 1980s, agricultural labour
productivity has been falling. This is also happening in a few of the other
developing countries. But the majority of the cases are LDCs.

In one third of the LDCs,
as employment in agriculture
has been growing since the
early 1980s, agricultural
labour productivity
has been falling.
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These average trends also mask the effects of inequality in land access and in
yields. As shown above, in a sample of countries representative of land-
abundant and land-scarce LDCs within Africa, the bottom 75 per cent of the
small farm-households in terms of land access have access to less than 0.26
hectares per capita. Moreover, the most disadvantaged 25 per cent of the small
farmers in terms of land access are virtually landless in both land-abundant and
land-scarce countries, a pattern which is also found in a number of Asian LDCs
and in Haiti. In addition, there are major productivity gaps amongst
smallholders, as noted earlier.

Taken together, the combination of access to very little land and of low yields
means that the poorest farmers are simply too asset-poor to make a good living
It is the combination of from farming. Their farms provide a bare subsistence, with most of the physical
output of food crops being retained for home consumption rather than sold in
I . L the market. It is this combination of limited access to land and low productivity
ow productivity which is at - " . AR o

) which is at the root of the precariousness of many rural lives in Africa, evident in
the root of the precariousness the way in which poor weather conditions are associated with widespread
of many rural lives in Africa. hunger and famine. Moreover, it leads to a situation in which the poor tend to
diversify their sources of livelihood out of own-farm agriculture into various
forms of local casual work, notably for the small stratum of richer farmers. For
example, in the studies of smallholder land distribution referred to earlier, off-
farm income contributes as much as 39 per cent and 35 per cent of household
income of the 25 per cent of the farmers with least access to land in Zambia and
Rwanda respectively, although the shares are lower in Ethiopia (8 per cent) and
Zambia (13 per cent) (Jayne et al., 2003: table 5). There is also increasing
reliance of remittances as younger and male household members move to urban
centres to seek a living.

limited access to land and

In the future as the agricultural frontier closes within more and more LDCs
and the possibility of increasing agricultural production through area expansion
diminishes, it is going to be increasingly difficult to absorb labour within
agriculture unless there is a switch to a more intensive pattern of agricultural
growth. The gap between agricultural yields within LDCs and other developing
countries suggests that there is the potential for major agricultural productivity
gains within the LDCs. However, sustainable intensification will be difficult to

achieve for the poorest farmers, for whom the lack of productive asset holdings
Productive employment creates poverty traps (see Barrett, Carter and Little, 2006).

opportumt:e; are gIrOWIng too With the trade liberalization which has taken place in the LDCs too, farmers
slowly outside agriculture to gt also compete with more efficient farmers elsewhere in the world. Given
absorb the increasing labour  the huge gaps in both agricultural land per person working in agriculture
force seeking work away from between the LDCs, other developing countries and developed countries, as well
the farm. as widening productivity gaps, this is a daunting prospect. As noted earlier, for

the LDCs as a group the average amount of agricultural land per person working

in agriculture during 2000-2003 was 0.69 hectares. This compares with 13.1
hectares per economically active person in agriculture in developed countries.
The global playing-field within agriculture is being levelled, but the capacities of
players in these different worlds are far apart.

D. The informal sector and
urban underemployment

The fact that it is becoming more difficult to absorb labour productively
within agriculture does not matter in itself. But the challenge facing most LDCs is
that at the same time as this is occurring, productive employment opportunities
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are growing too slowly outside agriculture to absorb the increasing labour force
seeking work away from the farm. As the previous chapter showed, labour is not
being productively absorbed outside agriculture in four-fifths of the LDCs. The
numbers of people seeking work outside agriculture is increasing, but the labour
productivity outside agriculture is declining.

Further country-level empirical research is necessary in order to show what is
behind this ubiquitous trend.® However, in most LDCs the most likely _
explanation is that employment opportunities in formal sector enterprises are formal sector enterprises are
not expanding fast enough to absorb the growing non-agricultural labour force, not expanding fast enough to
and as a consequence the importance of employment in informal sector absorb the growing non-
enterprises as a share of non-agricultural employment is increasing. Labour agricultural labour force, and
productivity within informal sector enterprises is on average lower than labour
productivity within formal sector enterprises. Thus, as the share of the . .
economically active population working outside agriculture which is also lmportance ofemployment n
working within informal sector enterprises increases, so the non-agricultural informal sector enterprises as
labour productivity falls. This is the phenomenon of “spurious” rather than  a share of non-agricultural
productive labour absorption referred to above. employment is increasing.

Employment opportunities in

as a consequence the

There is, of course, some heterogeneity amongst informal sector enterprises,

with some having much higher productivity and greater dynamic potential than
others (Ranis and Stewart, 1999). This is an issue to which we shall return in
chapter 7, as there are certain conditions, which are related to the stimulus of
domestic demand, in which informal sector enterprises can play an important
role in both productivity growth and employment creation. But most
employment within informal sector enterprises in most of the LDCs consists of
very small survivalist activities for which there are low entry requirements in
terms of capital and professional qualifications. The scale of operation is small;
capital equipment is rudimentary and skills are basic; and often the enterprise is
run by the person who started it, sometimes with unpaid family members who
share their earnings. Often the work involves petty services of various kinds,
buying and reselling tiny quantities of goods, usually catering to the poorer

sections of the population.

Most employment within

1. THE IMPORTANCE OF EMPLOYMENT informal sector enterprises in

IN INFORMAL SECTOR ENTERPRISES IN LDCs most of the LDCs consists of

very small survivalist activities

It is very difficult to obtain the data which show the informalization of {5 which there are low entry
employment (see box 13). But cross-sectional data confirm the pre-eminent
importance of employment in informal sector enterprises as a share within non-
agricultural employment in LDCs, as well as the labour productivity gap between
formal and informal enterprises and the extent of underemployment within
labour markets. Moreover, the little evidence available on employment trends

requirements in terms of
capital and professional
qualifications.

over time supports the thesis that as the share of non-agricultural employment in
total employment increases, so the share of employment in informal sector
enterprises within non-agricultural employment also increases.

Table 42 brings together available estimates of the importance of informal
sector enterprises in LDCs in terms of employment and output. For most of the
countries, employment in informal sector enterprises constitutes 70-80 per cent
of non-agricultural employment. In output terms, the informal sector is not so
predominant. It contributes 40-50 per cent of non-agricultural GDP within the
LDCs for which data are available.

This shows that value added per worker in informal enterprises is on average
lower than that in formal enterprises. The table includes imputed estimates of
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Box 13. INFORMAL SECTOR AND INFORMAL EMPLOYMENT

The concepts of the informal sector and informal employment are now understood in different ways (Hussmanns,
2004).

Following the definition in the 1993 System of National Accounts, the distinction between the formal and the informal
sector refers to different kinds of production units or enterprises. These are not grouped according to their branch of
activity (manufacturing, services) but according to certain characteristics which they have in common. The formal sector
is constituted by corporations and quasi-corporations and the informal sector is constituted by household enterprises
which “are not constituted as separate legal entities independently of the household or of household members that own
them, and no complete set of accounts are available which could permit a clear distinction between the production ac-
tivities of the enterprises and the other activities of their owners”. Many informal sector enterprises are owned and oper-
ated by individual household members or by several members of the same household. But informal sector enterprises
also include micro-enterprises which employ one of more employees on a continuous basis, but which are below a cer-
tain size threshold (which may be defined differently in different countries, but which is often fewer than five employ-
ees) and are not legally registered.

Informal employment is now regarded as not totally synonymous with persons working within informal sector enter-
prises. In 2002, the ILO adopted a concept of informal employment which included (i) persons working in informal sec-
tor enterprises, and (i) wage employment in formal enterprises which is not regulated, stable and protected, including
casual and day labourers, domestic workers, industrial outworkers (including home workers), unregistered or unde-
clared workers and some subset of temporary and part-time workers (Chen, 2005).

This new concept can provide a richer picture of employment relationships than a dualistic division between employ-
ment in formal and informal sector enterprises, and also a complete view of what the process of informalization of an
economy entails. However, there are, in practice, too few comparative data currently available for this approach to be
applied within the LDCs. The discussion in this chapter thus focuses on employment within informal sector enterprises.

For an extended discussion on the conceptualization and measurement of the informal sector and informal employ-
ment, see Charmes (1998, 2000, 2002), Schneider (2002), ILO (2002), Flodman Becker (2004), the Delhi Group on
Informal Sector Statistics (2004), Hussmanns (2004), Chen (2005), and Havinga and Vu (2005). Overviews of the size of
the informal sector in Africa and Asia are found in Xaba, Horn and Motala (2002) and Nural Amin (2002), whilst the re-
lationship between gender and informal employment is discussed in ILO (2002) and UNIFEM (2005).

TABLE 42. CONTRIBUTION OF INFORMAL SECTOR TO TOTAL NON-AGRICULTURAL EMPLOYMENT AND GDP
IN SELECTED LDCs

Year of Share of informal sector Contribution of Memo:
estimate employment in total informal sector Imputed labour
non-agricultural to non-agricultural productivity gap?
employment GDP (formal sector/
(%) (%) informal sector)
African LDCs
Benin 1993 93 43 17.0
Burkina Faso 1992 77 . 6.0
Chad 1993 74 45 3.6
Guinea 1994-2000 72 .
Mali 1989 79 42 5.1
Mauritania 1989 75 14 18.6
Mozambique 1994 74 45 3.5
Niger 1995 . 59
United Rep. of Tanzania 1991 . 43 .
Senegal 1991 76 41 4.5
Zambia 1998 58 20 1.9
Asian LDCs
Bangladesh 1995/96 68
Nepal 1998/99 73

Source: Based on Nural Amin 2002; Charmes 1998, 2000, 2002; Delhi Group 2004; ILO 2002.

a Imputed labour productivity gap is estimated by dividing the formal sector GDP per formal sector worker by the informal
sector GDP per informal sector worker.
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the average labour productivity gap outside agriculture between the formal and
informal sector based on their shares in non-agricultural employment and GDP.
For most countries, non-agricultural labour productivity in the formal sector is
four to five times higher than in the informal sector. This productivity gap is
similar in magnitude to estimates obtained through more precise survey
methods in other developing countries (see ILO, 2004).

There are little data on trends over time. But in sub-Saharan Africa, Kingdon,
Sandefur and Teal (2005a: 3—4) suggest that the key trends are the following: (i)
the level of wage employment has increased in absolute terms, but failed to
keep pace with a growing labour force, and (ii) the share of the informal sector
in total employment has grown rapidly. They also find that African economies
with high unemployment rates have relatively small informal sectors, a fact
which suggests that both informality and unemployment are manifestations of
excess labour supply.

Available data from the United Republic of Tanzania indicate that between
1991/92 and 2000/01 the non-agricultural labour force grew by 2.26 million,
but wage employment outside agriculture grew by only 172,000. In Uganda
between 1992 and 1999/2000, the non-agricultural labour force is estimated to
have expanded by 428,000, but wage employment by 82,000 (Kingdon,

Sandefur and Teal, 2005b). Charmes (2002) indicates that 93 per cent of the
new employment in sub-Saharan Africa in general is informal. Ethiopia is one
LDC in which open unemployment rates are very high in urban areas. Estimates [N Burkina Faso, only 5 per
suggest that 39 per cent of the urban labour force was unemployed in 1994 and ~ cent of males and 3 per cent
30 per cent in 1997 (Kingdon, Sandefur and Teal, 2005b). This phenomenon is  of females found their first
related to young people searching for jobs, particularly in the public sector, with paid job in the private formal
long waiting times (Serneels, 2004). sector in 2000.

A unique longitudinal study which has examined young people’s access to

labour markets in 1980, 1990 and 2000 in the major cities of Burkina Faso also
shows increasing informalization (Calves and Schoumaker, 2004). In 1980, 23
per cent of male 15-24 year olds found their first paid job in formal
employment. In 1990, this figure had fallen to 15 per cent, and by 2000 it was
only 8 per cent. Only 5 per cent of males and 3 per cent of females found their
first paid job in the private formal sector in 2000.

2. URBAN LABOUR MARKETS IN THE WEAK-GROWTH ECONOMIES

Recent surveys in West Africa provide a more detailed and comparable
picture of urban labour markets within a number of LDCs (Brilleau, Roubaud
and Torelli, 2005). The surveys were undertaken in seven countries in 2001-
2002 and include information on employment conditions in the following LDC
capital cities: Bamako (Mali), Cotonou (Benin), Dakar (Senegal), Lomé (Togo),
Niamey (Niger) and Ouagadougou (Burkina Faso). The focus here will be on four
countries which, using the classification of chapter two, can be classified as
“weak-growth economies” — Benin, Burkina Faso, Mali and Senegal.

These are not the best-performing LDC economies. But since 1990, the
economic performance of these countries has been comparatively good.
Burkina Faso has not experienced a growth collapse; Benin and Mali grew
rapidly enough in the 1990s to recover from growth collapses of the 1980s; and
Senegal has grown rapidly since 1995. However, as the data below show,
despite rising GDP per capita, the generation of productive and remunerative
employment opportunities in the capital cities of these countries has been
difficult.
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With the focus on these four economies, a number of features of the labour
markets of their capital cities can be underlined.

Firstly, informal enterprises are the major source of employment in all the
cities, providing 77 per cent of employment on average.® On average, only 12
In these cities, incomes in per cent of employed persons are in private formal enterprises in the four
informal sector enterprises are capitals. In Cotonou, less than 10 per cent of employed persons are in private

just over one third of those in formal sector enterprises (table 43).
private formal sector

. Secondly, average monthly incomes in informal enterprises are much lower
enterprises.

than average incomes in private formal sector enterprises, and average incomes
in private formal sector enterprises are much lower than average incomes in
public administration and public enterprise. On average, incomes in informal
sector enterprises are just over one third those in private formal sector
enterprises, and incomes in public administration and public enterprises are
about 25 per cent and 40 per cent higher respectively than in formal private
sector enterprises (table 43).

TABLE 43. STRUCTURE OF EMPLOYMENT AND INCOME IN URBAN LABOUR MARKETS OF SELECTED AFRICAN LDCs,

2000-2001
Cotonou Ouagadougou  Bamako Dakar Average
(Benin) (Burkina Faso) (Mali) (Senegal)
Employment (% of employed population)
Public administration 6.3 10.4 7.5 5.7 7.5
Public entreprises 2.2 2.3 2.5 1.8 2.2
Formal private entreprises 9.9 11.8 11.4 15.0 12.0
Informal Private entreprises 80.3 73.4 77.5 76.4 76.9
Entreprises Associatives 1.3 2.1 1.1 1.1 1.4
Income (monthly average in 1000 CFA franc)?
Public administration 89.5 94.7 89.4 149.7 105.8
Public entreprises 122.2 100.0 140.2 134.6 124.3
Formal private entreprises 65.6 73.5 92.6 111.0 85.7
Informal private entreprises 26.5 20.4 37.5 38.4 30.7

Source: Based on Brilleau, Roubaud and Torelli (2005).

Note:  The private formal sector includes private formal entreprises and associated entreprises.
a Communaute financiére africaine franc.

TABLE 44. DISTRIBUTION OF INCOME AMONGST DIFFERENT OCCUPATIONAL GROUPS
IN URBAN LABOUR MARKET IN SELECTED AFRICAN LDCs, 2000-2001

(Average monthly income in CFA 1,000)

Cotonou Ouagadougou Bamako Dakar Average
(Benin) (Burkina Faso) (Mali) (Senegal)
Public sector
Managers 124.3 135.1 119.6 201.8 145.2
Employees/workers 64.0 66.0 62.7 99.3 73.0
Apprentices/family help 25.3 30.5 35.3 57.6 37.2
Formal private sector
Managers 97.8 172.5 157.6 238.6 166.6
Employees/workers 49.9 55.0 52.4 87.9 61.3
Apprentices/family help 17.8 19.8 27.3 40.1 26.3
Informal sector
Managers 56.9 59.0 77.0 110.8 75.9
Self-employed 32.3 23.2 40.2 50.0 36.4
Employees/workers 29.6 28.7 39.5 44.3 35.5
Apprentices/family help 3.7 8.4 11.1 12.7 9.0

Source: As for table 43.
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Thirdly, there is much variation between monthly incomes within the
different sectors according to occupational status (table 44). Managers within the
formal sector have the highest monthly incomes in all the cities. The self-
employed within the informal sector have incomes which are roughly half those
of employees in private sector enterprises, and workers and employees in
informal sector enterprises earn less than that in all the cities except
Ouagadougou. The level of incomes within the informal sector means that there
is a close association between employment in informal sector enterprises and
urban poverty.

Fourthly, unemployment exists in all four cities. According to the ILO
definition of unemployment, the average unemployment rate is 10 per cent.
Ouagadougou has the highest unemployment rate (15.4 per cent) and Cotonou
(5.5 per cent) the lowest. Using a broader definition of unemployment which
includes discouraged workers, the average unemployment rate is 15 per cent,
with  more than one in five of the economically active population in
Ouagadougou unemployed (table 45).

Finally, there are very high rates of underemployment in all four cities. With [t is apparent that for the four
regard to visible underemployment, measured by those who work less than 35 Cities in these weak-growth
hours per week, 14 per cent of employed persons are underemployed. In  economies two thirds of the
Ouagadougou, the visible underemployment rate is 10.6 per cent of employed economically active
persons, whilst in Bamako it is 17.1 per cent. Underemployment can also be
invisible in the sense that people work long hours but with unusually low | loved)
productivity. Within the surveys, an attempt is made to estimate such “invisible perSO()S pius unemployed, are
underemployment” by estimating the proportion of employed persons with either unemployed or
incomes below the national minimum wage. According to this definition, 58 per invisibly underemployed.
cent of employed persons are on average invisibly underemployed in the four
cities, ranging from a high of two thirds of employed persons in Ouagadougou to
a low of 45 per cent in Bamako (table 45).

population (employed

When these estimates are added to the earlier estimates of unemployment, it
is apparent that for the four capital cities in these weak-growth economies two
thirds of the economically active population (employed persons plus
unemployed) are either unemployed or invisibly underemployed. In the best
case, Bamako, six out of ten economically active persons are either unemployed
or underemployed; in the worst case, Ouagadougou, almost three quarters of
the economically active population are in this situation.

It is possible to quibble over definitions of unemployment and
underemployment. However, what these statistics lay bare is the fact that
underemployment and very low incomes are major problems in these urban
labour markets, and this situation is closely related to lack of formal sector
employment.

TABLE 45. UNEMPLOYMENT AND UNDEREMPLOYMENT IN URBAN LABOUR MARKETS
OF SELECTED AFrRICAN LDCs, 2000-2001

(Percentage of employed population)

Cotonou Ouagadougou Bamako Dakar Average
(Benin) (Burkina Faso) (Mali) (Senegal)
Unemployment rate:
ILO definition 5.5 15.4 7.1 11.7 9.9
Enlarged definition 6.8 22.4 12.5 18.9 15.2
Visible underemployment rate 13.4 10.6 17.1 16.2 14.3
Invisible underemployment rate 61.1 66.5 45.4 57.8 57.7
Global Unemployment Rate 69.2 73.0 58.8 69.4 67.6

Source: As for table 43.
Note:  For definition of variables, see text.
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These case studies have been highlighted here as they are regarded as being
typical of economies which have experienced weak growth. As the data in
chapter 2 showed, the growth performance of many of the LDCs has been
poorer than that of these case-study countries, and thus one may infer that the
labour market conditions are likely to be worse. However, there are a few LDCs
which have experienced higher growth. In these economies, it is possible to
create a virtuous circle between expansion of the formal sector and a shift
towards higher productivity and more remunerative activities in the informal
economy. The nature of this virtuous circle, which is closely related to the
opportunities created by expanding demand, will be examined in chapter 7.

E. Conclusions

The basic message of this chapter is that the present decade is a decade of
transition for many LDCs. In the past, the growth of the labour force in
agriculture was always greater than the growth of the labour force outside
agriculture. But in 2000-2010, the growth of the economically active
population seeking work outside agriculture is expected to exceed the growth of
the economically active population seeking work within agriculture in 24 out of
50 countries. For the LDC group as whole, this is the first decade in which the
growth of the economically active population outside agriculture will exceed the
growth of that in agriculture. The overall trend is strongly influenced by what is
happening in Bangladesh. But, in African LDCs, 46 per cent of the increase in
the economically active population is expected to occur outside agriculture,
whilst in Asian LDCs other than Bangladesh, 45 per cent of the increase will
occur outside agriculture.

This transition is associated with increasing urbanization within LDCs.
However, it also reflects the fact that the traditional mechanism through which
the increasing labour supply has been employed within LDCs is becoming more
and more circumscribed. That mechanism has consisted in bringing more land
into agricultural cultivation. In the past, this has made possible the productive
absorption of labour, even though agricultural productivity has been increasing
very slowly. However, there is a general tendency for agricultural land per
worker to be decreasing and a larger share of the population to be focused on
fragile lands. Moreover, even in land-abundant countries, inequalities in land
access mean that the poorest smallholders have little access to land. This means
that whatever the “pull” factors driving urbanization, there is going to be an
increasing number of “push” factors as more and more people find it difficult to
achieve a satisfactory living from agriculture.

There remain under-exploited agricultural resources in many of the LDCs
(for example, pharmaceutical drugs from plants and the potential to produce
biofuels; see Sachs, 2005). The agricultural productivity gap between LDCs and
other developing countries also means that there are major opportunities to
increase productivity in agriculture. Against this background many LDCs need to
shift from an extensive pattern of agricultural growth (based on expansion of the
area of cultivation) to an intensive pattern of agricultural growth based on
increasing yields and sustainable intensification. But this will be hard to achieve
amongst the asset-poor smallholders, as it requires more working capital and
private investment by smallholders. It will also require increased public
investment in better rural infrastructure and agricultural research and
development, as well as improved markets for production inputs, agricultural
output and seasonal finance. Moreover, it will be necessary to create more
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productive employment outside agriculture, in both rural and urban areas, as
well.

The problem facing most LDCs is that not only are they finding it difficult to
increase agricultural productivity, but also that they have a severe problem in . e
absorbing the expanding labour force outside agriculture productively. A general intensification and the
tendency in most LDCs is that labour productivity outside agriculture is  creation of productive off-
declining. This reflects the inability to create sufficient formal jobs and the farm employment will require
proliferation of employment in marginal petty trade and services activities. The increased capital
labour force is growing outside agriculture, but it is not being productively
employed. The key policy issue which arises is: can current policies rectify these
trends and, if not, what is the alternative?

Sustainable agricultural

accumulation and
technological learning as well
as innovation in new sectors
Sustainable agricultural intensification and the creation of productive off-  to create structural change.

farm employment will require increased capital accumulation and technological
learning as well as innovation in new sectors to create structural change. The
next three chapters focus on three key constraints on such development of
productive capacities — infrastructure, institutions, and the lack of incentives
provided by effective demand — before turning to the policy implications.
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Notes

1. Foradiscussion of the severe limitations of data on labour supply in sub-Saharan Africa,
see Sender, Cramer and Oya (2005). With regard to Asia, the Asian Development Bank
(2005: 5) emphasizes that the main problem there is lack of comparability of data across
countries owing to differences in the scope and coverage of labour force surveys, the
reference population, the reference period for which labour force status is determined,
and the definitions of labour force status.

2. Thisreflects the size of Bangladesh which, in 2000, accounted for 22 per cent of the total
labour force.

3. Atkinson (2005), using data of the University of Kassels ranking 140 countries according
to the proportion of their territory suffering from severe water stress, indicates that most
LDCs rank low on the list. Exceptions are Nepal, Niger, Sudan, Somalia, Ethiopia and
Bangladesh.

4. For a full discussion of trends, see Crawford et al. (2003).

5. ILO has initiated a number of studies which explore the nexus between growth,
employment and poverty in a programme of work which is ongoing and, in part, being
conducted in collaboration with UNDP and supported by SIDA. These studies include
a number of LDCs, notably Bangladesh (Muqtada, 2003; Rahman and Islam, 2003;
Islam, 2004), Ethiopia (Demeke, Guta and Ferede, 2003; Denu, Tekeste and van der
Deijl, 2005), Uganda (Kabann etal., 2003) and Mozambique (Bruck and van der Broeck,
2006). Comparative analysis remains difficult because of differences in definitions and
comparability between labour force surveys (see Khan, 2005). But the evidence of the
country-level studies confirms the importance of the creation of productive employment
as an essential link between economic growth at the macro-level and poverty reduction
at the household level (Islam, 2004; Osmani, 2005).

6. Informalsector enterprises are defined in this context as production units without formal
administrative registration or formal written accounts.
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The Infrastructure Divide

A. Introduction

Poor physical infrastructure is a major constraint on faster economic growth,
substantial poverty reduction and the development of productive capacities in
the LDCs. Physical infrastructure encompasses a diverse range of structures,
equipment and facilities, including the following: power, plants, transmission
lines and distribution lines; telephone exchanges, telephone lines and
transmitting facilities for mobile phones; roads, railways, bridges, harbours and
airports; dams, reservoirs, water pipes, water treatment plants and sewers; and
garbage dumps and incinerators for solid waste collection and disposal. The
mere existence of these structures and facilities does not bring economic
benefits or contribute to human welfare. But the services made possible by the
stock of physical infrastructure increase the productivity of other productive
resources (land, machinery and equipment, and labour) and are essential for the
exercise of entrepreneurial capabilities and the development of production
linkages. They contribute to increasing enterprise-level productivity and
profitability by reducing input costs, removing supply bottlenecks which lead to
capacity underutilization and augmenting the productivity of other factors of
production. Infrastructure investment can also play a catalytic role in crowding
in investments in directly productive activities because it opens up new
investment opportunities for entrepreneurs. Infrastructure services can also
contribute to household welfare (for example, through releasing time previously
spent in fetching water) and enhance access to schools, health centres and jobs.

New infrastructure investment has some immediate beneficial effects by
creating demand for labour and construction materials. But the major positive
effects of such investment on enterprise performance often take longer and are
not automatic. They depend firstly on the efficient operation of physical
facilities and their maintenance. Furthermore, the beneficial effects of
infrastructure will not occur automatically if there are other strong constraints on
firm-level investment and profitability. The services generated by new
infrastructure will not have positive effects on productivity and investment if
domestic entrepreneurship is oriented to unproductive activities; if institutions,
particularly financial and knowledge systems, constrain investment and
innovation; or if the demand stimulus which animates investment in general is
weak. Infrastructure services will also not have positive effects if the financing of
investment in physical infrastructure facilities or the provision of infrastructure
services is done in such a way that it causes macroeconomic instability or limits
the availability of financial capital for the private sector, or undermines private
sector incentives. Investment in physical infrastructure should thus be seen as
part of a wider package of policy measures to develop productive capacities
within LDCs. It is a necessary basis for developing modern production within a
global economy. But it is not sufficient for that.

This chapter discusses three types of physical infrastructure which are critical
for economic growth, structural change, better trade integration and more
productive employment within the LDCs — namely, transport, energy and
telecommunications. It focuses on the physical facilities rather than the
organization of infrastructure services. Although the latter issue is vital for
realizing the benefits of infrastructure investment, infrastructure services simply
cannot exist without the physical facilities.

Chapter

Poor physical infrastructure is
a major constraint on faster
economic growth, substantial
poverty reduction and the
development of productive
capacities in the LDCs.

Investment in physical
infrastructure should be seen
as a part of a wider package

of policy measures to develop
productive capacities
within LDCs.
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The chapter is divided into three major sections. Section B provides an
overview of the level and trends in the infrastructure stock in the LDCs. Section
C focuses on trends in infrastructure financing, including trends in public
investment, ODA and private investment. Section D completes the analysis by
examining the mechanisms through which increased public investment and
ODA in infrastructure can support the further development of productive
capacities in the LDCs. It examines rural infrastructure, large-scale national
infrastructure and cross-border infrastructure, and includes discussion of the
links between infrastructure investment and international trade. Section E
summarizes the main points of the chapter.

B. Physical infrastructure in LDCs:

Available data on transport, Current status and recent trends
energy and telecommuni-

cations indicate that most

Of the LDCS have the worst 1. THE MAGNITUDE OF THE INFRASTRUCTURE DIVIDE
stock of physical
infrastructure in the world. The world’s infrastructure stock has been valued at about $15 trillion. Of this

total, about 60 per cent is in high-income countries, 28 per cent in middle-
income countries and 13 per cent in low-income countries. (Fay and Yepes,

2003) There are no estimates of the proportion of the world’s infrastructure
stock in the LDCs. But available data on transport, energy and
telecommunications indicate that most of the LDCs have the worst stock of
physical infrastructure in the world.

Chart 37 shows the latest available data for some basic indicators of provision
of transport, telecommunications and energy infrastructure. It shows that:

* In 1999, the length of roads per square kilometre and per capita were
about halfthe level in other developing countries and the per capita road
stock was one fifth of the level in OECD countries.

* In 2003, telephone mainlines and fixed and mobile phones per 1,000
people were 11 per cent of their level in other developing countries and
3 per cent of their level in OECD countries.

* In 2002, electricity consumption per capita in the LDCs was 7 per cent

of the level in other developing countries, and 1.6 per cent of the level
in OECD countries. Only 16 per cent of the LDC population are

The quantity of investment in estimated to have had access to electricity in that year, compared with

infrastructure facilities is the 53 per cent in other developing countries and 99 per cent in OECD
lowest in the LDCs, and the countries.
quality of infrastructure
services is the poorest. Not only is the quanFity of.investment in infrz.istru.cture facilities lowest in the
LDCs, but also the quality of infrastructure services is the poorest. As chart 38
shows:

* In 1999, only 22 per cent of LDC roads were paved compared with 43
per cent in other developing countries and 88 per cent in OECD
countries.

* In2003, there were 65 telephone faults reported for every 100 telephone
mainlines, twice the level in other developing countries and 8 times the
level in OECD countries.

* In 2003, the cost of Internet access per month was almost 3 times the
monthly GNI per capita in the LDCs compared with one third of monthly
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CHART 37. SELECTED INDICATORS OF AVAILABILITY OF TRANSPORT, TELECOMMUNICATION AND ENERGY INFRASTRUCTURE
IN LDCs, OTHER DEVELOPING COUNTRIES AND OECD COUNTRIES
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Note: ~ Averages are simple averages.

a Electrification rate is defined as the percentage of the population with access to electricity.
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CHART 38. SELECTED INDICATORS OF THE QUALITY OF TRANSPORT, TELECOMMUNICATION AND ENERGY INFRASTRUCTURE IN

LDCs, OTHER DEVELOPING COUNTRIES AND OECD COUNTRIES

A. Paved roads as % total roads, 1999 B. Telephone faults per 100 mainlines, 20032
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Note:  Averages are simple averages.

UNCTAD secretariat estimates based on World Bank, World Development Indicators 2005, CD-ROM.

a Defined as the number of reported faults per 100 mainlines.

74 per cent of total energy
requirements were met by
traditional sources and 20 per
cent of total electricity output
in the LDCs was lost in
transmission and distribution.

GNI per capita in other developing countries and just one per cent of
monthly GNI per capita in OECD countries.

*  Within the LDCs, 74 per cent of total energy requirements were met by
traditional sources (charcoal and firewood) rather than coal, oil, gas and
electricity as compared with 23 per cent in other developing countries
and 4 per cent in OECD countries.

Data available for 14 LDCs also show that on average, in the period 1999-
2001, 20 per cent of total electricity output in the LDCs was lost in transmission
and distribution, compared with 13 per cent in low- and middle-income
countries and 6 per cent in OECD countries.

Chart 39 shows the nature of the infrastructure divide between LDCs and
other developing countries. Using various indicators it ranks all developing
countries, including the LDCs, from those with the best infrastructure to those
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CHART 39. RANKING OF DEVELOPING COUNTRIES?* ACCORDING TO THEIR INFRASTRUCTURE PROVISIONS
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Chart 39 (contd.)

D. Road density, 1999
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a Transition economies have been included in the sample.

b Based on latest available data.
with the worst infrastructure. Most of the LDCs are at the bottom of the ranking,
although it is clear that on some of these indicators (notably length of roads per
1,000 people and the share of the road network which is paved) there are a
number of other developing countries which have infrastructure that is as bad as
that of most of the LDCs, and that there are a number of other developing
countries that have better infrastructure than most of the LDCs. Chart 39E shows
the results of a composite infrastructure index constructed on the basis of all
indicators.” Twenty-seven of the 31 LDCs included in the sample are located
between 80" and 115" (the last) place in the ranking, with the exception of
Bhutan, the Lao People’s Democratic Republic, Mauritania and Yemen. All the
LDCs are below the sample average and are located in the bottom 40 per cent
of all the developing countries considered (for fuller discussion see Borgatti,
2005a).
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The shape of these charts is also striking. For roads per capita, telephone
mainlines per capita and paved roads as a percentage of all roads, infrastructure
provision declines gently after an initial drop from the best-provided developing . . o
countries. But for access to electricity there is a sharp drop from the top half of The “electricity divide” has
the sample, in which over 90 per cent of the population have access to ~ Not received the attention
electricity, to the bottom quarter of the countries, in which most of the LDCs are  that the digital divide has
clustered. In the latter countries, less than 10 per cent of the population has received.
access to electricity. This “electricity divide” has not received the attention that
the digital divide has received (see box 14). But it is at least as significant, and
probably more significant, for economic growth, poverty reduction and the
development of productive capacities in the LDCs.

Box 14. LDCs AND THE DIGITAL DIVIDE: THE UNCTAD ICT DirrusioN INDEX

The UNCTAD ICT Diffusion Index measures the digital divide on the basis of the following three dimensions of ICT de-
velopment: (i) connectivity, which measures the extent of telecommunications infrastructure development; (ii) access,
which measures the opportunity to take advantage of being connected; and (iii) policy, which measures the level of
competition in telecommunication and the Internet service provider market. Specific indicators have been used to as-
sess and measure each of the three components. Connectivity is measured by the number of Internet hosts per capita,
the number of PCs per capita, the number of telephone main lines per capita and the number of mobile subscribers per
capita. Access is measured by the estimated number of Internet users, the adult literacy rate, the cost of a local call and
GDP per capita in purchasing power parity terms. Policy is measured by the presence of Internet exchanges, and the
levels of competition in telecommunications and Internet service provider markets. The ICT Diffusion Index is obtained
by estimating the value achieved in a country as a proportion of a maximum reference value and then calculating an
average of the scores for each indicator and for each dimension.

Box chart 5 shows where LDCs, other developing countries and OECD countries stand in the ICT Diffusion Index and
also its different dimensions. From the box chart 5, it is clear that the area in which the LDCs lag behind most is connec-
tivity — that is, the level of telecommunications infrastructure development.

Box cHART 5. ICT DIFFUSION INDEX FOR LDCs, OTHER DEVELOPING COUNTRIES AND OECD couNTRIES, 2002

Diffusion Index

0.6 0.8 1.0
' Connectivity

m— | DCs ~ ==--- ODCs — OQECD

Source: UNCTAD secretariat estimates based on UNCTAD (2005).

Amongst the LDCs, Maldives stands out as having a higher degree of ICT readiness than the other LDCs. Its ICT Diffu-
sion Index (0.3565) is twice as high as that for the LDC average (0.1778). The level of competitiveness in the domestic
telecommunications sector is low in most LDCs, with some notable exceptions, namely Cuinea-Bissau, Madagascar,
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Box 14 (contd.)

Malawi and Sudan. Interestingly, in spite of its relatively high policy index, Guinea-Bissau has the lowest ICT diffusion
ranking amongst the 165 countries considered.

Data are available to show how the ICT diffusion ranking of 19 LDCs changed between 1995 and 2002 (box table 6). It
is apparent that the majority of the LDCs are losing ground with respect to other developing countries and developed
countries. Sixteen of the 19 LDCs show a decline in their ranking, whilst the ranking improves in only three LDCs,
namely Sierra Leone, Maldives and the Central African Republic. In terms of ICT diffusion ranking, Lesotho, the United
Republic of Tanzania, Madagascar and Malawi lost over 50 positions over the period 1995-2002.

From these data it is apparent that despite a fast-growing mobile phone network in many LDCs, these countries are still
falling behind other developing countries in terms of ICT readiness. The digital divide and the electricity divide reinforce
each other and result in a lack of technological congruence with the rest of the world, which is a major barrier to the
acquisition of modern technologies for mass production.

Box TABLE 6. CHANGES IN THE ICT DIFFUSION RANKINGS FOR SELECTED LDCs?
BETWEEN 1995 AND 2002
1995 ranking (a) 2002 ranking (b) Difference (b-a)
Angola 114 143 29
Bangladesh 107 145 38
Burkina Faso 140 159 19
Cambodia 105 119 14
Cape Verde 63 87 24
Central African Republic 156 144 -12
Chad 138 155 17
Djibouti 113 147 34
Lesotho 64 117 53
Madagascar 80 131 51
Malawi 88 138 50
Maldives 86 50 -36
Mali 132 157 25
Rwanda 89 134 45
Sierra Leone 150 103 -47
Sudan 99 129 30
Uganda 144 154 10
United Rep. of Tanzania 76 165 89
Yemen 102 136 34
Source: UNCTAD, 2005b (table 3, p. 8).
a These rankings are available for 165 countries in 2002, and for 154 countries in 1995. The closer to
the bottom rank, the worse the ICT diffusion.

2. DirrereNCES AMONGST LDCs

Although the LDCs are, as group, much worse off than other developing
countries, there are also significant differences amongst the LDCs. Island LDCs
have better physical infrastructure than either African or Asian LDCs. African
African LDCs are below LDCs are below the LDC average on almost every indicator of physical
infrastructure and its quality. The length of roads per square kilometre is
particularly low in the African LDCs (0.12 kilometres per square kilometre in
1999 compared with 0.29 in Asian LDCs and 0.33 in island LDCs).? In terms of
access and quality of the electrification rate, only 14 per cent of the population had access to

the service. electricity in 2002 in African LDCs compared with 21 per cent in Asian LDCs.
Moreover, only 15 per cent of the roads were paved in African LDCs compared
with 27 per cent in Asian LDCs and 49 per cent in island LDCs. African LDCs are
below the LDC average for every indicator of infrastructure access and quality of
the service. They have, however, the same roads per capita and a higher
number of fixed and mobile phone subscribers than Asian LDCs (table 46).

the LDC average for every
indicator of infrastructure




The Infrastructure Divide @

TABLE 46. INDICATORS OF THE STATUS OF TRANSPORT, TELECOMMUNICATION AND ENERGY INFRASTRUCTURE
IN AFRICAN, ASIAN AND ISLAND LDCs, MOST RECENT YEARS

Year? African LDCs®  Asian LDCs Island LDCs

Roads per sq. km 1999 0.1 0.3 0.3
Roads per 1,000 people 1999 2.7 2.7 3.9
Telephone mainlines per 1,000 people 2003 9.0 13.4 61.2
Fixed and mobile phone sub. per 1,000 people 2003 33.0 27.2 111.7
Electrification rate (%)° 2002 14.2 21.3 .
Telephone faults per 100 mainlines® 2003 61.9 116.5¢ 48.4
Paved roads % total roads 1999 15.5 26.7 48.5
Internet monthly price % monthly GNI per capita 2003 355.0 130.1 131.5
Energy consumption per capita (Kwh/per person) 2002 148.4 105.9

Energy from traditional sources(% of total energy requirements) 2002 78.5 68.0

Source: UNCTAD secretariat estimates based on World Bank, World Development Indicators 2005, CD-ROM; International Energy
Agency, World Energy Outlook 2004; UN Energy Statistics Yearbook 2004, CD-ROM.

a Most recent year for which data are available.
For definitions, see charts 37 and 38.

¢ This is due to the way the series is calculated. The humber of telephone faults per 100 mainlines is calculated by dividing
the total number of reported faults for the year by the total number of mainlines in operation, and multiplying by 100.

A more detailed picture of the diversity amongst LDCs was obtained through
statistical analysis which classifies 31 LDCs for which data are available
according to their physical infrastructure using the indicators in chart 39.% This
analysis identifies three groups of countries:

* Relatively good infrastructure amongst the LDCs — Benin, Bhutan,
Gambia, Haiti, Lao People’s Democratic Republic, Lesotho, Mauritania,
Senegal, Sudan, Togo, and Yemen;

The fastest-growing LDCs had
relatively good or average
physical infrastructure.

* Average infrastructure amongst the LDCs — Bangladesh, Burkina Faso,
Cambodia, Eritrea, Ethiopia, Malawi, Mali, Mozambique, Nepal, Niger,
Rwanda, Sierra Leone, Uganda and United Republic of Tanzania;

* Relatively bad infrastructure amongst the LDCs — Angola, Central
African Republic, Chad, Guinea, Guinea-Bissau, and Madagascar
(Borgatti, 2005a).

The LDCs in the cluster with the relatively bad infrastructure amongst the
LDCs are large African countries with a low population density. Some of them
have also experienced civil conflicts. Both Angola, which has been an oil-
exporter for a long time, and Chad, which started exporting oil in late 2003, are
in this group. The cluster with relatively good infrastructure includes a number of
LDCs which have the highest urbanization rates within the group (for example,
Mauritania and Senegal, with 62 per cent and 50 per cent of the total
population living in urban centres in 2003). The fastest-growing LDCs had During the 1990s the
relatively good or average physical infrastructure, whilst those LDCs with
relatively bad infrastructure are economies which have either weak growth or
are regressing economically.

infrastructure divide between
the LDCs, other developing
countries and OECD

countries was widening.
3. TRENDS IN INFRASTRUCTURE PROVISION

Lack of data make it difficult to analyse trends in infrastructure provision in
detail.* However, during the 1990s the infrastructure divide between the LDCs,
other developing countries and OECD countries was widening (table 47). This is
particularly apparent for road infrastructure. Measured by length of the network,
the stock of roads per capita in the LDCs was actually lower in 1999 (the latest
year for which comprehensive data are available) than in 1990. The percentage
of paved roads in the LDCs also declined over the same period. The road stock
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TABLE 47. CHANGES IN INFRASTRUCTURE IN LDCs, OTHER DEVELOPING COUNTRIES AND OECD COUNTRIES,
BETWEEN 1990 AND 2003

Year? LDCs ODCs OECD
Roads
Per sq. km. 1990 0.1 0.2 0.4
1999 0.2 0.4 0.4
Per 1,000 people 1990 3.1 3.1 15.1
1999 2.9 5.1 14.9
Paved % total roads 1990 23.0 38.5 72.8
1999 22.0 43.2 88.0
Fixed and mobile phone subscribers (per 1,000 people) 1990 6.2 86.6 478.0
2003 45.1 390.5 1254.7
Telephone faults (per 700 mainlines) 1992 148.7 78.9 16.0
2003 65.0 30.7 8.5
Electricity consumption per capita (kwh/person) 1990 104.0 1153.8 7187.6
2002 136.3 1870.1 8769.3
Fuel from traditional sources (% of total energy requirements) 1990 77.5 25.8 4.8
2002 74.2 22.9 4.1

Source: UNCTAD secretariat estimates based on World Bank, World Devleopment Indicators 2005, CD-ROM; UN Energy Statistics
Yearbook, 1993 and 2004; IEA, World Energy Outlook 2004.

a Or closest available year.

per capita declined in both African and island LDCs, and the percentage of
roads which are paved declined in African LDCs. In contrast, for the LDCs as a
group, the number of fixed and mobile phone subscribers per 1,000 people
increased eightfold between 1990 and 2002. But LDCs are still falling behind
other developing countries and OECD countries as there were more new
subscribers in these country groups. The gap has also increased for electricity
consumption per capita. But the difference in the share of total energy
requirements supplied by traditional fuel between LDCs and other developing
countries has interestingly stayed constant over time. This suggests very little
change in the diversification process towards non-traditional sources of energy
in both the LDCs and other developing countries.

The poor infrastructure stocks
of the LDC:s reflect
inadequate maintenance of

existing infrastructure and

under-investment in new Focusing on differences amongst the LDCs (chart 40), the data show that in
infrastructure. terms of the length of the network the situation as regards road stock and paved

road stock per capita worsened in many LDCs during the period 1990-1999. In

contrast, the data on telecommunications infrastructure show a dramatic

improvement between 1990 and 2002 in all LDCs.

C. Financing infrastructure investment

The poor infrastructure stocks of the LDCs reflect inadequate maintenance of
) ) existing infrastructure and under-investment in new infrastructure. These two
While the private sector has  features are a particular manifestation of the general problem outlined in

financed some economic chapter 2, with few domestic resources being available to finance investment of
infrastructure in the LDCs, it any kind. The share of resources allocated to economic infrastructure also
has not filled the gap created declined (i) as Governments reduced such expenditure to balance budgets in
the context of first-generation economic reforms, and (ii) as donors switched
their aid to social sectors, thus allowing the volume of aid for economic
infrastructure to decline sharply in real terms. As the Commission for Africa
(2005) has observed for sub-Saharan Africa in general, “This was a policy
mistake founded in a new dogma of the 1980s and 1990s asserting that
infrastructure would now be financed by the private sector” (p. 234). In practice,
although the private sector has financed some economic infrastructure in the
LDCGs, it has not filled the gap created by declining public investment and ODA.

by declining public
investment and ODA.
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CHART 40. CHANGES IN TRANSPORT AND TELECOMMUNICATIONS INFRASTRUCTURE PROVISIONS IN LDCs

BETWEEN 1990 AND 20022
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subscribers, while Maldives has been excluded from the last two only.

UNCTAD secretariat estimates based on World Bank, World Development Indicators 2005, CD-ROM.

Cape Verde has been excluded from the charts on paved roads, telephone mainlines and fixed and mobile phone

a Data on roads and paved roads refer to the year 1999, while the remaining data refer to the year 2002.

According to Torero and Chowdhury (2005), over the period from 1980 to
1998, infrastructure spending decreased from 6 to 4 per cent of total
government expenditure in Africa, from 12 to 5 per cent in Asia and from 11 to
6 per cent in Latin America. Although there are no equivalent figures available
for LDCs, data available for 13 LDCs® during the second half of the 1990s show
that 5 of them spent less than 1 per cent of GDP on economic infrastructure and
7 of them spent less than 2 per cent. In 5 of the 13 LDCs, public expenditure on
energy, transport and communications is one third of the level of social sector
expenditure on education, housing, health and social protection.®

This orientation towards social sector expenditure is also evident in ODA
trends. For the LDCs, this is the primary source of financing for infrastructure.
But during the 1990s, there was a strong shift in resource allocation away from
economic infrastructure towards social infrastructure and services. Between
1992 and 2003, aid for social infrastructure and services to LDCs increased by
14.6 per cent per annum in nominal terms, while aid for economic
infrastructure increased by a mere 3 per cent over the whole period. In real

During the 1990s, there was
a strong shift in resource
allocation away from
economic infrastructure
towards social infrastructure
and services.
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terms, aid flows commitments to LDCs for economic infrastructure in 2003 were
51 per cent lower than in 1992.

The fall in ODA allocated to economic infrastructure was particularly marked
in African LDCs, which in 2003 experienced a fall in real terms equivalent to 68
per cent of the ODA received in 1992. Chart 41 shows that Asian LDCs have
experienced a less substantial fall in their ODA for economic infrastructure. This
resulted in the Asian LDCs receiving in 2003 an inflow of ODA for economic
infrastructure which was one third higher than the amount received by African
LDCs. This last group of LDCs appears to be the greatest loser as a result of this
shift: ODA flows for economic infrastructure going to African LDCs in 1992
were double those going to Asian LDCs. On the other hand, aid flows for social
The decline in ODA allocated infrastructure have more than doubled over the same reference period in both

to economic infrastructure  African and Asian LDCs, and have increased fivefold in the island LDCs.

was particularly marked in o . .
African LDCs. In theory, it might be expected that the private sector would fill the

infrastructure financing gap which was created as public investment and ODA
for economic infrastructure declined. But although private finance can
contribute to infrastructure investment and offers a potential new source of
investment finance, physical infrastructure often has the characteristics of a
public good. Consumption by one user does not reduce the supply available to
others, and users cannot be prevented from consuming the good. There are also
sometimes indivisibilities in the scale of infrastructure facilities, and thus a
minimum initial investment, which can be quite large, is required in order to
establish such facilities. In addition, the benefits of infrastructure investment
often depend on the existence of a broad network, and creating all the links
which make this network effective will involve a minimum threshold level of
investment. For all these reasons physical infrastructure is likely to be under
supplied if left to private investors alone.

CHART 41. CHANGE IN BILATERAL DAC AID COMMITMENTS TO ECONOMIC AND SOCIAL INFRASTRUCTURE IN LDCs
BETWEEN 1992 AND 2003
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Private investment in infrastructure in the LDCs has certainly increased (see
chart 42). But there are limits to the types of assets and countries to which it is
attracted. In general, infrastructure investments which are attractive to private
capital are ones in which there is a growing market and scope for monopolistic
power. Where it is difficult to restrict access to the services generated by
infrastructure facilities, they are unattractive to private financing. There has thus

been a sustained increase in private sector investment in telecommunications,
particularly in building the light and cost-effective infrastructure required for o
mobile phones, and also electricity-generating plants. Within the transport Telecommunications and
sector, private capital inflows have been much smaller and focused on  energy constituted 90 per
infrastructure projects for which (a) access can be limited (as in airports, tunnels,  cent of private investment
bridges and major highways); (b) the projected volume of traffic is high jhfrastructure in 10 out of the
(container ports, rail freight and a few trunk roads); (c) the generation of cash is

: ) : ) 14 years and of that over 70
expected to be reliable; and (e) foreign exchange earnings are possible.

per cent was absorbed by

During the period 1990-2003, telecommunications and energy constituted African LDCs.
90 per cent of private investment infrastructure in 10 out of the 14 years for

which data are available (chart 42). Private investment in transport infrastructure
has been not only much lower but also much more highly concentrated
geographically. During the period from 1993 to 2003, Mozambique absorbed
59 per cent of private capital flows to transport in the LDCs. From 1999 to 2003
over 70 per cent of the private investments in energy and telecommunications
were absorbed by African LDCs. This marks a clear change from the previous
period, 1992-1998, when the majority of private flows were invested in Asian
LDCGCs.

CHART 42. PRIVATE INVESTMENT IN INFRASTRUCTURE PROJECTS IN THE LDCs, 1990-2003
($ millions)
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Note:  Based on a varying sample of LDCs, which include a maximum of 31 LDCs.
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Foreign investment interest in infrastructure in LDCs is also limited by various
structural weaknesses, notably high levels of indebtedness and instability of
foreign exchange earnings associated with commodity dependence, both of
which have a negative influence on credit ratings and increase uncertainty
regarding future profit remittances whatever the legal framework. Small

countries also face a catch-22 situation. On the one hand, large projects are
considered risky because they can dominate economic performance and profit
Foreign investment interest in  remittances can become too large in relation to available foreign exchange. On

infrastructure is limited by the other hand, small projects (those costing less than several hundred million
dollars) are not big enough to justify the high development costs of project
finance.

high levels of indebtedness
and instability of foreign

exchange earnings. There is now a consensus on the need to increase ODA for physical
infrastructure, and a realization that private finance can at best play a

complementary role in infrastructure investment. This is evident in the World
Bank’s Infrastructure Action Plan, launched in July 2003 to revitalize the World
Bank Group’s support for meeting unmet infrastructure investment needs, as
well as in the Commission for Africa Report (2005), the Asian Development
Bank et al. (2005) and Faye et al. (2004). Estimates of future financing needs for
infrastructure investment vary.” But if one assumes that estimates for low-
income countries can be applied to the LDCs, annual infrastructure investment
needs have been roughly estimated to be equivalent to between 7.5 per cent
and 9 per cent of GDP (Briceno-Garmendia, Estache and Shafik, 2004). This
includes new investment and operations and maintenance requirements,
including the main networks (roads, rail, electricity, water and sanitation,
telecommunications). A preliminary estimate of the investment needed to meet

the Programme of Action transport and telecommunications infrastructure target
(which is to increase, by 2010, the stock of such infrastructure in LDCs to the
. level which other developing countries had in 2000) suggests that annual

could be met from private . . .
) infrastructure investment needs should be equivalent to 3.3 per cent of GDP
investment, but most would (Borgatti, 2005b). This is lower than the other estimates as it is based on a
have to be financed by public " different methodology (calculating unit costs to upgrade the LDCs’ infrastructure
investment and ODA. to the level of the other developing countries in 2000) and ignores elements

such as energy, water and sanitation included in other estimates.

Some of the financing needs

The infrastructure investment required is a major increase over past levels of
investment. For low-income countries, it implies an increase from historical
levels of 4 per cent of GDP. The financing gap is likely to be larger in the LDCs
on the basis of historical levels of public investment presented earlier in this
chapter. Some of the financing needs could be met from private investment, but
most would have to be financed by public investment and ODA. In 2004 ODA
for transport, telecommunications and energy infrastructure amounted only to
$1 billion. This was equivalent to 0.5 per cent of the LDCs’ GDP. This is far
below the estimated infrastructure investment needs, even for achieving the less
comprehensive POA targets required with regard to transport and
telecommunications. Private investment in these types of infrastructure
contributed a further $0.4 billion. But together ODA and private investment
were equivalent to only 0.7 per cent of the LDCs” GDP in 2004.
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D. The benefits of public investment and ODA
in physical infrastructure in the LDCs

This section examines the benefits which can accrue from increased
public investment and ODA in economic infrastructure in the LDCs. It focuses
on three levels of infrastructure investment:

* Rural infrastructure, particularly rural roads, which is required at the

local and district level;

* Large-scale national transport, communications and power infrastructure
(such as trunk roads and major electricity transmission lines), which
benefit different regions of a country and not simply specific localities or
regions;

National and cross-border
infrastructure which supports
international trade
is essential. But on its own, it
will exacerbate structural
heterogeneity, dualism and

* Large-scale cross-border infrastructure.

These different levels of investment — rural, national and cross-border — are

distinguished here as they bring different types of benefits. Rural infrastructure is an enclave pattern of
particularly important for enhancing agrarian commercialization and development within a
productivity growth, as well as for fostering rural growth linkages between country.

agricultural and non-agricultural activities in small towns. Large-scale national

infrastructure is important for the growth of the formal, non-farm economy and
fostering structural change and progressive international trade integration. Large-
scale cross-border infrastructure supports regional integration, as well as the
transit trade of landlocked countries.

In a comprehensive approach to the development of economic
infrastructure, all these levels would be included. That is to say, a “joined-up
approach” to infrastructure development is necessary. National and cross-
border infrastructure which supports international trade is essential. But on its
own, it will exacerbate structural heterogeneity, dualism and an enclave pattern
of development within a country. Similarly, feeder roads in isolated rural
localities are essential for facilitating the market access of small farmers. But
unless these feeder roads link to an efficient national transport network

connecting major urban centres, their impact will be limited.

The low productivity and
subsistence orientation of
agriculture are closely related

1. RURAL INFRASTRUCTURE

The low productivity and partial subsistence orientation of agriculture in
most LDCs are closely related to lack of local market access, which is related to to poor rural transport
poor rural transport infrastructure. Smallholder producers are usually enmeshed infrastructure.
to some degree within product and labour markets, selling and buying foodstuffs

throughout the year on a seasonal basis, producing cash crops for exports, hiring
labour, working for other farmers on a casual basis and seeking off-farm
employment. However, their degree of engagement with the market economy is
often limited because production for the market has high transaction costs and
risks. In terms of production costs, it may be rational for the farmer to specialize
in high-value export or food crops. But the high transport costs of getting
agricultural produce to market, coupled with uncertainty about the prices which
will prevail at the moment of sale, and the costs and risks of buying foodstuffs
with the earnings from the sale all lead farm households to stick to low-yielding
staples to meet their basic subsistence needs (see Omamo, 1998a, 1998b).

These costs and risks are related mainly to poor local-level transport systems.
The problem is particularly marked in African LDCs (Hayami and Platteau,
1996). Rural road densities are very low; and much of the rural road network is
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of low quality, with some rural roads becoming temporarily impassable in the
rainy season. Estimates for 11 African LDCs indicate that, in 6 of these countries,
over two thirds of the total rural population live 2 kilometres away from an all-
season passable road, and in 10 out of the 11 countries more than one third of
the rural population face this level of inaccessibility as regards good road
facilities (see chart 43). With very poor roads, the availability of transport
capacity is also a problem, and there is a notable underdevelopment of
intermediate forms of transport such as carts, donkeys and bicycles, which can
With very poor roads, the  considerably relax rural transport constraints.
availability of transport

capacity is also a problem.

In poor rural areas, lack of incentives to specialize and invest reinforces a
stagnant rural economy in which poor infrastructure, weak market access and
thin markets for agricultural inputs and output and finance, high costs of
information, weak technological development and weak market institutions all
reinforce each other in a low-level equilibrium trap (Kydd and Dorward, 2003).
These areas are featured by “a business environment characterized by weak
information (on prices, on new technologies and on other potential market
players), difficult and weak contract enforcement, high risks (not only in
production and prices but also in access to inputs and markets and in enforcing
contracts) and...costs that buyers and sellers incur in protecting themselves
against risks of transactions failing (due to absence of suppliers or buyers)” (Kydd
and Dorward, 2003: 8).

CHART 43. ACCESSIBILITY OF ROAD NETWORKS? FOR RURAL POPULATION IN SELECTED LDCs AND OTHER COUNTRY GROUPS
(Percentage of population)
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High transport costs also mean that many agricultural products are effectively
non-tradable not simply internationally but also nationally. The scale of local
production is then limited by the local market demand, which is low because of
the weak development of the local market economy. When surplus crops are
produced (because of favourable weather conditions) they may simply rot in the

fields.

This is a daunting complex of interrelated constraints. However, public
investment targeted to improve rural infrastructure is essential for escaping this
trap. Investment should not only improve rural feeder roads, but also seek to
focus key economic and social infrastructure on small market centres and
market towns, and foster linkages between these small urban centres and the
rural areas. The lower transport costs and risks resulting from improved
infrastructure can open up new frontiers in areas with higher agricultural
potential in which production was previously economically unviable because of
physical isolation, as well as convert some non-tradables into tradables in
already-settled areas. This vent-for-surplus can also be enhanced to the extent
that improved infrastructure increases market competition by encouraging more
buyers and sellers. The linkages between rural areas and small towns can also
open up opportunities for local and district-level off-farm employment, which
can increase the incomes of rural households. Finally, the process of rural road
construction itself can also bring positive demand-side effects if maximum use is
made of local materials, labour and methods of construction (Tajgman and de

Veen, 1998; Bentall, Beusch and de Veen, 1999).

Public investment in rural infrastructure is a particularly important
component of policies to promote agricultural intensification through the
adoption of high-yielding varieties. Analysis of successful Green Revolutions
shows that different policies are important at different stages of agricultural
intensification (chart 44). In the first phase, it is important to “establish the

High transport costs mean
that many agricultural
products are effectively non-
tradable not simply
internationally but also
nationally. The scale of local
production is limited by the
local market demand.

CHART 44. POLICY PHASES TO SUPPORT AGRICULTURAL TRANSFORMATION IN FAVOURED AREAS
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basics” for the adoption of new technologies through investment in rural
infrastructure, including roads and irrigation systems, and research and
extension. In the second phase, it is important to “kick-start markets” through
government interventions to enable a broad spectrum of farmers, not simply the
large ones, to have access to seasonal finance and inputs, and output markets at
low cost and risk. As the volumes of credit and input demand and of produce
supply increase, transaction costs and risks will fall and so in the third phase, it is
important that the Government withdraws from public action in these markets
and lets the private sector take over (Dorward et al., 2004).

Evidence which quantifies the marginal returns to different kinds of public

Improved rural infrastructure spending during different decades of the Green Revolution in India supports this
is at the heart of building a  pattern (Fan, Hazell and Thorat, 1999; Dorward et al., 2004, 32-36). In the

1960s, the highest returns in terms of increased agricultural output from public
spending were derived from road and education investments. In the 1970s, the
R ) i returns to most of these investments and subsides declined, but road
is still partially subsistence- investments, education, fertilizer subsidies and agricultural R&D all provided
oriented. relatively good returns. In the 1980s, fertilizer subsidies provided much lower

returns than earlier. But roads, education, credit subsidies and agricultural R&D

market economy in rural
areas where the population

still yielded relatively good returns. Finally, in the 1990s, the returns from all
forms of public spending were lower and only roads and agricultural R&D still
yielded relatively good returns. Significantly, the policies which yield the highest
returns in terms of agricultural production growth are also estimated to provide
the highest returns in terms of numbers of people lifted out of poverty. There is
little comparative evidence for the LDCs. However, studies on the returns to
public spending in Uganda and the United Republic of Tanzania indicate that
investment in agricultural R&D, roads and education provide the highest returns
in terms of agricultural output and productivity gains (see box 15).

From this discussion, it is clear that one should not look upon rural
infrastructure investment as a quick fix which will solve all problems. It needs to
be complemented with other policies which provide agricultural R&D and
which address institutional weaknesses in input, output and credit markets if it is
to be successful. However, improved rural infrastructure, including local feeder

roads as well as links to small market centres and small towns, is at the heart of
building a market economy in rural areas where the population is still partially

Large-scale national subsistence-oriented. Moreover it is an essential first stage in promoting the type
infrastructure provides the  of agricultural intensification which characterizes Green Revolutions. Without
foundations on which the rural infrastructure basics in place, the supply response to agricultural pricing

economic growth for the reforms has inevitably been less than expected.

formal, non-farm economy is

built as it not only increases 2. THE LINKAGE EFFECTS OF LARGE-SCALE NATIONAL INFRASTRUCTURE
the productivity of firms but
generates significant Whilst small-scale rural infrastructure is vital for agricultural productivity
growth and commercialization, large-scale national infrastructure — national

structural changes. : . .
trunk roads connecting major urban centres, national power plants and

transmission lines, and the infrastructure for fixed-line or mobile telephones —

“provides the foundations on which economic growth for the formal, non-farm
economy is built” (GRIPS, 2003: 84). It increases the productivity of firms and
also can generate significant structural changes in national and regional
economies.

There is greater potential for attracting private investment within some
elements of large-scale infrastructure, particularly as noted above for
telecommunications and electricity-generating power plants. However, public
investment is still necessary because large-scale infrastructure can have
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Box 15. RETURNS TO PUBLIC INVESTMENT IN UGANDA AND THE UNITED REPUBLIC OF TANZANIA

Fan et al. (2004; 2005) have conducted studies on Uganda and the United Republic of Tanzania, which examine ben-
efit-cost ratios for different types of public investments in different regions of each country. Both studies show that in-
vestment in agricultural research and development has the highest benefit-cost ratio and that investments in roads were
associated with the second highest benefit-cost ratio, followed by education (see box table 7).

In addition, the studies indicate that investment in agricultural research and development has the strongest poverty-re-
duction effects. But evidence was mixed on poverty-reduction effects regarding roads and education. In the United Re-
public of Tanzania, where the studies focused on roads in general, the poverty-reduction effect of education was con-
siderably higher than the poverty-reduction effect of roads. In Uganda, however, where the study focused on different
types of roads, the poverty-reduction effect of feeder roads was more than twice as high as the poverty-reduction effects
of education. But while the study on Uganda showed a relatively high poverty-reduction effect for feeder roads (i.e. rela-
tively low-grade roads), it showed a relatively small poverty-reduction effect for murram and tarmac roads (i.e. relatively
high-grade roads). Along the same lines, other studies on infrastructure development have highlighted the fact that the
poverty-reduction effect of basic rural infrastructure projects tends to be higher than the poverty-reduction effect of
more sophisticated rural infrastructure projects (Asian Development Bank et al., 2005). This has to do with the relatively
high labour intensity of basic infrastructure projects, which leads to more off-farm employment opportunities and higher
household incomes, especially for the duration of the projects.

Box TABLE 7. BENEFIT-COST RATIO AND POVERTY-REDUCTION EFFECTS OF ALTERNATIVE
PUBLIC INVESTMENTS IN UGANDA AND THE UNITED REPUBLIC OF TANZANIA

Fiscal year/ Agriculture  Roads/ feeder Education Health

year of evaluation  research roads
Benefit-cost ratio
Uganda 1999 12.4 7.2 2.7 0.9
United Rep. of Tanzania 2000/2001 12.5 9.1 9.0
Number of poor people lifted above poverty line per million shillings
Uganda 1999 58.4 33.8 12.8 4.6
United Rep. of Tanzania 2000/2001 40.4 26.5 43.1

Source: Fan, Zhang and Rao (2004); Fan, Nyange and Rao (2005).

Note:  Unlike the study on Tanzania, the study on Uganda assessed the impact of different types of roads. The
road-related data in the table refers to feeder roads.

The study on the United Republic of Tanzania also examined investment in electricity, but data were too
limited to permit precise conclusions. That study did not investigate the effects of investment in health.

significant positive externalities which mean that the social returns from
infrastructure investment are much higher than the private returns.

The linkage effects of large-scale infrastructure occur through both supply-
side and demand-side effects (chart 45). On the supply side, large-scale
infrastructure lowers costs of inputs, makes existing businesses more profitable,
opens up new opportunities and enables economic actors to respond to new
types of demand in different places. This can generate investment, both foreign
and domestic, which leads to higher industrial growth and output and the

The linkage effects of large-

creation of factory employment, which in turn, through the procurement of local scale infrastructure occur
inputs, and expansion of supporting industries and of related services, lead to through both supply-side and
greater economic growth, employment creation and higher incomes. The demand-side effects.

improved infrastructure services can also activate regional economies,
improving the productivity of existing agriculture, opening up greater
opportunities  for non-farm business and promoting more diversified
agriculture.

The increase in the reliability of electricity is likely to be particularly
important for the development of the non-agricultural economy, affecting both
investment and innovation levels. An analysis of Ugandan firms, for example,
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CHART 45. LINKAGES BETWEEN LARGE-SCALE INFRASTRUCTURE, GROWTH AND POVERTY REDUCTION
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ouree (2003) shows that for firms without their own electricity generator, there is a clear

relationship between their investment rate and the number of days lost to
production due to power cuts. The greater the number of days lost due to power
outages, the lower the investment rate. But even firms which have invested in
their own generator lose out as it is estimated that they invest, on average, 25
per cent of their total investment funds in generators (Reinikka and Svensson,
2002). The low level of access to electricity within LDCs is also likely to be a
major reason for the lack of technological congruence which hinders the
acquisition and use of modern technologies (see part Il, chapter 3).

The low level of access to

electricity within LDCs is On the demand side, effective demand from public works during

likely to be a major reason for  construction can generate jobs and income during the construction period both
the lack of technological directly and indirectly through the procurement of local materials, inputs and
congruence which hinders the services. The growth of the local construction sector is one important outcome.

acquisition and use of

modern technologies. These supply-side and demand-side effects can also have broader impacts.

The increased level of economic activity increases fiscal revenues. Moreover,
private spending from increased incomes and employment generates further
multiplier effects, whose magnitude depends on the extent to which new
income is spent on domestically produced goods and services. Both these
channels can reinforce the poverty-reducing impact of investment in large-scale
infrastructure, which can also be attributed to the higher incomes and
employment as well as better physical access to social facilities.

The case of Viet Nam illustrates many of these linkages and also how quickly
it is possible, with commitment, to reverse poor infrastructure (GRIPS, 2003).
Expansion of the electricity network has enabled the country to sustain high
economic growth rates at an annual average of 7.5 per cent and to meet the
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rising demand for electricity of the order of 10-19 per cent per annum. The
proportion of people using electricity as a source of lighting in the North rose
from 47 per cent in 1993 to 80 per cent in 2002, whilst in the South the
proportion rose from 22 per cent to 82 per cent over the same period. Similarly
a major project to rehabilitate National Highway No. 1, the only road that links

the Mekong Delta at the southern end of Viet Nam with the rest of the country
has resulted in travel times between the capital, Ho Chi Minh City, and the
Mekong Delta being cut by one third. This has enabled the economic activation Trade performance and

of the Mekong Delta economy. competitiveness are affected

by both international
transport costs and internal
transport costs.

3. THE INTERNATIONAL TRADE EFFECTS OF INFRASTRUCTURE INVESTMENT

One further important impact of public investment in large-scale national

and rural infrastructure is that it reduces the costs of international trade. Parts of
the large-scale national infrastructure, such as seaport and airport facilities, can
be identified as being specifically related to international trade. However,
economic activity which uses infrastructure can be oriented to different markets
— local, national, regional and international — and thus it is difficult to isolate
that part of the infrastructure which is specifically related to international trade.
What constitutes investment in “international trade-related infrastructure”
should thus not be too narrowly defined. For example, rural feeder roads may
be important in enabling a vent-for-surplus in certain cash crops.

Trade performance and competitiveness are affected by both international
transport costs (the costs of moving goods between countries) and internal Landlocked African countries
transport costs (the costs of moving goods within a country). High transport costs  f3ce freight costs that absorb
for moving goods from the production point to their destination can price
producers out of export markets. This is particularly relevant in natural-resource-
based and labour-intensive activities, where transport costs represent a large
share of the final price of the products. Lengthy transport times also have
negative effects. Hummels (2001) estimated that each extra day of shipping time

up to 30 per cent of export
earnings, compared with 11
per cent in Africa.

reduces the probability of trade by 1 per cent for all goods, and by 1.5 per cent
for manufactures. High transport costs for imports inflate the prices of imported
goods, including food, capital goods, intermediate inputs and fuel, and this
increases the cost of production. This has particularly negative consequences for
the competitiveness of manufactured exports which use imported inputs
(Livingstone, 1987). Radelet and Sachs (1998) argue that the inflated costs of
capital goods also dampen the incentive to invest and reduce the financial
surplus available for investment. Payments to foreign carriers for transport
services can also have significant balance-of-payments effects. Landlocked

African countries have to face freight costs that absorb 30 per cent of export
earnings, compared with 11 per cent if Africa is considered as a whole (Amjadi
and Yeats, 1995). The low volume of exports

limits their ability to achieve
economies of scale in
transport.

The available evidence suggests that LDCs, and particularly landlocked
African LDCs, face high transport costs (UNCTAD, 1999). A recent estimate of
the transport and insurance costs faced by the LDCs exporting to the United
States shows that they amounted to some 6 per cent of total imports (valued

f.o.b at US ports) and that these costs were higher than import tariffs for all
product groups except beverages (Borgatti, 2005b). But the extent to which this
is attributable to poor infrastructure is difficult to identify. The low volume of
exports limits their ability to achieve economies of scale in transport. For
landlocked LDCs, high transport costs are related to geographical disadvantages
and the difficulties of establishing cross-border transit systems, including both
physical infrastructure and related services.
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One of the few attempts to estimate how transport infrastructure affects trade
volume was made by Limao and Venables (2001). They found that improving
infrastructure from the 50" percentile to the top 25" percentile of the sample of
countries increases the volume of trade by 68 per cent and that it would be
equivalent to bringing a country 2,005 kilometres closer to other countries (p.
13).

Much of the research relating infrastructure to trade has focused on the
effects of high transport costs on the volume on trade. But the availability of
power, and particularly electricity, is important for the composition of trade. Box
16 extends analyses which have been made of how the share of manufactures
within merchandise exports is related to the land abundance and skill
abundance (measured by level of schooling of the population) of countries.
Within these analyses, countries with a high ratio of land to skills tend to be
more specialized in primary commodity exports, whilst countries with high skills
to land ratios tend to be more specialized in manufactures. However, electricity
availability also seems to be important. The inclusion of electricity as a factor of
production shows that an increase in electricity production is closely correlated

Box 16. ENERGY INFRASTRUCTURE AND THE COMPOSITION OF MERCHANDISE EXPORTS

Wood and Berge (1997) tested the hypothesis that countries with high skill/land ratios tend to export manufactures,
while those with a low skill/land ratio tend to specialize in the production of primary products. They conclude that Afri-
can and Latin American countries will not be able to follow or replicate East Asia’s export performance because they
have a ratio of skill to land that is too low to give them a comparative advantage in manufactures. Owens and Wood
(1997) included processed primary products in the analysis and found that the chances of developing countries replicat-
ing the East Asian export miracle have been improved for some of those countries only, and that the least developed
countries are likely to be excluded. Their models account for only three factors of production, namely skills, land and
labour force.

The “augmented” Wood and Berge (1997) model adds electricity production, a proxy for energy infrastructure, to the
above three factors of production, in the original model. Three dummy variables have also been used in the model to
test the impact that electricity production would have on three separate groups of countries: the LDCs, the ODCs and
the developed countries. The estimated equation is:

(Xp /X, ) =a+h = + fe +08, xD, +¢

where X _is export of manufactures

X, is export of primary products

h represents the years of schooling per worker

n represents land per worker

e represents electricity production per worker

i identifies the countries

D_ identifies the dummy variables for the LDCs, the other developing countries and developed countries.

The export data are taken from the UN COMTRADE database, electricity production is taken from UN Energy Statistics,
and land, labour force and number of pupils in secondary school (used as a proxy for skill) are taken from the World
Bank’s World Development Indicators 2005. X is calculated by taking the exports of manufactures, chapters 5 to 8 less
chapter 68 of the SITC revision 2, while X  is calculated by taking the exports of agricultural goods, SITC, chapters O to 4
plus chapter 68. Export figures lnclude estimates calculated by UNCTAD. All variables are in logs.

Owing to the high positive correlation between electricity and skills, a variance inflation factor model was used to re-
move the collinearity problem.

The model was run for the full period 1990-2001 and for two sub-periods: 1990-1995 and 1998-2001. The results of
the cross-county regressions are listed in box table 8. As expected, ¥ > 0, , >0.




The Infrastructure Divide @

Box 16 (contd.)

Box TABLE 8. ESTIMATION RESULTS OF THE “AUGMENTED” WOOD AND BERGE MODEL
1990-2001 1990-1995 1998-2001
LDCs
C -3.55* -4.90%** -4.27%%*
€, 0.36* 0.51*** 0.47%**
n, -0.19%** -0.271%** -0.14**
h, 0.14 0.10 -0.10
e *D, -0.04 -0.02 0.002
Adj. R? 0.24 0.27 0.17
F-statistics 10.04%** 10.74%** 7.07%**
Log-likelihood -208.62 -195.91 -219.78
Other developing countries
o 3135 -3.57%%* -3.57%**
€, 0.42%** 0.48*** 0.48***
n, -0.27%** -0.17** -0.17**
h, 0.10 -0.07 -0.08
e * D, SO R -0.13%%* -0.13%**
Adj. R? 0.29 0.23 0.23
F-statistics 12.3%%* 9.63%** 9.63%**
Log-likelihood -205.25 -215.68 -215.68
Developed countries
o 3135 -4.45%%* -3.57%**
€, 0.30* 0.43%** 0.35%**
n, -0.27%** -0.23%** -0.17**
h, 0.10 0.07 -0.08
e * DDeve/oped 0.17%** 0.10** 0.13%**
Adj. R? 0.29 0.30 0.23
F-statistics 12.3%%* 12.4%%* 9.63%**
Log-likelihood -205.25 -193.51 -215.68
No. of countries 114 106 115
Notes: *10 per centsignificance level; ** 5 per centsignificance level; *** 1 per centsignificance level. All variables
used in the regression are per worker and in logs. The estimations are White heteroskedasticity-consistent.
a Residuals from a Variance Inflation Factor model with electricity as dependent variable and skills as
independent variable.

The coefficients for land and electricity are significant, while the coefficient for skills is insignificant.” Box table 9 shows
that the elasticity for electricity is positive and that it has decreased for the other developing countries and developed
economies over time, while it has remained constant in the LDCs. This shows that the elasticity for electricity production
in the recent period is higher for the LDCs than for the other developing countries; and this indicates that an increase in
electricity production would increase LDCs” exports of manufactures more than for the other developing countries.

Box TABLE 9. ELECTRICITY ELASTICITY, 1990-2001, 1990-1995, 1998-2001

1990-2001 1990-1995 1998-2001
LDCs 0.327 0.496 0.471
ODCs 0.303 0.426 0.347
Developed countries 0.416 0.527 0.476

In absolute terms, the slope coefficients for both land and electricity per worker were larger in the sub-period 1990
1995 than they were in 1998-2001 for the three groups. This could be explained by the large increase in the log (labour
force) that occurred during the periods 1990-1995 and 1998-2001.

The elasticity for electricity is higher than that for land for the three groups of countries. This implies that an increase in
electricity production pushes up the Xm/Xp ratio by more than a rise in land would push it down, leading therefore to a
net increase in the export of manufactures versus the exports of primary goods. Although this net effect has decreased
over time for the three groups of countries, its net impact on Xm/Xp for the LDCs is the greatest of the country groups
considered.
Source: Borgatti (2005¢).
' Although a likelihood ratio omission test showed that the skill variable could be safely removed from the sample at 5 per cent signifi-
cance level, it was kept in the model since its exclusion would not have much affected the statistical significance of the model.
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with an increase in the manufactures share of merchandise exports (see box 16).
This finding is significant as it implies that energy infrastructure is as important as

transport infrastructure for trade development.

An increase in electricity
production is closely
correlated with an increase in

4. LARGE-SCALE CROSS-BORDER INFRASTRUCTURE

Investment in cross-border infrastructure is also important for LDCs. This
the manufactures share of : . : :

) i ) applies particularly to landlocked LDCs whose transit trade is affected by cross-
merchandise exports implying porder infrastructure. However, cross-border regional infrastructure is also
that the energy infrastructure important in general for encouraging regional trade (Ndulu, Kritzinger-van

is as important as transport ~ Niekerk and Reinikka, 2005). Regional cooperation in transport infrastructure
infrastructure for trade financing can also be important for reducing infrastructure financing

development requirements and mobilizing financial resources (UNCTAD, 1999).

An important innovation for this is the corridor development approach

adopted in Southern Africa. This approach seeks to address the fact that
transport development is a chicken-and-egg problem at low income levels. On
the one hand, infrastructure investment may not be economically viable until
economic activity justifies it by creating a demand for transport. On the other
hand, economic activity cannot emerge and develop unless there are adequate
transport facilities and traffic flows on a scale sufficient to achieve economies of
scale and competitiveness in transport services. The corridor approach addresses

this problem by seeking to concentrate industrial investment projects within
Investment in cross-border  selected corridors connecting inland production areas to ports at the same time
as infrastructure investment takes place. The synchronous development of
directly productive activity and infrastructure ensures a revenue stream which
renders infrastructure investment attractive to private business. At the same
time, the infrastructure investment attracts economic activity and helps to
promote the agglomeration process. Government policy aims to attract “anchor

infrastructure is particularly
important for landlocked
LDCs.

investment” which ensures the basic viability of infrastructure investments and
then seeks to attract other investment. Special attention is paid in this process to
small and medium-sized enterprises, which deepen the production cluster.

The Maputo corridor, which links Maputo to Johannesburg, has been
particularly successful in attracting private sector investment projects, which in
1997 constituted over 60 per cent of total transport-related projects in Africa

(UNCTAD, 1999). This corridor covers the development of roads, railways,
border posts and ports and runs through two very productive regions in
Southern Africa. It has increased trade between South Africa and Mozambique

as well as traffic of Southern African goods through the renovated ports of

Johannesburg, has been Maputo and Matola (Horne, 2004).

particularly successful in

attracting private sector Another example of a successful cross-border transport corridor is the one

investment. It covers the created in the Greater Mekong Subregion (GMS) to facilitate intraregional flows

of goods and services between Viet Nam, Thailand, Cambodia, the Lao People’s

Democratic Republic, Myanmar and a number of Chinese provinces. The

transport corridors that are in the process of being created include a highway

and ports. between Phnom Penh and Ho Chi Minh City, and two (North-South and East-
West) transport corridors to better link the countries in the region. As the new

The Maputo corridor,
which links Maputo to

development of roads,
railways, border posts

transport infrastructure projects were built, cross-border transport agreements
were signed in order to harmonize customs procedures, visa requirements and
other administrative costs. Even though the transport corridor within the GMS is
due to be completed by 2007, trade and FDI inflows have already increased
(Fujimura, 2004).
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E. Conclusions

This chapter has shown that there is an infrastructure divide between the
LDCs, other developing countries and OECD countries. Most of the LDCs have
the lowest and poorest-quality stock of transport, telecommunications and
energy infrastructure in the world. The infrastructure divide is particularly
important with respect to energy. The “electricity divide” has not received as
much attention as t'hfe digital divide. But l.t is at least as significant — |n.deed, between the LDCs, other
probably more significant — for economic growth and poverty reduction. A . ’
major constraint on the adoption within LDCs of mature modern technologies developing countries and
already available in developed and other developing countries is a low level of OECD countries is not only
technological congruence between the LDCs and other countries. The low level wide but also widening.
of electrification is a central aspect of this lack of technological congruence and
thus contributes to the maintenance of the technological gap.

The infrastructure divide

The infrastructure divide between the LDCs, other developing countries and
OECD countries is not only wide but also widening. This is particularly apparent
for road infrastructure. Measured by the length of the network, the stock of
roads per capita in the LDCs was actually lower in 1999 (the latest year for
which comprehensive data are available) than in 1990. The percentage of the
total roads which are paved in the LDCs also declined over the same period. The
road stock per capita declined in both African and island LDCs, and percentage
of the roads which are paved declined in African LDCs. In contrast, for the LDCs
as a group, the number of fixed and mobile phone subscribers per 1,000 people
increased eightfold between 1990 and 2002. But LDCs are still falling behind ODA commitments for
other developing countries and OECD countries as there were more new
subscribers in these last two country groups.

economic infrastructure
declined by 51 per cent

The low level and the poor quality of infrastructure stocks in the LDCs reflect in real terms between
weak maintenance of existing facilities and underinvestment in new facilities. 1992 and 2003.
This reflects declining public investment, the shift of ODA away from economic
infrastructure towards social sectors, and limits to the interest of private investors
in physical infrastructure in the LDCs. In real terms, ODA commitments for
economic infrastructure declined by 51 per cent between 1992 and 2003. The
decline in ODA committed to economic infrastructure was particularly marked
in African LDCs. During the 1990s, there was an increase in private sector
investment in energy and telecommunications. But private capital flows to
transport have been much lower and mainly concentrated in Mozambique,
where they have been associated with cross-border corridor development
projects.

Global estimates of future financing needs for infrastructure investment in )
developing countries vary according to their assumptions. But available LDCs will need annual
estimates for low-income countries suggest that the LDCs will need annual  infrastructure investment,
infrastructure investment, including new investment and maintenance costs, including new investment and
equivalent to between 7.5 per cent and 9 per cent of GDP. A preliminary m3intenance costs, equivalent
estimate of the transport and communications investment needed to meet the
Programme of Action’s infrastructure target (which is to increase, by 2010, the
stock of infrastructure in LDCs in these types of infrastructure to the level which
other developing countries had in 2000) suggests that annual infrastructure
investment needs should be equivalent to 3.3 per cent of GDP.

to between 7.5 per cent and
9 per cent of GDP.

An increased level of ODA inflows is required in order to meet these
investment needs. Private finance can make a useful contribution to
infrastructure investment in public—private partnerships, where the profit motive
can be reconciled with the national interest. However, the small scale of private
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flows in relation to requirements, and limits on the types of assets and countries
to which it is attracted, mean that private finance will at best be a supplement to

public investment programmes and ODA, rather than an independent solution
to infrastructure financing, as was sometimes assumed in the 1990s. In 2004,
Diversification into ODA commitments for economic infrastructure amounted to $1 billion and
manufactures exports in LDCs private capital inflows for energy, telecommunications and transport amounted
is likely to be facilitated by o $0.4 billion. Together this was equivalent to 0.7 per cent of their GDP. This is
far below the estimated infrastructure investment needs, even for achieving the
less comprehensive POA targets required with regard to transport and
telecommunications.

closing the electricity divide
with the rest of the world.

Increased public investment and ODA in physical infrastructure can play an
important role in supporting the development of the international trade of LDCs.
With improved transport and communications infrastructure, transport costs and
time can be reduced, thus enabling increased trade volumes. However, this
chapter also shows that investment in electricity is significantly correlated with
export composition. Diversification into manufactures exports in LDCs is likely

to be facilitated by closing the electricity divide with the rest of the world.

The best results from
increased public investment
and ODA are likely to come
from a “joined-up” approach

However, it is important that increased public investment and ODA in
physical infrastructure within the LDCs do not focus on trade-related
infrastructure alone. The best results from increased public investment and ODA
are likely to come from a “joined-up” approach to the development of

to the deV@IOPment of infrastructure in which international trade-related infrastructure forms an
infrastructure in which integral part. Such an approach should encompass the development of rural
international trade-related  infrastructure, large-scale national infrastructure and cross-border infrastructure.
infrastructure forms an Rural infrastructure is vital for agricultural commercialization and productivity

. h h l f local off-f. ivities. Large-scal ional
integral part. growth and the development of local off-farm activities. Large-scale nationa

infrastructure is vital for enabling economic diversification, the exercise of

entrepreneurial capabilities and the development of production linkages as well
as international trade. Cross-border infrastructure can reduce financing
requirements, open new trading opportunities in intraregional trade and provide
the basis for better transit facilitation for landlocked LDCs.
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Notes

1. The composite infrastructure index is constructed by (i) normalizing the indicators for
access to electricity, telephone density per 1,000 people, paved roads as a percentage
of total roads and road density per square kilometre so that for each indicator the mean
is zero and the variance is one, and (ii) summing up the normalized data with equal
weighting for each infrastructure indicator.

2. This partly reflects low population density in the African LDCs. But studies which have
sought to adjust for this factor show that African countries generally have a poorer rural
road infrastructure (see Spencer, 1994).

3. The statistical analysis is a non-hierarchical K-means cluster analysis which classifies
countries according to their similarity or dissimilarity on multiple indicators.

4. Theefforts by Estache and Goicoechea (2005) in providingasnapshot of the infrastructure
sector at the end of 2004 are notable, although they do notfill all the gaps. Certain series
suffer from data unavailability problems more than others. Transport statistics are
plagued with data unavailability problems and energy statistics are totally rudimentary,
but data on telecommunications are readily available for a large number of LDCs.

5. Bangladesh, Bhutan, Burundi, Democratic Republic of the Congo, Ethiopia, Madagascar,
Maldives, Myanmar, Nepal, Uganda, Vanuatu, Yemen, and Zambia.

6. These figures are based on IMF (2004).

7. Usingthe MDG targeted 7 per cent growth rate, Estache (2004) found that sub-Saharan
Africa requires investment of the order of $20 billion per year in 2005-2015, including
both capital and maintenance expenditures. Fay and Yepes (2003) estimate an annual
infrastructure investment need for sub-Saharan Africa equivalent to $13 billion per year
in new investment and $13 billion per year in maintenance costs between 2000 and
2010. World Bank (2000) estimates an infrastructure financing need of $18 billion per
year to improve infrastructure services and competitiveness in sub-Saharan Africa.
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Institutional Weaknesses:
Firms, Financial Systems
and Knowledge Systems

A. Introduction

The development of productive capacities within a country is strongly
influenced by institutions which enable or constrain processes of capital
accumulation, technological progress and structural change. The institutions
which matter include both the institutional environment — the set of
fundamental political, social and legal ground rules (such as property rights) that
establish the basis for production, exchange and distribution — and institutional
arrangements — the regular relationships amongst economic agents and related
informal rules which govern the ways in which they cooperate and compete.
The latter are sometimes strengthened through the establishment of formal
organizations, such as firms or trade unions, or they may exist as looser recurrent
patterns of interaction amongst agents and formal organizations.

A large range of institutions matter for the development of productive
capacities.  For example, cultural values with regard to the position of women
in society can have a major influence on labour supply, and attitudes towards
money, consumption and wealth can have a major influence on capital
accumulation. With globalization, international regimes governing trade,
finance, investment, technology, knowledge and the movement of people have
also become increasingly important for the development of productive
capacities within countries.

Within development policy debate, there is increasing recognition of the
importance of institutions for economic growth and poverty reduction (Rodrik,
2004; Acemoglu, Johnson and Robinson, 2004). Within countries which are
highly aid-dependent, attention has focused particularly on the quality of
national governance. This focus is closely related to the legitimate desire of
donors to ensure that aid and debt relief are well used. However, good
governance has also been specified in a particular way which is associated with
the policy agenda of freeing the private sector from government restraints and
allowing greater room for market forces.

This Report recognizes the importance of good governance (see chapter 8)
and the central role which the private sector must play in development of
productive capacities. However, institutional prescriptions must be adapted to
the prevailing characteristics of national economies. Accordingly, there is a
need for a much closer examination of the nature of the private sector within
LDCs and the institutions within which entrepreneurship is embedded. As
shown earlier in the Report, an important feature of the LDCs is that a large part
of production is still organized on a household basis. Market institutions are also
underdeveloped in an LDC context (Ishikawa, 1998). If policy reform is
undertaken in this context on the assumption that the elements characteristic of
a functioning market economy need only to be freed from government
interference in order to exist, it is likely to have unexpected and disappointing
consequences. The policy problem is rather to develop a capitalist market
economy and to ensure that this is organized in a way which supports the
achievement of national development and poverty reduction objectives.

Chapter

Within development policy
debate, there is increasing
recognition of the importance
of institutions for economic
growth and poverty
reduction. However,
institutional prescriptions
must be adapted to the
prevailing characteristics of
national economies.

There is a need for a much
closer examination of the
nature of the private sector
within LDCs and the
institutions within which
entrepreneurship is

embedded.
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This chapter focuses on the nature of the domestic private sector within
LDCs and the key institutions which support investment and innovation — the
firm, domestic financial systems and domestic knowledge systems. Section B
discusses the nature of the firm in the LDCs by drawing on the results of the
World Bank Investment Climate Assessment Surveys and also the Research
Programme in Enterprise Development (RPED) of the World Bank. Section C
Firms are critical institutions  analyses the domestic financial systems of the LDCs, whilst section D analyses

for realizing the creative domestic knowledge systems. A basic argument of this Report is that both

potential of the market. financial systems and knowledge systems matter for the development of
productive capacities. The former are vital for the investment process, whilst the
latter are vital for the innovation process. Section E summarizes the main
messages of the chapter.

Success in the development
of productive capacities
depends on the existence of
firms which are capable of

investing and innovating. B. Firms in LDCs

The development of productive capacities is not an abstract process but
occurs through the exercise of entrepreneurship. Entrepreneurship is the act of
creating value by seizing opportunities through risk-taking and the mobilization
of human, social, financial and physical capital. The critical institution within
which entrepreneurship is exercised is the firm (box 17), although it does not
operate in a vacuum. Its activities are enabled or constrained by the institutional
matrix within which it is operating, including financial and innovation systems.

Firms are a locus for investment and learning. They are critical institutions for
The size distribution of realizing the creative potential of the market. Success in the development of
productive capacities depends on the existence of firms which are capable of
investing and innovating. A dynamic economy is one which has the ability to
create such firms.

enterprises within most LDCs
has a “missing middle” and
the life cycle of small firms

tends to be stunted. In this perspective, a critical constraint on the development of productive
capacities within the LDCs is the nature of their firms. Survey evidence is still
patchy. But it is possible to identify three broad tendencies which analysts
repeatedly find in country studies. They are the following:

* The size distribution of enterprises within most LDCs has a “missing
middle” and the life cycle of small firms tends to be stunted.

* There is much heterogeneity in firms’ performance within countries,
with astrongtendency for large firms to be more productive, investment-
oriented and innovative than small firms.

* There are some linkages between formal sector and informal sector
enterprises, but they are often weak.
The “missing middle” refers to
the weak development of These features are not necessarily unique to LDCs. The evidence on firm
formal sector small and performance suggests that small market size, price volatility, subsistence demand
patterns and weak supporting institutions result in similar patterns in other
developing countries (Tybout, 2000). But, to the extent that these features are
more prevalent in LDCs, their enterprise structure is likely to be even more
skewed.

medium- sized enterprises
(SMEs), particularly medium-
sized domestic firms.

1. THE “MISSING MIDDLE” AND STUNTED LIFE CYCLE OF FIRMS

The “missing middle” refers to the weak development of formal sector small
and medium- sized enterprises (SMEs), particularly medium-sized domestic
firms. At one end of the size distribution, there are a multitude of informal
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Box 17. THE FIRM AS A LOCUS OF LEARNING AND AGENT OF MARKET CREATION

Following Williamson (1983), firms are interpreted in this chapter as non-market institutions or hierarchies that operate
with bounded rationality in the face of uncertainty. Unlike the neoclassical theory that treats the firm as a “black box” of
technological relations (represented through cost functions), which minimizes costs while maximizing profits, the new in-
stitutionalist school, in which prominent authors such as Coase, Williamson and North argue that there are initially two
types of governance structures: the market and hierarchy. The market is primal. The firm as a hierarchy, emerges only
when the transaction costs of economic coordination within the firm (to make) are lower than those of doing business in
the market (to buy).

The firm follows routines, that consist of operating characteristics and competences that determine what the firm does in
the short run; investment rules which determine the firm’s investment behaviour; and search routines that determine its
survival and expansion (including organizing R&D and innovation), (Nelson and Winter, 1982). Search routines are lim-
ited by past history and are thus path-dependent. The market is essentially a selection mechanism that separates the
“wheat from the chaff” (Nelson and Winter, 1982). But, the extended neo-Schumpeterian perspective interprets the firm
as a learning, evolutionary institution that blurs the boundary between the firm and the market over time, essentially
adopting a dynamic approach to market creation and development (see Dosi, Teece and Winter, 1992). Building on the
Austrian theories of the firm, they interpret the market process as constantly changing and creating novel combinations
among different economic agents. As such, the market itself is a creative process bringing into existence new innovations,
new consumer goods and new ways of doing things. The central agents in this process are firms that realize the creative
potential of the market (Schumpeter, 1947).

But unlike the market, the firm employs conscious coordination of the “visible hand” (Chandler, 1977; Schapiro, 1991).
In this respect, it fulfils the following essential functions: (i) it stores knowledge (including tacit knowledge); (i) it repro-
duces that knowledge and calls forth new entrants or shares it with other firms; and (iii) it establishes trust and coopera-
tion. Tacit knowledge refers to knowledge developed from direct experience and action in contrast to explicit knowledge
which can be codified and formally written-down.

To the extent that these three conditions are satisfied, the firm can be said to represent a continuum of relations that de-
velop over time through productive experience and thereby realises what Kaldor called the “creative role of markets”
(1967).

Given the experience-based nature of technological capabilities acquired from learning-by-doing, firms must draw on
their internal capabilities and creativity in order to produce and develop new products and processes. Tacit knowledge
needs to be acquired; it cannot be bought, imported or borrowed. Equally, change and innovation depend on coopera-
tion between various (and possibly conflicting) groups within the production process itself, particularly management and
labour, over and above what is normally stipulated in employment contracts. Innovation requires flexibility in employ-
ment contracts that pure market-based contracts cannot spell out or accommodate. In order to create an environment
that allows interactive learning to occur, firms must share information, and this implies a closeness and continuity of rela-
tions.

The firm provides an important forum for discussing and codifying the necessary changes and adaptations to work rou-
tines and industrial relations more generally, which are essential if technical change and innovation are to evolve in a sat-
isfactory manner. In all these respects, the firm therefore provides an important forum for long-term learning activities
(benefiting from external economies resulting from experience accumulated over time) and strategic decision-making,
the importance of which has been greatly underestimated. By creating a context in which a convergent interest in innova-
tion could develop, the firm complements its role in providing the degree of insurance against risk and failure faced by
producers in the highly volatile and uncertain markets that technical change itself generates.

This notion of the activist entrepreneurial firm echoes Penrose’s (1959) description of the firm as a bundle of physical and
human resources engaged in a collection of complementary activities which create wealth by producing one or more
than one product which can be used by other firms as inputs into their production processes or by the final consumer for
consumption. Moreover, the firm is always operating in an environment which challenges its ability to match the per-
formance of other firms by seeking to reduce unit costs but also by creating new products or continuously improving its
existing products. Furthermore, the firm acts as a depository of experiential, practical and tacit knowledge.

Innovative activity must draw on as wide a variety of capabilities as possible, which may not be formalized or codified but
require trust and cooperation if appropriate responses are to be forthcoming. Lundvall proposes the notion of organized
markets as an intermediate mode of governance between markets and hierarchies characterized by a network of user—
producer relationships. Organized markets constitute selective and lasting relationships between users and producers, in-
volving not only traditional market elements such as price, commodity and sale, but also the exchange of qualitative in-
formation, common codes of information and conduct, and sometimes even direct cooperation (Lundvall, 1988). This
description of the firm as embodying collective entrepreneurship within the context of an organized market is better able
to accommodate the dynamic interpretation of technical change referred to earlier. The Schumpeterian innovator is by
definition a productive entrepreneur who shapes the economic environment in a creative way.

Source: Kozul-Wright, 2000.
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micro-enterprises, most of which are characterized by the use of basic and
traditional technologies and cater to the needs of restricted and relatively small
local markets. As shown in chapter 4, although these enterprises account for
important proportions of employment, they are generally characterized by lower
levels of aggregate productivity. At the other end of the spectrum, there are a
few large firms, which are mainly capital-intensive, resource-based, import-
dependent or assembly-oriented. These firms are often wholly or minority-
owned foreign affiliates, or state-owned enterprises. These large firms are not
large by international standards, but they dominate the business landscape
within most LDCs. Between these two extremes, there are very few formal
sector SMEs.

Although the “missing middle” is widely accepted (see UNCTAD, 2001;
Commission for Africa Report, 2005; Kauffmann, 2005), it is in practice difficult
to get data on a country-by-country basis to substantiate the pattern. A major
challenge for comparisons amongst countries is the lack of standardized
definition of micro, small, medium and large enterprises across countries.
According to ILO estimates, the contribution of formal sector SMEs to GDP in
high-income countries is almost double that in low-income countries, over 40

per cent as against 20 per cent respectively, and the contribution of those SMEs
to employment in high-income countries, which is over 60 per cent, is similarly

The life CyCIeS of enterprises double that in low-income countries (ILO, 2004).

are stunted in two ways.

Firstly, informal sector Within Asia, Bangladesh seems to have a more important formal SME sector
enterprises rare/y develop in terms of its contribution to value added. Although there are serious
into formal sector firms. controversies with regard to their importance, various sources suggest that they

contribute between 45 and 50 per cent of total manufacturing value-added
(Bangladesh Enterprise Institute, 2004, based on estimates from the Asian
i : Development Bank, the World Bank and the Bangladeshi Planning
firm size classes. Commission). But in African LDCs, surveys find that a few large firms contribute
the most to manufacturing value-added. According to Albaladejo and Schmitz

Secondly, small firms do not
generally evolve into larger

(2000), SMEs in Africa can be classified into subsistence micro-enterprises and
growth-oriented SMEs. The former are informal sector enterprises, which
typically employ fewer than five workers, in most cases just one person, and
which also use unpaid family labour. They are mainly labour-intensive activities
that are characterized by very low entry barriers and minor rents, and
employment is dominated by women. Examples of the most common trades
include street-selling and home-based subcontracted work. Growth-oriented
SMEs are mainly concentrated in the 5-19 worker-size category, but may
include some micro-enterprises. They are usually formal sector enterprises, but
may include some informal sector enterprises. They predominate in resource-
based sectors, but more successful growth-oriented SMEs are in capital-intensive
sectors and in some more technologically developed sectors (i.e. ICTs, garment
design), and exhibit greater growth potential than subsistence micro-enterprises.
They tend to serve domestic markets but also international markets (particularly
regional). It is the weak development of these growth-oriented SMEs which
constitutes the phenomenon of the “missing middle”.

There is little evidence to suggest that entry or exit is a problem for small
firms (see, for example, Elhiraika and Nkuunziza, 2005). Empirical evidence on
African countries tends to corroborate the fact that the rate of new enterprise
establishment is very high (Mead and Liedholm, 1998), but so is the exit rate for
small firms in particular. It has been estimated that 50 per cent of start-ups fail in
the first three years (ibid.). Moreover, the life cycles of enterprises are stunted in
two ways. Firstly, informal sector enterprises rarely develop into formal sector
firms. Albaladejo and Schmitz (2000), estimate that in Africa less than 1 per cent
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of subsistence-oriented micro-enterprises develop into growth-oriented SMEs.
Secondly, small firms do not generally evolve into larger firm size classes
(Harding, Soderbom and Teal, 2004; Van Biesebroeck, 2005; Liedholm, 2001).

The typical life cycle of firms — in which firms are usually small when they
are set up and a select few then evolve from small into medium- and then large-
size firms — does not seem to be occurring. Small firms are unable to grow and
attain minimum efficient production size. New entrants tend to be small and
have below average productivity levels and higher exit rates than the large firms.
Within sub-Saharan Africa, it has been estimated that only 7 per cent of the new
micro-enterprises grow to the medium or large size. Further evidence shows that
in sub-Saharan Africa transition between size classes is extremely rare and most
firms remain in their initial size categories. Moreover, the probability that the
firm will remain in the same size category greatly increases with firm size. Many
large-size firms in fact start out as large and tend not to drop below medium size
(Van Biesebroeck, 2005).

Contrary to conventional wisdom, these firm dynamics do not necessarily
imply that in the LDCs the market selection process does not “prune out”
inefficient firms. On the contrary, there is evidence to support the perspective
that markets may indeed be very competitive as regards “pruning-out” less
efficient firms. However, that “churning” process may be so strong that it may
not permit new entrants to acquire the requisite technological capacities for
manufacturing, thus imposing high costs on entrepreneurs for acquiring them
independently (Shiferaw, 2005). Shiferaw (2005) finds that medium-sized firms
in Ethiopia were between 40 and 50 per cent more productive than small
enterprises, on average, while large enterprises were found to be between 65
and 80 per cent more efficient, on average. But at the same time the large firms
are significantly less likely to exit and to survive longer even when they exhibit
weak productivity performance (Mead and Liedholm, 1998; Van Biesebroeck,
2005).

What factors are constraining normal growth dynamics at the firm level in
LDCs? A set of standard constraints, including risk and volatility, access to credit,
weak technological capabilities, and access to knowledge, entrepreneurial
capabilities and labour force skills, are known to pose major obstacles to firm-
level expansion in poor countries. The fact that these same factors are strongly
correlated with investment performance and productivity would certainly
suggest how small firms can get stuck in a perverse business environment (Van
Biesebroeck, 2005). In environments in which business information collection
mechanisms are not well developed, the perception of greater creditworthiness
that tends to accompany larger size may help larger firms access credit more
easily (Bigsten et al. 2003). Furthermore, larger firms are found to be more
capable of overcoming the legal and financial obstacles faced by all firms on
account of their negotiating power, and tend to display lower relative levels of
dependence on the local economy owing to their greater levels of access to
foreign finance, technology and external markets. Finally, larger-sized firms are
found to generally be able to overcome more easily bottlenecks arising from the
non-existence or failure of adequate public support mechanisms that would
otherwise constrain their growth.

Small firms in LDCs certainly do have difficulty in accessing credit markets
(see Bigsten and Soderbom, 2005 and also section C of this chapter). The
inability to tap into capital markets or to face very high rates on borrowing
undermines investment, and leads SMEs to operate with much less capital per
worker than the larger firms. By contrast, larger firms have more access to

Small firms are unable to
grow and attain minimum
efficient production sizes.

Risk and volatility, access to
credit, weak technological
capabilities, and access to
knowledge, entrepreneurial
capabilities and labour force
skills, are major obstacles to
firm-level expansion in poor
countries.

The inability to tap into
capital markets or to face very
high rates on borrowing
undermines investment, and
leads SMEs to operate with
much less capital per worker
than the larger firms.
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formal credit (see Bigsten and Soderbom, 2005), and since they are more
productive and have greater investment propensities than the SMEs, they are
better placed to improve their productivity performance.

Enabling network-building among firms is a further crucial component in

successful firm evolution. Membership of a cohesive network is a very important
determinant of size at entry in the case of Africa, for example (Biggs and Shah,
L . 2005). This in turn has an important influence on future firm prospects, pointing
Institutions to SUppOI't prlvate to the import f ial ital (net k ext lities) in th t .
o portance of social capital (network externalities) in the enterprise
sector activities and survival process. The lack of formal market institutions to support private sector
underdeveloped markets in  activities and underdeveloped markets in several LDCs are major business
several LDCs are major impediments, increasing the “extraordinarily high costs of searching, screening,
business impediments. and deterring opportunism” (Biggs and Shah, 2005: 7). Firms create
“architectures of relational contracts that substitute for failed or non-existent
formal institutions and economize on search and screening costs” (Biggs and

The lack of formal market

Shah, 2006: 6). But it has been observed in Africa that these business networks
are often organized around ethnicity (Ranja, 2003; Mengistae, 20071;
Ramachandran and Shah, 1999; Fafchamps, 1999). The business networks
provide support for the “insiders”, but make it difficult for “outsiders” to enter
particular activities or markets.

While relying on ethnic or cultural networks is a common strategy
worldwide, exclusive dependence on such networks cannot be an adequate

substitute for an appropriate institutional environment that can support and

An important obstacle to generate productive entrepreneurship. Prevailing investment patterns suggest

growth identified in the firm- th.at muF:h inves.tment finance in Africa is derived frorn fa.mily sources, thergby

. reinforcing ethnically or culturally based entrepreneurial links. Almost exclusive

level studies was the : : : o o

had te si fih Lot reliance on ethnic networks in providing resources for productive investment

ina eque.l € S’Z? of the Market  .an be unreliable and insufficient. Networks can also limit competition and lead
and an inelastic demand for o ynproductive entrepreneurial activities.'

the output of many firms.
An important obstacle to growth identified in the firm-level studies was the

inadequate size of the market and an inelastic demand for the output of many
firms. This can in turn impose a major constraint on investment in SMEs, which
is reinforced by scarcity of credit (Van Biesebroeck, 2005). Exports can provide
only a partial solution to lack of demand by expanding the potential market and
facilitating the repayment of (trade) credit (Van Biesebroeck, 2005).
Unsurprisingly, smaller firms have a much lower propensity to export than larger
firms. However, larger firms may face particularly daunting obstacles in
expanding abroad. In the first place, wages appear to be higher in larger firms

than would be expected from a skill premium. To remain competitive would
require productivity to rise equally strongly with firm size. However, this does
Many larger firms in LDCs ot often appear to be the case. The squeeze on firms can become even larger
do not appear capable of in the face of high infrastructure costs. Indeed, high transaction costs appears to
expanding beyond the size be a major bottleneck in many poor countries. From this perspective, many

threshold needed to become larger firms in LDCs do not appear capable of expanding beyond the size
competitive on world threshold needed to become competitive on world markets.

markets.
2. FIRM HETEROGENEITY AND THE PRODUCTIVITY DIVIDE

BETWEEN SMALL AND LARGE FIRMS

Data on enterprise performance within LDCs can be obtained from
Investment Climate Assessments for: Bangladesh, Benin, Bhutan, Cambodia,
Eritrea, Mali, Madagascar, Mozambique, Nepal, the United Republic of
Tanzania, Uganda, and Zambia.? These indicate major weaknesses in the
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average economic performance of firms in both African and Asian LDCs. Within
African LDCs, capacity utilization rates are relatively low by international
standards — generally ranging from 50 to 60 per cent, although Senegal is higher
(see chart 46). Capital intensity tends to be high, although capital productivity
tends to be relatively low (particularly in the cases of Eritrea and Zambia). This
may be due to a combination of factors, most notably the age and quality of
capital equipment. Enterprises also operate with relatively high unit labour

costs.? In the United Republic of Tanzania, Uganda, and Zambia, for example,
average unit labour costs for all firms included in the surveys were 0.39, 0.39
and 0.41 US dollars as against 0.32 and 0.27 US dollars in China and India ~ The most striking feature of
respectively (World Bank, 2004a: table 2.6). In Asian LDCs, capacity utilization  the enterprise performance
rates are similar to those in African LDCs in both Bhutan and Nepal, although 5 the LDCs is the high level
they are higher in Bangladesh. Median investment rates are also below
estimated depreciation rates in Bhutan and Nepal, a fact which indicates that
the capital stock is being depleted faster than it is being replaced.*

of firm heterogeneity.

However, the most striking feature of the enterprise performance in the
LDCs is the high level of firm heterogeneity, which has been identified as a key
finding from the RPED studies in Africa (Bigsten and Soderbom, 2005) as well as
in the Investment Climate Assessment Surveys in Asia. Firm heterogeneity means
that, within the overall performance, there is much variety in outcomes and
some firms are doing much better than others, both within and between sectors.
In African LDCs, foreign ownership, export orientation and education of
enterprises’ managers have significant impacts on productivity measures,
investment rates and turnover. Foreign-owned firms and exporting firms tend to
perform better than domestically-owned firms and those which do not export. In

CHART 46. CAPACITY UTILIZATION IN FORMAL MANUFACTURING SECTOR ENTERPRISES IN SELECTED LDCs
(Median, percentage of total production capacity)
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Source: Based on Eifert, Gelb and Ramachandran (2005).

Note:  This chart uses Investment Climate Assessment data for surveys conducted from 2000 to 2004.
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Asian LDCs, there are also wide disparities in productivity performance between
export sectors and non-export sectors, with firms in export sectors performing
substantially better in terms of sales growth, investment growth and employment
growth in comparison with non-exporting firms.

A recurrent finding with regard to the heterogeneity of firm performance is
that large firms tend to be more productive than small firms on measures of
labour productivity, capital productivity and total factor productivity (Mazumdar
and Mazaheri, 2003; Van Biesebroeck, 2005; Mead and Liedholm, 1998).
Large firms tend to be more  Table 48 provides an overview of value-added per employee, a frequently used
productive than small firms — measure of labour productivity, as well as capital/worker, a measure for capital
intensity for selected LDCs, based on the World Bank’s Investment Climate
Assessments, which measure mainly manufacturing firm performance across
several countries using survey data. The table shows that in all the countries
o labour productivity in medium-sized firms is higher than in small firms, and that
productivity. in all countries except Bangladesh and Eritrea, labour productivity in large firms
is also higher than in small firms. Labour productivity in the large firms is
between 50 per cent and almost four times higher than in the small firms,
although in five out of the eight cases labour productivity in medium-sized firms
is higher than in large firms. This reversal of the pattern is even stronger with
regard to labour productivity differences between the large and very large firms
— labour productivity is only higher in the very large firms in the United Republic
of Tanzania and Zambia. Capital per worker also increases between small and
large firms in all countries in the sample except Bangladesh. As with labour
productivity differences, the very large firms may or may not have greater capital
per worker than the large firms (see table 48).

on measures of labour
productivity, capital
productivity and total factor

TABLE 48. NET VALUE-ADDED PER WORKER AND CAPITAL PER WORKER, BY FIRM SIZE, IN SELECTED LDCs
(Median in dollars)

Net value-added per worker? Capital per worker
Small Medium Large Very large Small Medium Large  Very large
Bangladesh 1300 1650 1200 1150 1450 1650 800 1150
Eritrea 2450 5450 2 000 1 600 17 700 52 050 52 650 14 500
Ethiopia 550 750 1050 650 2 450 3750 4 600 4 400
Mozambique 1250 2 800 2 200 . 6 200 5600 12 250 .
Senegal 7 500 17 100 15 600 14 500 6 900 11 300 11 950 1 000
Uganda 1 000 1 600 4 800 950 1550 4 700 8 850 1050
United Rep. of Tanzania 1850 4 200 3 400 6 800 5900 4750 13 250 13 150
Zambia 800 950 1250 2500 9 650 14 000 6 700 13 750

Source: Based on Eifert, Gelb and Ramachandran (2005).

Note:  This table is based on Investment Climate Assessment surveys conducted from 2000 to 2004.
a Net value-added is the gross value of sales minus the cost of raw materials and estimated indirect costs of production.
For definition of indirect costs of production, see source.

3. LINKAGES BETWEEN INFORMAL AND FORMAL ENTERPRISES

The limitations of the skewed size distribution of enterprises is manifested
through the lack of linkages between large firms and formal SMEs and also
between formal sector and informal sector enterprises.

Once again there are few data on these phenomena. However, table 49
provides some evidence on the extent of linkages between formal sector and
informal sector enterprises in the capital cities of six West African LDCs —
Bamako, Cotonou, Dakar, Lomé, Niamey and Ouagadougou in 2000 and 2001
(Brilleau et al., 2005). This shows that:
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TABLE 49. LINKAGES OF INFORMAL SECTOR ENTERPRISES WITH FORMAL SECTOR ENTERPRISES
IN THE CAPITAL CITIES OF SELECTED WEST AFRICAN LDCs

Cotonou Ougadougou  Bamako Niamey Dakar Lomé Average
(Benin)  (Burkina Faso) (Mali) (Niger) (Senegal) (Togo)
Source of raw material inputs of the informal sector (% of the total value of raw material inputs).
Formal commercial 27.4 14.8 14.0 4.3 9.8 7.1 12.9
Informal commercial 62.1 76.5 83.1 90.0 79.9 85.6 79.5
Others 10.5 8.7 2.8 5.7 10.3 7.3 7.6
Users of output produced by informal sector (% sales revenue)
Formal sector 10.2 10.3 6.8 3.7 8.2 6.8 7.7
Informal sector 30.3 22.0 25.8 12.6 10.2 17.6 19.8
Households 56.4 67.6 66.4 82.7 81.2 73.7 71.3
Foreigners 3.1 0.1 1.0 1.0 0.4 1.9 1.3
Major sources of competition for the informal sector (% total informal sector enterprises)
Formal commercial 3.2 4.2 7.9 6.2 3.7 4.1 4.9
Formal non-commercial 6.8 2.6 4.9 3.4 3.1 3.0 4.0
Informal commercial 61.7 57.6 64.3 71.5 57.8 66.9 63.3
Informal non-commercial 24.6 15.9 23.0 18.7 22.1 14.8 19.9
Other 3.7 19.8 0.0 0.0 13.3 11.3 8.0

Source: Based on Brilleau et al. (2005).
* There are few backward linkages from informal sector enterprises to

formal sector enterprises. On average, only 12.9 per cent of the material
inputs of the informal sector enterprises in these cities was procured
from formal sector enterprises. In five of the six cities less than 15 per
centof the material inputs were procured from formal sector enterprises.
But Cotonou stands out as an exception, with 27 per cent of the material
inputs of informal sector enterprises procured from formal sector
enterprises. The limitations of the skewed

* The outputs of informal sector enterprises are generally not sold to /%€ distribution of enterprises
formal sector enterprises. On average, only 7.7 per cent of the sales of IS manifested through the lack
informal sector enterprises are to formal sector enterprises. The highest of linkages between large
share of sales to formal sector enterprises is in Cotonou and Ouagadougou firms and formal SMEs and
(10.2 per cent and 10.3 per cent respectively).

also between formal sector
* Formal sector and informal sector enterprises do not compete. In all and informal sector
countries, less than 13 per cent of informal sector enterprises identify enterprises.
formal sector enterprises as a source of competition. On average, 83.2
per cent of informal sector enterprises identify other informal sector
enterprises as their competitors.

These results suggest a segmented production system in which there are
weak linkages between different types of enterprises and also little competition
amongst them. However, there may be positive consumption linkages between
the growth of formal sector enterprises and the incomes of those working in
them, and demand for output of informal sector enterprises from households.

Evidence in Burkina Faso shows that in particular localities, the growth of the Not all informal sector
formal and informal sectors was positively correlated (Grimm and Ganther, enterprises are subsistence
2005).

SMEs, but some are growth-

Not all informal sector enterprises are subsistence SMEs; some are growth- oriented.

oriented. In this regard, Ranis and Stewart (1999) usefully differentiate between
traditional and modernizing informal sector enterprises. The former have very
low capitalization, low labour productivity and low incomes, very small size
(three or fewer workers) and static technology. The latter are more capital-
intensive, usually larger in size (as many as 10 workers) and have more dynamic
technology. It is this segment of the informal sector which is part of what
Albaladejo and Schmitz (2000) call “growth-oriented SMEs”. The modernizing
informal sector enterprises are likely to be more closely linked to formal sector
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enterprises. They produce consumer goods which may compete with formal
sector goods, as well as intermediate products and simple capital goods which
meet the informal sector needs but also partly respond to the demands of the
formal sector. Within the informal sector it is these enterprises which have the
potential to become firms in the formal sector.

Within dynamic Asian economies it is apparent that these types of informal
enterprises have played an important economic role (Ranis and Stewart, 1999,
and see also the next chapter). But it is difficult to say how important they are
within the LDCs.

C. Domestic financial systems

1. THE CHANGING POLICY ENVIRONMENT

The nature of the domestic financial systems is critical for the processes of
enterprise development and the development of productive capacities in the
LDCs. This is widely recognized and after achieving their political
independence, many LDCs sought to establish development finance institutions
and targeted credit schemes. These were often funded and assisted by foreign
aid agencies, and designed to provide credit to priority sectors or specialized
concessionary services in rural areas. Governments played a major role in
determining credit flows through a system of subsidies, interest-rate ceilings,

policy-based credit allocation, high reserve requirements and restricting entry
In the economic crises during into banking and capital account transactions (UNCTAD, 1996).

the late 79705, and early These financial policies were often unsuccessful and hindered the
1980s, the inherent development of financial institutions. As Nissanke (2001: 347) has put it with
weaknesses of LDCs financial regard to Africa, in terms which are relevant for African LDCs, “Commercial
institutions were further viability was largely prevented by the dictates of government policy objectives
exposed and the response and political goals. This history of political interference undoubtedly impaired
was to switch from a policy their risk-handling capacity. Banks failed to develop the capacity for risk
assessment and for monitoring loan portfolios, and savings mobilization was not
actively pursued. There was neither active liquidity and liability management
nor any incentive to increase efficiency, often resulting in increased costs for
financial intermediations. Financial repression discouraged banks from investing

of financial repression to
financial liberalization.

in information capital, crucial for the development of financial systems. In
dealing with the idiosyncratic risks of private borrowers, banks were burdened
by problems caused by costly and imperfect information — adverse selection,
moral hazard and contract enforcement”.

In the economic crises which most LDCs faced in the late 1970s and early
1980s, the inherent weaknesses of financial institutions were further exposed
and the response was to switch from a policy of financial repression to financial
liberalization, usually as part of stabilization and structural adjustment
programmes. There are no systematic data on the extent of this process of
financial policy reform. But available data show that Bangladesh, Burundi,
Madagascar, Malawi, Nepal, Sierra Leone and the United Republic of Tanzania
initiated their financial liberalization process in the second half of the 1980s
whereas Haiti, Uganda and Zambia proceeded in the first half of the 1990s
(Glick and Hutchinson, 2002). These trends are indicative of a broader
movement. Gelbard and Leite (1999), for example, provide data on the status of
financial liberalization in 24 LDCs, which indicate that 23 had “repressed”
financial systems in 1987, whilst only 4 had such systems in 1997.
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Financial liberalization aimed at enhancing the efficiency of financial
intermediation and strengthening financial regulation (i.e. reducing the
allocative regulation of financial markets), thus targeting increases in deposits
(savings mobilization), in the quality of the investment portfolio and in economic
growth. The main policy components of financial liberalization in LDCs included
reform and liberalization of interest rates, introduction of market-based
instruments of money markets (i.e. a switch from direct monetary-policy
instruments such as interest rate controls and credit ceilings to indirect monetary
instruments such as auction of treasury bonds), removal of sectoral credit
directives and of restrictions on the types of activities financial institutions can
undertake, liberalization of restrictions on the entry of private-sector and/or
foreign institutions into domestic financial markets, privatization of government-
owned financial institutions and restructuring/liquidation of banks (UNCTAD,
1996).

The financial reforms have contributed to somewhat increased competition
within the financial sector and to the establishment of a more prudential
regulation system. However, although the pace and extent of financial
liberalization differ greatly from country to country, the evidence, which will be
discussed below, suggests that the introduction of market-oriented policies
within the financial sector of LDCs did not bring about the expected benefits.
The LDC financial sector not only remained undiversified, bank-dominated and
weakly competitive, but also developed an alternative mode of credit rationing
focusing on short-term profitability instead of long-term productive investment.
In other words, the LDC financial sector, and the banking sector in particular,
did not act as an engine for private sector development in the aftermath of
financial liberalization. Financial liberalization simply failed to promote
productive investment in LDCs, as reflected by the poor delivery of credit to the
private sector and to SMEs in particular. In the context of high information
asymmetry, weak contract enforcement, weak capacity to monitor and assess
risk, and a tradition of weak loan repayment, the behaviour of formal lenders is
by and large dominated by an extremely high perception of risk, at the expense
of enterprise development and employment creation.

2. TRENDS IN FINANCIAL INTERMEDIATION

This section shows the evidence of trends in financial intermediation in LDCs
since the early 1980s. For comparative purposes, the trends in low- and middle-
income countries or in other developing countries are also presented.

The first general indicator of financial depth is the level of monetization.®
Data show that the monetization level prevailing in the group of LDCs still lags
far behind that of the group of other developing countries. In the group of LDCs,
the M2 to GDP ratio increased by only six percentage points between 1986 and
2003. In contrast, the same ratio increased by 43 percentage points in the
group of other developing countries over that period. In 2003, money supply
did not reach 31 per cent of GDP in LDCs as compared with almost 80 per cent
of GDP in the group of other developing countries, with the share of interest-
bearing and longer-maturity holdings to GDP being almost three times lower in
LDCs (18 per cent) than in other developing countries (51 per cent). As a result,
in 2003 the LDC ratio of M2 to GDP was still lower than the one displayed by
the group of other developing countries in the early 1980s. The trends in the
monetization level of the LDCs tend to indicate that, on average, financial
deepening did not occur in this group of countries in the aftermath of financial
liberalization. As outlined in box 18, there were distinct patterns of monetization

The introduction of market-
oriented policies within the
financial sector of LDCs did
not bring about the expected
benefits.

The trends in the
monetization level of the
LDCs tend to indicate that,
on average, financial
deepening did not occur in
this group of countries in the
aftermath of financial
liberalization.
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Box 18. LEVEL AND STRUCTURE OF MONETIZATION IN LDCs

Trends in the monetization structure' of both LDCs and other developing countries show that since the mid-1980s a
growing proportion of money supply has been in the form of quasi-money (see box chart 6). The share of quasi-money
first exceeded that of money (M1) in 1993 in the group of LDCs as compared with as from 1986 in the group of other
developing countries, thus indicating that in the period preceding the implementation of financial reforms the LDC
economies were already at a much earlier stage of financial development than the group of other developing countries.
In 2003, however, the structure of monetization of both LDCs and other developing countries was comparable to that
of the group of developed countries, with quasi-money contributing to 60 to 65 per cent of total money supply in all
three groups of countries. In disaggregating the group of LDCs by region, data show that these results have mainly been
driven by Asian LDCs. In African LDCs, despite an increasing trend in the proportion of quasi-money, the share of M1
was in 2003 still higher than that of quasi-money. This observation may simply indicate that, on average, improvements
in the use and delivery of financial services were much slower in African LDCs than in Asian LDCs in the aftermath of
financial liberalization.

Box CHART 6. THE STRUCTURE AND LEVEL OF MONETIZATION IN LDC SUBGROUPS AND
IN OTHER DEVELOPING COUNTRIES, 1986—-2003

( Percentage of GDP)
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Source: UNCTAD secretariat estimates based on World Bank, World Development Indicators 2005, CD-ROM.
Note:  Calculations are based on a group of 36 LDCs and 63 other developing countries.

As shown in box chart 6, in disaggregating the group of LDCs by region, it is seen that the average monetization level of
Asian LDCs almost doubled from 20 per cent of GDP to 38 per cent of GDP between 1986 and 2003 as the main result
of an increase in their ratio of quasi-money to GDP, which almost tripled between the same years. In contrast, in the
group of African LDCs, the ratio of M2 to GDP was lower in 2003 (24 per cent of GDP) than in 1986 (26 per cent). This
apparent demonetization process is attributed to a sluggish increase in the ratio of quasi-money to GDP (3.9 percentage
points only between 1986 and 2003), which has not been sufficient to offset the concomitant decline in the ratio of M1
to GDP (-5.7 percentage points). In fact, the ratio of quasi-money was about twice as high in Asian LDCs (12.4 per cent
of GDP) as in African LDCs (6.5 per cent of GDP) in 1986 and three times higher in 2003. According to Brownbridge
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Box 18 (contd.)

and Gayi (1999), the better performance of Asian LDCs in enhancing financial depth relative to African LDCs may be
attributable, at least in part, to the relatively greater macroeconomic stability prevailing in those countries, that is, lower
inflation rates and higher real deposit rates. Data show that, on average, inflation rates were higher in African LDCs than
in Asian LDCs in the late 1980s but not in the early 2000s.2 With regard to island LDCs, data indicate that this group of
countries showed an increase in their ratio of both quasi-money and money to GDP between 1986 and 2003. Their fi-
nancial depth even appeared consistently higher than that of the group of Asian LDCs throughout the 1986-2003 pe-
riod, although lower than that of the group of other developing countries.

These results tend to highlight the fact that despite an encouraging change in the LDCs’ structure of monetization to-
wards a relatively greater reliance on time and savings deposits, the financial depth of the group of LDCs compares par-
ticularly unfavourably with that of the group of other developing countries. The latter group of countries has showed
substantial progress in their financial depth since the mid-1980s, while progress has been extremely sluggish in the
group of LDCs and in African LDCs in particular. Such trends are significant as it has been estimated that a 10 per cent
point increase in the M2/GDP ratio would increase GDP per capita growth by 0.2 per cent to 0.4 percentage points
(World Bank, 1994: 22). The apparent demonetization of African LDCs in the aftermath of financial reforms is particu-
larly preoccupying. In fact, with regard to the 22 African LDCs for which data are available, the level of monetization
decreased in 10 and stagnated in 8 between 1986-1993 and 1996-2003. Weak monetization levels are a common
feature of subsistence-oriented economies, where the main form of savings is often physical assets (commodity holdings)
and where part of the agricultural sector is non-monetized. In those economies, monetization requires the economic

development of rural areas (Akytiz, 1992).3
" For definition see footnote 5 in the text.

liquidation of commodity stocks.

2 In excluding Angola and the Democratic Republic of the Congo, two outliers, LDC data on inflation (based on the GDP
deflator) are available for 39 LDCs in the periods 1986-1990 and 1999-2003, including 31 African LDCs and 5 Asian
LDCs. Using simple averages, calculations show that inflation rates decreased from 22 per cent to 8 per cent in African
LDCs and from 18 per cent to 14 per cent in Asian LDCs. In island LDCs, inflation rates decreased from 12 per cent to 5
per cent between the same periods. In comparison, inflation rates averaged 14 per cent in 1986-1990 in the group of
other developing countries (in excluding four outliers, namely Argentina, Brazil, Nicaragua and Viet Nam) and decreased
to 8 per cent in 1999-2003, which is the same level as the one displayed by African LDCs.

3 The author also notes that interest policies such as increases in deposit rates cannot bring about monetization through the

in African, Asian and island LDCs, with a process of demonetization (reduction
in the level of monetization) occurring in the African LDCs since 1986.

Interest rate spreads (the difference between deposit and lending interest
rates) are used as a proxy for financial intermediation efficiency. Available data
suggest that (i) the interest spread increased in the LDCs, while it decreased on
average in the group of other developing countries, and that (ii) the interest
spread remained consistently larger in LDCs than in other developing countries
(see table 50). High interest spreads generally indicate the presence of high
operating costs (including in particular high overhead costs commonly related to
the low productivity and the overstaffing of banks), a poorly performing loan
portfolio (reflecting a weak culture of repayment), a weakly competitive banking
sector and a weak lending environment. According to McKinley (2005), large
interest spreads may also imply that commercial banks charge large profit rates
on disbursed loans so as to compensate for a low volume of loan disbursement.
High profit margins on lending, which reflect high risk premiums charged, weak
market infrastructure and weak enforcement of creditor rights, are also
indicative of the weak intensity of competition (Cihak, M. and Podpiera, 2005).°

Financial liberalization was accompanied by a lowering of domestic bank
reserve requirements. Accordingly and as shown in chart 47a, the bank liquid
reserves to bank assets ratio, which has constantly been higher in LDCs than in
the group of low- and middle-income countries since the 1980s, experienced a
declining trend during the 1990s in both groups of countries. This decline was
accompanied by an increase in the GDP ratio of domestic credit provided by
banks in the group of low- and middle-income economies, but by a decrease in
the same ratio in the group of LDCs (chart 47b). As shown in table 51, between

During the 1990s, interest
rate spreads, commonly used
as a proxy for financial
intermediation efficiency,
increased in the LDCs, while
they decreased on average
in the group of other
developing countries.
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TABLE 50. LENDING INTEREST RATES AND INTEREST RATE SPREAD IN LDCs AND IN OTHER DEVELOPING COUNTRIES,
1990-1993 aNnD 2000-2003

(Average in percentage)

Lending interest rate Interest rate spread
1990-1993 2000-2003 Change 1990-1993 2000-2003 Change

(a) (b) (b-a) (@ (b) (b-a)
Bangladesh 15.5 15.8 0.4 4.8 7.6 2.8
Cape Verde 10.0 12.7 2.7 6.0 8.2 2.2
Central African Republic 18.0 19.7 1.7 10.4 14.7 4.3
Chad 18.0 19.7 1.7 10.4 14.7 4.3
Equatorial Guinea 18.0 19.7 1.7 10.4 14.7 4.3
Ethiopia 8.5 9.6 1.1 4.7 4.8 0.1
Gambia 26.5 24.0 -2.5 13.7 11.4 -2.3
Guinea 24.3 19.4 -4.9 2.9 11.9 9.0
Lao PDR 25.8 29.5 3.7 8.5 21.7 13.2
Lesotho 18.6 16.7 -1.9 7.5 11.7 4.2
Madagascar 25.3 25.3 0.0 5.1 12.7 7.6
Malawi 23.1 52.2 29.1 7.4 21.8 14.4
Mauritania 10.0 21.0 11.0 3.8 13.0 9.3
Myanmar 8.0 15.1 7.1 -4.2 5.5 9.7
Nepal 14.4 8.6 -5.9 0.6 3.2 2.6
Samoa 13.2 10.1 -3.1 6.1 4.6 -1.6
Sao Tome and Principe 32.8 36.9 4.1 2.5 21.1 18.6
Sierra Leone 55.5 23.2 -32.3 13.0 14.8 1.8
Solomon Islands 18.8 16.0 -2.8 8.1 14.6 6.6
Uganda 36.5 20.9 -15.6 -10.4 12.5 22.8
United Rep. of Tanzania 31.0 18.2 -12.8 7.8 13.6 5.8
Vanuatu 16.9 8.0 -8.9 11.0 6.8 -4.2
Zambia 67.7 42.7 -25.0 32.2 20.5 -11.7
LDCs 23.3 21.1 -2.2 7.1 12.4 5.4
Other developing countries 42.8 16.2 -26.6 19.4 8.3 -11.1

Source: UNCTAD secretariat estimates based on World Bank, World Development Indicators 2005, CD-ROM.
Note:  Averages are simple averages based on a group of 23 LDCs and 64 other developing countries.

1990-1993 and 2000-2003, the bank liquid reserves to bank assets ratio
declined in 29 out the 42 LDCs for which data are available, while the ratio of
domestic credit provided by banks decreased in 60 per cent of them (as
compared with 24 per cent of them in the group of other developing countries).

Another traditional indicator of financial intermediation is the GDP ratio of
domestic credit to the private sector. This variable is supposed to capture the
Between 1980 and 2003, effective re-channelling of financial deposits/savings to the private sector
whereas the ratio of domestic through loan disbursements.” Chart 47c shows that between 1980 and 2003,
credit to the private sector whereas the ratio of domestic credit to the private sector doubled from 30 per
doubled from 30 per cent to cent to almost 60 per cent in the group of low- and middle-income countries, it
stagnated at around 14-15 per cent in the group of LDCs. Data show that even
the highest-ranked LDC, namely Cape Verde, in which domestic credit to the
) T private sector averaged 37 per cent of GDP in 2003, did not reach the average
income countries, it stagnated |eye| displayed by the group of low- and middle-income countries the same
in the group of LDCs. year. Those preliminary observations clearly indicate that on average and
despite the implementation of financial reforms, domestic financial institutions
failed to act as an engine for private sector development in the group of LDCs.
As shown in table 52, the GDP ratio of domestic credit to the private sector
increased from 12 to 15 per cent for the group of LDCs, but slightly declined in
19 out of the 33 LDCs for which pre-reform and post-reform data are available.
With the exception of one country, namely the Solomon Islands, all of the 19
countries were African LDCs. In contrast, the same ratio increased in the five
Asian LDCs for which data were available. According to Thisen, (2004), “[In

almost 60 per cent in the
group of low- and middle-
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CHART 47. SELECTED INDICATORS OF FINANCIAL DEPTH IN LDCs AND LOW-
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Africa] the one thing that industry and commerce lacked was a sufficient supply

of money. Bankers, who were the only source of money, deliberately refused
loans to industry, commerce and agriculture”.

Although provision of domestic credit is very low in the LDCs, banks’
portfolios are characterized by a high incidence of liquidity. In 2000-2003, the
bank liquid reserves to bank assets ratio exceeded 11.4 per cent (the rate
displayed by the group of low- and middle-income countries) in 32 out of the 45
LDCs for which data are available (see table 51).8 Moreover, the coexistence of a

UNCTAD secretariat estimates based on World Bank, World Development Indicators, online data, May 2005.

Domestic financial institutions

failed to act as an engine for

private sector development in
the group of LDCs...

situation of high liquidity and scarce bank domestic credit reveals that any
intervention on bank reserve requirements to improve access to credit is
expected to fail. Chart 48 shows that in 1999-2003 in the LDCs, the bank liquid
reserves to bank assets ratio was invariably associated with a low level in the

GDP ratio of domestic credit to the private sector. In contrast, in the group of
other developing countries, relatively lower bank liquidity ratios were

accompanied by relatively higher levels in the GDP ratio of domestic credit to
the private sector.

It has often been argued that the weak level of domestic credit to the private

Yet banks” portfolios are
characterized by a high
incidence of liquidity.

sector is explained by the crowding-out effect of credit disbursed to the public
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TABLE 51. RATIO OF BANK LIQUID RESERVES TO BANK ASSETS AND DOMESTIC CREDIT PROVIDED BY BANKING SECTOR
IN LDCs AND IN LOW- AND MIDDLE-INCOME COUNTRIES, 1990-1993 AnD 2000-2003

Ratio of bank liquid reserves Domestic credit provided
to bank assets (%) by banking sector (% of GDP)
1990-1993 2000-2003 change 1990-1993 2000-2003 change
(a) (b) (b-a) (@ (b) (b-a)
Cape Verde 147.8 20.0 -127.8 44.8 67.6 22.8
Dem. Rep. of the Congo 109.5 7.5 -102.0 18.5 1.1 -17.4
Yemen 113.3 18.8 -94.4 56.8 3.1 -53.7
Myanmar 88.2 20.9 -67.3 38.2 33.6 -4.6
Samoa 72.5 11.4 -61.1 0.3 24.6 243
Bhutan 107.0 58.6 -48.4 7.3 7.2 0.0
Mali 65.4 17.2 -48.1 12.9 16.0 3.2
Benin 60.7 16.8 -43.9 14.9 7.1 -7.8
Haiti 83.1 40.9 -42.2 33.7 35.0 1.2
Togo 51.7 11.4 -40.4 23.4 18.8 -4.6
Niger 42.4 16.4 -26.0 14.6 8.7 -5.9
Sudan 50.5 25.9 -24.6 18.7 9.8 -8.9
Sierra Leone 33.2 10.0 -23.2 19.2 50.5 31.4
Burkina Faso 26.3 8.2 -18.1 9.9 13.5 3.6
Mozambique 30.4 13.5 -17.0 10.9 12.7 1.8
Ethiopia 26.0 12.6 -13.3 529 61.0 8.1
Lesotho 22.9 10.7 -12.2 20.4 6.0 -14.4
Liberia 70.8 60.2 -10.6 587.5 177.2 -410.2
Mauritania 13.0 3.9 -9.1 50.6 -4.4 -55.0
Zambia 24.7 17.6 -7.1 62.3 51.9 -10.4
Uganda 15.9 11.1 -4.8 14.9 12.7 -2.2
Rwanda 14.8 10.3 -4.4 15.8 12.6 -3.2
Gambia 16.2 12.2 -4.0 4.8 20.8 16.0
Bangladesh 12.7 8.8 -3.9 22.9 38.1 15.2
Malawi 25.4 22.4 -3.0 24.2 18.3 -5.9
Guinea-Bissau 31.3 29.5 -1.8 27.9 15.2 -12.8
Burundi 5.8 4.0 -1.8 21.7 34.2 12.5
Senegal 13.3 12.3 -1.0 32.6 23.7 -8.9
Maldives 54.1 53.4 -0.6 33.4 38.3 4.9
Central African Republic 1.9 2.6 0.7 13.9 12.9 -0.9
Djibouti 1.1 2.3 1.2 46.9 31.2 -15.6
Vanuatu 3.9 6.3 2.4 29.0 43.3 14.3
United Rep. of Tanzania 6.8 13.7 6.9 31.6 9.9 -21.7
Madagascar 13.8 21.2 7.4 28.9 16.9 -12.0
Nepal 11.5 20.2 8.6 28.3 43.2 14.9
Guinea 8.6 22.0 13.4 6.2 11.3 5.2
Chad 2.9 16.4 13.5 13.1 11.6 -1.5
Lao PDR 12.7 27.4 14.7 6.4 12.1 5.7
Solomon Islands 4.7 20.9 16.1 36.0 36.8 0.8
Equatorial Guinea 14.9 43.6 28.7 41.8 1.4 -40.4
Cambodia 2.9 56.5 53.6 5.1 6.4 1.3
Comoros 18.2 73.1 54.9 20.1 12.3 -7.8
Angola . 15.9 . . -0.9
Eritrea . 27.7 . . 153.7
Sao Tome and Principe . 64.0 . . 11.3
LDCs 21.5 15.4 -6.1 27.1 23.1 -4.0
Low- and middle-income
countries 14.9 11.4 -3.5 62.0 72.5 10.5

Source: UNCTAD secretariat estimates based on World Bank, World Development Indicators 2005, CD-ROM.



Institutional Weaknesses: Firms, Financial Systems and Knowledge Systems @

TABLE 52. DOMESTIC CREDIT TO PRIVATE SECTOR IN LDCs AND IN LOW- AND MIDDLE-INCOME COUNTRIES, 1980-1984
AND 1999-20032

( Average, percentage of GDP)

1980—-1984 1999-2003 Change

(€] (b) (b-a)
Mozambique 59.8 8.6 -51.3
Senegal 41.7 19.3 -22.4
Benin 28.2 12.1 -16.1
Niger 17.2 4.7 12,5
Zambia 19.6 7.2 -12.3
Solomon Islands 30.8 19.0 -11.7
Togo 25.0 14.7 -10.2
Gambia 23.8 13.8 -10.0
Madagascar 18.6 9.0 -9.6
Sudan 12.9 3.4 -9.5
Chad 12.6 3.8 -8.8
Central African Republic 12.5 5.1 -7.4
Liberia 8.6 3.8 -4.9
Sierra Leone 6.8 3.0 -3.8
Mauritania 31.9 28.3 -3.6
Comoros 13.5 10.7 -2.9
Mali 19.6 18.0 -1.6
Dem. Rep. of the Congo 2.2 0.8 -1.5
Burkina Faso 13.3 12.4 -0.9
Haiti 16.0 16.6 0.6
Lesotho 12.1 12.8 0.7
Maldives 20.8 22.4 1.6
Uganda 3.3 6.5 3.1
Rwanda 6.1 10.2 4.1
Myanmar 5.3 10.4 5.1
Malawi 2.3 8.3 6.0
Vanuatu 33.9 40.0 6.1
Bhutan 2.6 9.8 7.2
Ethiopia 13.8 27.8 13.9
Burundi 11.2 25.6 14.5
Bangladesh 8.3 26.5 18.2
Nepal 8.6 29.8 21.2
Samoa 7.8 32.3 24.5
Angola . 3.7
Cambodia . 6.7
Cape Verde . 33.0
Djibouti . 26.8
Equatorial Guinea . 3.3
Eritrea . 32.8
Guinea . 3.9
Guinea-Bissau . 4.6
Lao PDR .. 8.4
Sao Tome and Principe . 9.6
United Rep. of Tanzania . 5.6
Yemen .. 5.9
LDCs 12.3 14.7 2.5
Low- and middle-income countries 34.8 53.9 19.1

Source: UNCTAD secretariat estimates based on World Bank, World Development Indicators 2005, CD-ROM.
a The1980-1984 period is a pre-reform period for many LDCs; the 1999-2003 period is a post-reform period for many LDCs.
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CHART 48. BANK LIQUIDITY AND DOMESTIC CREDIT TO THE PRIVATE SECTOR IN LDCs
AND OTHER DEVELOPING COUNTRIES, 1999-2003
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Source: 'UNCTAD secretariat estimates based on World Bank, World Development Indicators 2005, CD-ROM.
Note:  Data are available for 119 developing countries, including 44 LDCs.

sector (which comprises credit to central government, local government and
public enterprises) to finance the public deficit resulting from weak
macroeconomic management (Nissanke, 2001). According to the IFS/IMF
database (see table 53), claims on public entities absorb a significantly larger
share of bank credit in the LDCs than in the group of other developing countries,
a fact which may lead to the premature conclusion that the crowding-out effect
of loans to the public sector is more pronounced in the LDCs than in other
developing countries. Claims on public entities absorbed 39 per cent of total
bank credit in the LDCs in 1990-1993 as compared with 24 per cent in the
group of other developing countries in the same period. In 2000-2003 this ratio
decreased to 34.5 per cent in the group of LDCs and to 18 per cent in the group
of other developing countries. In both country groups the reduction in the
contribution of credit to the public sector to total bank credit results from the
reduction in the volume of such credit during the 1990s as part of stabilization
reforms.

Although the contribution of bank credit to the public sector to total bank
domestic credit was significantly higher in LDCs than in other developing
countries, it is important to note that as a proportion of GDP, bank credit to the
public sector was slightly lower in LDCs than in other developing countries (see
table 53). Data also show that the GDP ratio of bank credit was consistently
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TaBLE 53. CLAIMS IN LDCs AND OTHER DEVELOPING COUNTRIES, BY BORROWER STATUS,1990-1993 anD 2000-2003

(Percentage)
Period % Bank credit %GDP
Other Other
LDCs developing LDCs developing
countries countries
Claims on public entities 1990-1993 38.7 24.3 10.0 11.6
Claims on private sector 1990—-1993 59.9 72.2 15.5 34.6
Bank credit 1990-1993 100.0 100.0 25.9 47.9
Claims on public entities 2000—2003 34.5 18.0 8.3 9.6
Claims on private sector 2000—2003 64.9 78.0 15.6 41.4
Bank credit 2000-2003 100.0 100.0 24.0 53.0

Source: UNCTAD secretariat estimates based on IMF, International Financial Statistics March 2005, and World Bank, World
Development Indicators 2005, CD-ROM.

Notes:  The sum of claims on public and private sectors does not equal total bank credit. The residual may represent claims on
financial institutions.
Averages are simple averages based on a group of 35 LDCs and 63 other developing countries.

smaller in LDCs than in other developing countries. This is largely due to the
smaller level of domestic credit to the private sector prevailing in the LDCs than
in the group of other developing countries. In comparing trends in bank credit
provided to the public and the private sectors, it appears that as a proportion of
GDP, claims on public entities decreased by the same level in the LDCs than in
the group of other developing countries (around two percentage points)
between 1990-1993 and 2000-2003. Interestingly, however, this decrease was
accompanied by a strong surge in bank credit to the private sector in the group
of other developing countries, in contrast with the group of LDCs, where this
ratio remained flat between the two periods (see chart 49). These observations
suggest that during the 1990s and contrary to expectation, credit to the public
sector in the LDCs did not act as a major determinant of weak credit delivery to
the private sector in those countries. The problem of credit rationing in a
liberalized environment seems to be more related to the banking system itself. It Neither the reduction in
arises more from the high perception of risk of bankers and their inability to domestic credit to the public
address the principal-agent problem? than from the crowding-out effect of  sector nor the reduction in

credit to the public sector per se. bank reserve requirements
proved sufficient to trigger
bank credit to the private

Thus, in the group of other developing countries the increase in the GDP
ratio of domestic bank credit since the mid-1980s has been driven by an
increase in domestic bank credit to the private sector, which has been sufficient sector.
to offset the decrease in claims on the public sector. In the group of LDCs,
however, the decrease in the GDP ratio of bank credit resulted from the
decrease in credit to the public sector and the stagnation, if not decrease, in
domestic bank credit to the private sector, particularly in African LDCs. In the
group of LDCs, unlike in the group of other developing countries, neither the
reduction in domestic credit to the public sector nor the reduction in bank
reserve requirements proved sufficient to trigger bank credit to the private
sector. Even after the implementation of financial reforms, banks in the majority
of LDCs continued to bear the costs of weak loan repayments and were highly
adverse to the risks of non-repayment. In poorly managed financial systems,
commercial banks invest in weakly remunerative but risk-free government
securities as a way of sterilizing excess liquidity, rather than lend to the domestic
private sector.

To sum up, the implementation of market-oriented financial reforms has
proved ineffective in supporting the domestic resource mobilization process in
the LDCs. This is a basic reason for the persistently weak domestic savings and
investment performance in most of these economies, and in African LDCs in
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CHART 49. BANK CLAIMS ON PUBLIC ENTITIES AND ON PRIVATE SECTOR IN LDCs
AND OTHER DEVELOPING COUNTRIES, 1986—-2003
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A. LDCs B. Other developing countries
45 45
40 40
35 35
30 30
R R
25 25
20 20
N W 15 //\\
" \_“’/‘\H\VAW ) LA T
sStT——F"—"T"T"T"TTTT T ST T T T T T T T T
O N O DO — AN M TN ONDDIO — N O NN 0O O = AN MIT IO OIN®XXDO — NM
WO O XV VDD O O OO W W O DX DY DHYDDDDDHYTDY YO YOO OO
DDA OO O [e)ENe)Be) e e e o N N N oo OO oo ol e
oYU YT OT OT TR T T T v v o oo O AN AN Al ol el S i i e o o e e e B e BN e
—4— Claims on public entites ~ —l= Claims on private sector
Source: UNCTAD secretariat estimates based on IMF, International Financial Statistics, March 2005; and World Bank, World
Development Indicators 2005, CD-ROM.
Notes:  Averages are simple averages based on a group of 35 LDCs and 63 other developing countries.

The financial markets in LDCs

are dualistic. With formal and

informal sectors often forming
financial enclaves.

particular, which was shown in chapter 2. The high liquidity levels of the
banking sector on the one hand and the weak level of domestic credit delivered
to the private sector on the other hand are illustrative of the low intermediation
trap' in which many LDCs are embedded. It is more likely that domestic
financial resources are being underutilized in a number of LDCs and are
inadequate to support the development of productive capacities.

3. INSTITUTIONAL WEAKNESSES OF LDC FINANCIAL SYSTEMS

The financial markets in LDCs are dualistic. With formal and informal sectors
often forming financial enclaves, the LDC financial market is characterized by a
high degree of segmentation (few linkages between segments) and of
fragmentation (high market power in each segment). Each segment serves a
distinctive clientele on the basis of their respective capacity to manage risk
(Nissanke, 2001). In the face of high information asymmetry, the dual feature of
the LDC domestic financial sector is symptomatic of the existence of a shallow
formal financial sector, which is often described as bank-dominated, highly
concentrated, weakly competitive and highly vulnerable.

In 2002, banks held 78 per cent of total financial system assets in the United
Republic of Tanzania, 82 per cent in Uganda, 88 per cent in Senegal and 95 per
cent in Mozambique." The vulnerability of the financial sector is notably
characterized by the high degree of concentration of bank loan portfolios, which
has been reported as being particularly acute in Mozambique, Rwanda, Senegal,
the United Republic of Tanzania and Uganda, that is in all LDCs for which a
Financial System Assessment Programme (FSAP) is available (IMF, 2003a,
2003b, 2004, 2005a and 2005b)." The large credit exposure to a small number
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of borrowers reflects the high perception of risk of commercial banks, which
prefer to lend to a few corporations, namely to those located at the upper end of
the market, than to expand their lending to clients that are new but less reputed,
in other words, that are perceived as too risky. Trade and industry absorb the
bulk of domestic credit. Comparatively, credit to the agricultural sector (i.e. to
small farmers) is often limited. The closing down of rural banks during the
financial restructuring process has generated an urban bias in the delivery and
accessibility of financial services.

Owing to higher processing, administrative and monitoring costs and to the
greater risk of default, small and medium-sized enterprises, which often lack the
necessary collateral, are regarded as too costly and too risky and are simply
marginalized from the banking system. The persistent credit gap facing the SMEs
has important implications for private sector development and employment
creation in LDCs. This is an important source of the “missing middle” and the
stunted life cycle of business firms in LDCs. It is more likely that financial
liberalization gave rise to another form of credit rationing, no longer based on
the identification of priority sectors, as was the case during the period of
financial repression, but rather based on the short-term profitability criteria
imposed by a handful of credit suppliers. The problem of loan concentration or
of loan exclusion is also sometimes exacerbated by the high degree of
concentration in the banking system, which reveals the weak competition level
prevailing in the sector. In Mozambique, while bank assets account for 95 per
cent of total financial assets, the five largest banks account for 96 per cent of
total deposits(IMF, 2004).

According to various FSAPs, gross non-performing loans (NPL) still represent
a large share of total loans in a number of LDCs: the ratio of gross NPL to total
gross loans averaged 33 per cent in Rwanda in 2004, 21 per cent in
Mozambique in 2002 and 19 per cent in Senegal in 2000." The weak quality of
bank loan portfolios, the weak capacity of the oligopolistic banking sector
(UNCTAD, 1996) to monitor/analyse risk and manage project proposals, and the
high information asymmetry prevailing in those countries, in conjunction with
weak contract enforcement and an inefficient judicial and legal framework,
seriously act as a deterrent to loan access/delivery. Moreover, it should be noted
that in countries with poor financial systems, domestic loans (and financial
instruments in general) tend to be mostly short-term loans, reflecting the banks’
preference for liquid assets or their high perception of risk. Consistent with the
high liquidity ratio prevailing in the LDC banking sector, and with the high share
of M1 in broad money supply (M2), particularly in African LDCs, the
predominance of short-term financial instruments and the lack of long-term
finance are common features of LDC banking systems. In Uganda and United
Republic of Tanzania, most lending has a maturity of less than one year (Cihak
and Podpiera, 2005). The weak delivery of long-term loans seriously impedes
productive investment in LDCs. Overall, the agent problem is perpetuating the
mismatch between borrowers’ needs and lenders’ supply, thus generating a high
opportunity cost notably in terms of enterprise development and employment
creation. The question of long-term finance in LDCs must be urgently addressed
as part of a strategy to build productive capacities.

The poor delivery of private loans in LDC-type economies results from
supply-side as well as demand-side constraints. On the demand side, it is usually
argued that too few private investment projects are bankable. In other words,
the rate of return of such projects is too low compared with the interest rate
charged.” Moreover, the capacity of local entrepreneurs to formulate
acceptable business plans is often too limited and their accounting records too

The persistent credit gap
facing the SMEs has important
implications for private sector

development and
employment creation in
LDCs. This is an important
source of the “missing
middle” and the stunted life
cycle of business firms in
LDCs.

The question of long-term
finance in LDCs must be
urgently addressed as part of
a strategy to build productive
capacities.
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poor (if they exist at all) to successfully go through the bank screening process,
while the cost of creating and registering collaterals, when available, required by
the banks also acts as a strong deterrent to loan access (see chart 50). In Senegal,
where the cost of creating collateral averages 16.5 per cent of per capita

income, it has been reported that 80 per cent of SME project applications are

In Senegal, 80 per cent of  rejected owing to lack of collateral (IMF, 2005b). In the United Republic of
SME project applications are ~ Tanzania, because of low expectations, 84 per cent of micro-enterprises have
rejected owing to lack of never applied for bank loans, as compared with 41 per cent of large firms
(Nissanke, 2001). It should be noted that the cost of creating collateral is, on

llateral
collatera average, much higher in African LDCs than in Asian ones.

On the supply side, it is argued that banks are simply not prepared to lend to
the domestic private sector, and to SMEs in particular, as they are perceived as
too risky. This is related to internal dysfunctions (lack of information capital, lack
of skills) as well as regulatory ones (lack of contract enforcement and of
regulation), both of which contribute to the increase in intermediation costs.
Although Mozambique records the best credit information index amongst the
LDCs according to the World Bank’s doing business survey (see chart 51), three
quarters of firms surveyed reported that the cost of financing and difficulty in
accessing credit are the biggest obstacle to their business performance.™ In eight

out of the nine LDCs which are covered in the World Bank investment climate

In Mozambique, the average database, access to, or cost of, finance has been reported as acting as a severe
number of days to recover  obstacle to business performance by 38 per cent to 84 per cent of the firms
debt after insolvency is 540. surveyed. But, on the other hand, legal obstacles to credit recovery also
represent a major hindrance to loan delivery: the average number of days to
recover debt after insolvency is 540 in Mozambique. This is over twice as many

as in Zimbabwe, and over five times as many as in South Africa (IMF, 2004). In
the context of poor access to formal finance, small businesses have to rely on
internal funds or on prohibitively expensive informal finance to finance their
expansion or survival. Under these conditions, the shortage of working capital
may explain the high exit rate of small enterprises.

It is well recognized that the credit markets for small-scale farmers/
enterprises suffer most from informational deficiencies as most banks avoid

extending credit to them. These have found themselves excluded from
liberalized financial markets. The closure of rural banks after the period of
financial repression has further contributed to the exclusion of small farmers
institutional constraints, the  from the banking sector. In view of the structural and institutional constraints,
high information asymmetry  the high information asymmetry and the weak legal and regulatory environment
and the weak legal and prevailing in LDC economies, it is less likely that private financial institutions
alone will be able to take a lead role in supporting productive investment,
prevailing in LDC economies, notably through the financing of domestic enterprise d'evelopme.nt. Although a
o ) ) strengthened legal and regulatory system may contribute to increasing the
itis less likely that private confidence of the contractors, it will not be sufficient to respond to the financial
financial institutions alone  needs of small and/or remote private operators.
will be able to take a lead
role in supporting productive Microfinance is now perceived as the strategic tool for poverty reduction and
SME development. According to the MIX Market database on microfinance, 130
microfinance institutions (MFls) have been officially registered in 23 LDCs. They
serve 8.5 million active borrowers for an average amount of $100 per loan. It is
worth noting that on average these loans tend to be higher in African LDCs
($243 per borrower) than in Asian ones ($69 per borrower), which suggests that

In view of the structural and

regulatory environment

investment, notably through
the financing of domestic
enterprise development.

the outreach of Asian MFlIs is larger than that of African ones. The literature on
microfinance often argues that semi-formal and informal financial institutions
interact increasingly with the formal financial sector, thus contributing to
increased credit information and increased financial deepening. But according
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CHART 50. COST TO CREATE COLLATERAL IN LDCs AND OTHER COUNTRY GROUPS, JANUARY 2004
(Percentage of per capita income)
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CHART 51. CREDIT INFORMATION INDEX AND LEGAL RIGHTS INDEX IN LDCS AND OTHER COUNTRY GROUPS, JANUARY 2005
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Note:

The Legal Rights Index ranges from 0 to 10 and measures the degree to which collateral and bankruptcy laws facilitate lending. The Credit
Information Index ranges from 0 to 6 and measures rules affecting the scope, access and quality of creditinformation. The higher the index,
the better the environment for credit delivery/access. Countries are ranked on the basis of credit information index. This index is zero
for countries below the dotted lines. The legal rights index is zero for Afghanistan and Cambodia.



Institutional Weaknesses: Firms, Financial Systems and Knowledge Systems @

to Nissanke (2001), the scope for both information sharing and risk pooling has
been limited in Africa owing to the small number of linkages and interactions
between different segments of financial markets. Microfinance can play some

role in supporting the start-up and limited growth of micro-enterprises.
However, in view of the size of the LDCs financial needs for boosting the . .
) . . ) . One innovative approach to
development of their domestic entrepreneurial sector, including that of formal ) : )
P - . : financing productive
sector SMEs, it is unlikely that this can be achieved without the support of a full '
spectrum of financial institutions. development, which could
complement microfinance, is
One innovative approach to financing productive development, which could  the practice of value-chain
complement microfinance, is the practice of value-chain lending (i.e. lending
that supports enterprises at different points along the supply chain). As discussed
in box 19, GAPI in Mozambique provides an interesting illustration of this
strategy. However, all such initiatives need to be part of an integrated and '
holistic strategy to finance, which promotes sound development of financial supply chain).
institutions  supporting productive investment and long-term economic

lending (i.e. lending that
supports enterprises at
different points along the

development, instead of favouring short-term profitability, in an environment of
strengthened creditor rights.

Box 19. VALUE-CHAIN LENDING: THE ExAMPLE OF GAPI, M0zAMBIQUE

GAPI is a Mozambican non-bank financial institution that aims to bridge the gap between microfinance and formal fi-
nance. It operates mainly in rural areas by providing finance to firms in conjunction with business services. GAPI s focus
is on rural areas, because in Mozambique these are the areas from which most banks have withdrawn their activities,
and 50 per cent of its portfolio is on activities related to agriculture, because this is the sector on which 80 per cent of
Mozambique “s economically active population depends.

GAPI s financial services arm provides concessional loans and in some cases, venture capital for SMEs in rural areas. The
aim of the business services arm is to provide borrowers with business skills and form relationships with other institutions
(i.e. suppliers, customers) in order to build a more sustainable productive system, by focusing on the entire supply chain
and providing technical, business and training services to entrepreneurs. This approach may be called ‘value-chain
lending’.

GAPI’s approach is novel since it focuses simultaneously on joint supply and demand action. On the supply side, GAPI
focuses on reducing the asymmetry of information between borrowers and lenders by improving the lenders” informa-
tion about the nature of the borrower s proposed investment project. The purpose is not only to focus on an assessment
of creditworthiness but also to help actively improve the borrower’s ability to repay in the future. On the demand side,
this requires a focus on creating and improving productive and technological capabilities. The second key feature is the
focus of the whole system of production. This includes careful assessment of economic incentives, market structure,
ownership structure, and economies of scale and scope, and the promotion of quality and learning in the production
system.

GAPI”s approach has the following characteristics:

* Thinking beyond collateral: The focus of improving “bankability” is on securing a stable future stream of profits,
rather than focusing solely on collateral. This is made possible by GAPI’s relational rather than transactional
approach to lending, in addition to the provision of business services.

* Partnerships to overcome the potential constraints of this development approach to lending. In order to address
the extrarisks that it may face in comparison with traditional banking institutions (i.e. lack of projectfinance, donor
reliance, and breadth of areas in which productive expertise is available to assess projects proposed), GAPI works
with external organizations (e.g. the NGO Technoserve), operating on the ground in specialist areas to improve
production capabilities in rural regions. The purpose is not only to focus on an assessment of creditworthiness,
but also to actively help improve the borrower’s ability to repay in the future.

* Value-chain lending: This involves supporting the entire production system, including the supply chain and the
economic and institutional environment in which it is embedded. It entails assistance to networks of producers
structured around a particular value chain, rather than individuals or specific types of enterprises (i.e. micro-
enterprises). This is facilitated by branch presence in rural areas, so as to facilitate a project”s prospects prior to
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Box 19 (contd.)

the financing decision and monitor the implementation of projects after the loan is disbursed. This represents a
break with traditional supply-driven development banking.

On the basis of GAPI“s experience in the creation of sustainable production systems, the following success factors have
been identified as part of the value-chain lending approach:

(1) Testing demand. Market demand is required for any product, and for this reason, market access is essential.
Production system creation therefore starts by testing the degree of market access and creates the distribution
channels needed for a particular product.

(2) The importance of scale. Network formation, in GAPI”s experience, had been found to work best when linking
medium-sized firms with associations of small producers and trading networks upstream and downstream by
supply chain. This encourages more efficient division of labour, the internalization of externalities, and greater
exploitation of economies of scale and of scope. This type of assistance is found to work in improving cluster-
specific systemic capabilities as well as in improving systemic capabilities along the value chain to improve
productivity and employment growth.

(3) Building on existing capabilities. GAPI ensures that its work corresponds to the whole value chain by forming
partnerships with expert organizations which provide “islands of competencies”.

(4) Building new centres of competencies that will replace the initial expertise providers by providing them with an
exit strategy. In order to ensure the continuity of expertise provided in GAPI“s approach, which is reliant on time-
limited donor funding (i.e. specific NGO expertise), centres of competencies are established to replace the role
of NGOs in providing this expertise in the medium run.

(5) Gradual increase in the internationalization of the value chain. In order to increase value-added over time,
successive layers of the value chain are gradually internalized.

(6) Clustering. Spatial concentration is necessary in countries such as Mozambique, in which economicinfrastructure
is widely dispersed, and in order to further internalize secondary multiplier effects from increased income
generation from internalizing value added.

(7) Attention to quality issues. In order to help producers attain and maintain competitive edge, attention is paid to
quality issues.

Two of GAPI s key success stories include building the supply chain in Mozambique “s poultry sector by creating a suc-
cessful import substitution system of production, and the recovery of the cashew-nut-processing sector in
Mozambique “s Nampula region, which collapsed following the implementation of trade liberalization reforms.

Source: Fivawo, Simonetti and Wuyts (2005).

D. Domestic knowledge systems

The importance of domestic financial systems for economic growth and
the development of productive capacities has long been recognized. However,
the role of domestic knowledge systems in these processes has been largely
neglected, at least until recently. As argued earlier in the Report, investment and
innovation are interlinked and cumulative processes. Institutional weaknesses
with regard to both domestic financial systems and domestic knowledge systems
can thus act as key constraints on the development of productive capacities. This
section defines how domestic knowledge systems will be conceptualized in this
Report, describes the basic features of such systems within LDCs and includes
some case studies to illustrate the major points.

The role of domestic
knowledge systems for
economic growth and the
development of productive
capacities has been largely

1. THE CONCEPT OF DOMESTIC KNOWLEDGE SYSTEMS
neglected.

The concept of a domestic knowledge system is much less well defined than
the concept of a domestic financial system. Malhotra (2003: 2) defines
knowledge systems as “the national institutions, frameworks and infrastructures
that can facilitate effective using, sharing, creation and renewal of knowledge for
socio-economic growth”, whereas Bell and Albu (1999: 1722) use the term to
refer to “knowledge stocks within firms and knowledge flows to them, between
them and within them which underlie change in the types of goods they
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produce and the methods they use to produce them”, arguing that “it is the
structure and functioning of that knowledge system which generates
technological change at particular rates and with particular degrees of continuity
and persistence”.

In the present Report, domestic knowledge systems will be defined as the set
of institutions within a country, including regulatory frameworks, formal
organizations, regular relationships amongst organizations and routine practices,
which enable (or constrain) the creation, accumulation, use and sharing of
knowledge. This notion is broader than a national system of innovation. The
latter term is associated with particular types of entrepreneurial capabilities,
notably the necessary capabilities for transforming knowledge outputs from R&D
into commercial innovations in the production of goods and services.'® This is
quite relevant within OECD countries, where the term has been elaborated
most fully. But as argued earlier in the Report, the key entrepreneurial
capabilities are much broader than R&D. The concept of the domestic
knowledge system is preferred here for that reason, as well as because some
question the appropriateness of the notion of a national innovation system as a
standard for evaluating processes of knowledge accumulation in low-income
countries (Bell, 2006).

The major components of a domestic knowledge system are summarized in a
schematic way in chart 52. The knowledge system is manifest in recurrent
interactions, in the form of flows of people and information, amongst and
between three basic types of agents.

CHART 52. DomEesTic KNOWLEDGE SYSTEM
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The first type, on the supply side (top right of the chart), is specialized
suppliers of knowledge. These include universities, public research institutes,
research laboratories, technology transfer agencies, education and training
institutions which produce people who can create formal knowledge, (such as
tertiary institutions providing education in science and engineering, vocational
schools and formal skill formation entities), institutions that provide technology
infrastructure, engineering research associations, and metrology, quality and
standards institutions responsible for technical regulations, quality control and
training.

The knowledge system is

manifest in recurrent The second type, on the demand side (top left of the chart), is economic
interactions, in the form of ~ agents that use knowledge, but who also can produce formal and tacit
knowledge (through internal R&D) and who, through linkages amongst
themselves, also exchange and disseminate tacit knowledge. Linkages refer to
different types of direct relationships that are established by firms engaged in
complementary activities leading to external economies. They are external to
agents; specia/ized suppliers anonymous pure market transactions and lead to “productivity spillovers”

of knowledge; economic (Blomstrom and Kokko, 1998). Long-term relationships are important for close,
agents that use knowledge; inter-firm technology learning, where supply linkages are deepened over time as
a result of recurrent experiences between firms and other actors. These
interactions are deeper than arm’s-length market transactions. It is these types of
linkages that tend to facilitate technology transfer between TNCs and local
suppliers (Ivarsson and Alvstam, 2005).

flows of people and
information, amongst and
between three basic types of

and various bridging
institutions.

The third type of agent is various bridging institutions which act as specialized
intermediary institutions to link these two — the specialized creators of
knowledge and economic agents that use and apply knowledge — and build
capabilities at the firm level by promoting linkages and knowledge flows
amongst economic agents. They enable and facilitate knowledge flows
throughout the system. They include technology support institutions, business
associations, farmers’ associations, public extension services (both in industry
and in agriculture) and various types of business support services. They also
include development financial institutions, specialized NGOs and parastatals,
such as technology development centres (rather than formal R&D institutions),
The linkages and knowledge  productivity centres, skill-building institutions, technology support institutions,

flows amongst these basic specialized agencies that support entrepreneurship, and specialized institutions
components of the domestic that provide public goods, technical assistance and skill formation as well as
agencies responsible for information sharing and exchanges. In agriculture, they
include, agricultural support institutions, extension services and technology
training centres.

knowledge system include
various forms of interactions
that are needed to build

capabilities throughout the The linkages and knowledge flows amongst these basic components of the

knowledge system. These domestic knowledge system include various forms of interactions — such as
personnel mobility, licensing, importation of engineering services, flows of
knowledge between components, inter-firm research collaboration, academic
conferences and research networks — that are needed to build capabilities
throughout the knowledge system. These interactions are also shaped by a
fourth component of the knowledge system. This is the institutional environment
for the creation, accumulation, use and sharing of knowledge. It is within the
context of this overall enabling framework that the specific configuration of
institutional arrangements between specialized creators of knowledge,
economic agents who use knowledge and the bridging institutions and linkage
platforms evolves. The institutional environment includes the intellectual
property regime and various standards regimes, as well as the overall investment
climate and economic incentive structure regimes.

interactions are shaped by the
institutional environment.
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Two final points are worth emphasizing with regard to this conceptualization
of domestic knowledge systems. Firstly, although the term “domestic knowledge
system” refers to institutions within a country, this does not mean that
interactions with the rest of the world are irrelevant. Indeed, quite the contrary is
the case in developing countries. An important feature of a domestic knowledge
system is how open or closed it is with regard to the rest of the world, and the
channels through which flows of information and personnel enter or leave the
system.

Secondly, it is worth underlining that there are close interrelationships
between the domestic financial system and the domestic knowledge system.
This is evident in chart 52, in the sense that financial institutions are included as
an important bridging institution. Domestic financial systems play a prominent
role not only in providing investment for innovation and financial resources but
also in supporting sector-specific technological learning.!”” The synthetic
connections between finance and innovation have not been sufficiently
explored in the context of low-income economies. But the weaknesses of the
financial systems, which were discussed above, have important implications for
the nature of domestic knowledge systems in LDCs and the generation and use
of knowledge.

2. THE NATURE OF DOMESTIC KNOWLEDGE SYSTEMS IN LDCs

There has been limited research on domestic knowledge systems in low-
income contexts. But work on technological capabilities has revealed a number
of their features. The most basic one is that two knowledge systems coexist in
the LDCs: a knowledge system based on modern science and technology, and a
traditional knowledge system based on indigenous knowledge, which is often
community-based (Sagasti, 2004; Bell, 2006). The latter is particularly important
for lives and livelihoods. As Sagasti has put it, referring to developing countries in
general, “more than three quarters of the world’s population relies on
indigenous knowledge to meet their medical needs, and at least half relies on
traditional knowledge and techniques for crops and food supplies. As about one
third does not have access to electricity, all modern technologies and production
activities that depend on the source of energy are out of reach” (Sagasti, 2004:
54).

Production activities in LDC economies are largely based on traditional or
indigenous knowledge and traditional knowledge systems. Although they are
deeply rooted in the cultural heritage of local communities, traditional
knowledge systems are severely constrained by their lack of ability to generate
technical change and respond quickly to new opportunities and challenges.
They are commonly disarticulated in the sense that component activities are
weakly linked amongst the traditional stream of activities (World Bank, 2004a).
Moreover, traditional knowledge systems tend to be small-scale relative to
modern ones. They have also been described as “non-dynamic” (Oyeralan-
Oyeyinka, 2005: 14), that is slow to learn.

The indigenous or traditional knowledge systems of the LDCs have great
potential and represent a hidden reservoir of underutilized creativity and
knowledge that could be harnessed, not only as a heritage from the past, but
also as “a means and process for articulating what local people know, and
involving them in the creation of new knowledge required for development”
(World Bank, 2004b:42). Indigenous knowledge is a resource that can be
harnessed to help solve local problems, to help grow more and better food, to

An important feature of a
domestic knowledge system is
how open or closed it is with

regard to the rest of
the world.

Owing to close
interrelationships between
the domestic financial and

knowledge systems the
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maintain healthy lives, to share wealth, and to contribute to global solutions. For
example, the cotton farmers in Mali have their own vernacular and bilingual
management systems for farmers’ associations. Farmers in that country now
manage the vertically integrated chain of production and process logistics, which
is based on indigenous management techniques and has been used for many
years. Releasing the potential of local knowledge in sub-Saharan Africa holds
much promise in the areas of agriculture, health, capacity formation and conflict
management. As recognized by UNESCO/ISCU (1999), traditional knowledge
systems “represent an enormous wealth. Not only do they harbour information
knowledge systems of the 35 yet unknown to modern science, but they are also expressions of other ways
LDCs have great potential ~ of living in the world, other relationships between society and nature, and other

The indigenous or traditional

and represent a hidden approaches to the acquisition and construction of knowledge”. It has been also
reservoir of underutilized noted that “...local knowledge plays a very important role in traditional
medicine, agriculture, the management of biological diversity, etc.” (Touré,

creativity and knowledge.
2003:19).

The role of local innovations and indigenous discoveries stemming from
Africa’s base of indigenous knowledge (IK) is being considered more seriously
(see Nwokeabia, 2002; UN Millennium Project, 2005; World Bank, 2004b).
The increased use of local innovations of economic significance in agricultural
production, which include crop breeding, grafting against pests, water
harvesting, soil management, conservation and processing, is currently being
seriously re-evaluated. A case in point is the zai technique for enhanced
agricultural productivity used in northern Burkina Faso, although it originated in
Mali. The zai technique, which consists in building pits in the ground, to which
organic matter is added, covered with a thin layer of soil into which seeds are
placed, has important functions for soil and water conservation, and erosion
control for encrusted soil. The upgrading of the traditional zai technique has
been very successful. The diffusion of improved traditional agricultural practices
such as zai has led to positive results. In the majority of the villages, the
application of scaled-up zai techniques has resulted in surplus production of
However, indigenous over 50 per cent. This technique has been used to increase crop yields and
reduce the risks for food insecurity in the rural areas. Linking traditional
techniques such as zai with modern scientific ones has produced superior
knowledge and a more dynamic use of indigenous knowledge.

knowledge systems do not by
and large enable the
development of the necessary

capabilities to attain Despite these potentials, indigenous knowledge systems — alone or taken
international competitiveness. from a static perspective — do not by and large enable the development of the
This requires synergies necessary capabilities to attain international competitiveness, such as scientific,

design and engineering and other types of productive capabilities (Bell, 2006;
Mugabe, 2002a). This requires synergies between modern and traditional
knowledge systems, which can lead to the emergence of a new hybrid
knowledge system in the LDCs. In this context a major policy challenge is how to
ensure the protection and promotion of traditional knowledge and to ensure
effective ownership in the LDCs.

between modern and
traditional knowledge
systems.

In practice, the modern knowledge systems within LDCs do not build on and
utilize the potential of traditional knowledge systems and are characterized by
various weaknesses. Firstly, there are weak linkages within the system between
different actors, government agencies, national laboratories, universities,
industries and grassroots innovators which are not functioning together in an
integrated systemic framework (Oyelaran- Oyeyinka, 2006; Lall, 2004; Mugabe,
2002b; UNCTAD, 1999; Sagasti, 2004; Touré, 2003; Bell, 2006). The science
and technology systems in LDCs, by and large, demonstrate an absence of a
“system” of technical change and development, low spending rates on R&D,
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and a dearth of linkages with the private sector to provide funding for R&D
(Oyelaran-Oyelinka, 2006; Lall, 2005; Touré, 2003).

Secondly, in most LDCs, the modern knowledge system has been elaborated
on the basis of a particular R&D-centred model of innovation which interprets
innovation as a simple supply-push phenomenon, where the demand side exerts
no influence on the innovation process. Even where the formal institutional
technological regimes have been set up, these do not function as knowledge
systems in a cohesive and integrated manner, but tend to be underperforming
and are essentially delinked from the local productive apparatus. There are few
institutional channels through which economic agents can articulate their needs
to the specialized suppliers of knowledge. The dearth of linkages between the
formal and informal institutions, private and public institutions, and indigenous
and exogenous technological innovations dissipate the considerable inputs
already invested over the years (UNCTAD, 2003; Mugabe, 2002b; Oyelaran-
Oyeyinka, 2006). Knowledge-based research activities are not carried out by
organizations that actually produce goods and services, — that is, research is not
done at the farm or at enterprise level but in public laboratories and universities
that are not oriented towards the production needs of domestic enterprises
(UNCTAD, 1995). Sparse, often disconnected R&D activities have little, if any
links with the needs of domestic enterprises or farmers’ organizations. In other
words, they are not carried out in response to articulated demand by productive
sectors. In Africa, public research institutes, which undertake between 60 and
90 per cent of total national R&D (Bell, 2006), tend to have weak links with the
rest of the system (Akin Adubifa, 2004; Oyelaran-Oyeyinka, 2006). Demand
factors play little, if any, role in the content and design of research in sub-
Saharan Africa (Touré, 2003; Bell, 2006). Articulated connectedness is an
important component of capability formation in any system, but in traditional
knowledge systems this is not generally the case, as linkages amongst the
components are typically very weak. This is especially problematic as regards the
weak role of demand from the productive enterprises to scientific activity, that is
— articulation of demand by firms for technology development activities is
either weak or non-existent (Bell, 2006).

Thirdly, the modern knowledge systems remain highly donor-driven and
much of R&D requires large donor inputs. For instance, in Senegal, between 30
and 40 per cent of scientists are French nationals; and local researchers have a
severe disadvantage with respect to funding. Both human and technological
resources in Africa are considered to be well below the critical threshold
necessary for providing effective and innovative leadership in R&D (Touré,
2003). As shown in chapter 2, basic education and training are very weak in the
LDCs. Moreover a large proportion of the highly educated people who are vital
for the creation and diffusion of knowledge leave to work in other countries
(braindrain).

Fourthly, the modern knowledge systems in LDCs are not well integrated
with international knowledge systems. One indication of this is the strikingly low
number of international standards adopted in most LDCs (see table 54). The
data indicate that as of 2002, Cambodia had adopted only 3 international
standards, Zambia had adopted 12, Rwanda 6, Mozambique 5 and a number of
LDCs none at all. This contrasts with Tunisia, which has adopted 4,320, and the
Republic of Korea, which has adopted 7,054, whilst Ireland has adopted 12,619
and the Netherlands 10,092. Standards are important as they may enable LDCs
to improve the technical quality of their products and processes. This is
becoming critical for entry into high-income markets. The costs of complying
with standards are sizeable; also standardization can be premature or there can
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TABLE 54. NATIONAL AND INTERNATIONAL STANDARD DEVELOPMENT ACTIVITIES IN LDCs As AT 2002

a
b Swiss franc.

ISO status Staff Annual Number  Government Total Voluntary Number
directly budget of subsidy in number of standards of inter-
employed 2002 organisa- % of total standards in % of national
by ISO?  (CHF ‘000)® tions to revenue published number of standards
member which at standards adopted as
standards 31/12/2002 national
development standard
work is 31/12/2002
delegated
African LDCs
Angola Correspondent .. 341 .. 100 .. ..
Benin Subscriber 10 300 120 60 4 50
Burundi Subscriber . 44 100 . .
Dem. Rep of the Congo  Correspondent 141 7375 . 2 100
Eritrea Subscriber 34 495 17 334 0
Ethiopia Member 328 . . 389 0
Lesotho Subscriber 11 100 100 . . .
Madagascar Correspondent . 175 53 67 90 .
Malawi Correspondent 145 2100 52 450 70 155
Mali Suscriber 45 250 100 . 75 .
Mozambique Correspondent 15 97 82 16 94 5
Niger Suscriber 7 48953 100 .. .. .
Rwanda Correspondent . 639 y 100 6 50 6
Sudan Correspondent 720 3500 4 . 628 0 1100
Uganda Correspondent 85 1696 75 467 70 121
United Rep. of Tanzania Member 123 1884 . 39 738 68 328
Zambia Correspondent 216 1 85 400 97 12
Asian LDCs
Bangladesh Member 478 2347 . 11 1729 92 115
Cambodia Suscriber . y 25 100 10 80 3
Nepal Correspondent 104 387 100 654 99 30
Yemen Correspondent 134 965 85
Source: UNIDO (2005).

Governments have a key role
to play in setting up the
necessary standards
infrastructure and helping
firms to develop the
capabilities to meet

standards.

International Organization for Standardization.

be excessive standardization, both of which are inappropriate for countries’
level of technological development (Blind, 2005). Governments have a key role
to play in setting up the necessary standards infrastructure and helping firms to
develop the capabilities to meet standards.

In terms of global links, joint R&D research activities with other countries are
also rather weak, as reflected in low levels of R&D collaboration with other
developing countries or developed countries (UNCTAD, 2005). Moreover,
productive arrangements with LDCs mainly involve one-way knowledge flows
such as technology licensing agreements (UNCTAD, 2005). The brain drain
coexists with large amounts of aid for technical cooperation, much of which fails
to build local capacities, supporting instead the salaries of foreign consultants.

Finally, the traditional and modern knowledge systems are weakly linked at
best, and largely unsupported by formal education (see chapter 2). Traditional
knowledge systems are largely disconnected from the formal sources of
knowledge and learning. This dualism replicates the pattern with regard to
enterprise structures and financial systems presented earlier in this chapter.
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3. SOME CASE STUDIES

This section summarizes some of the diversity in domestic knowledge
systems in LDCs. It includes discussion of (i) institutions supporting agricultural
research in Bangladesh; (ii) institutions supporting industrialization in the United
Republic of Tanzania; and (iii) institutions supporting integration of traditional
and knowledge systems in Ethiopia. These cases illustrate some of the general
points made above.

(a) Agricultural research in Bangladesh

Within Bangladesh, there is a well-developed set of institutions engaged in
agricultural research. Most agricultural research is publicly funded and carried
out by ten Agricultural Research Institutes (ARIs). These are governed by the
apex body, the Bangladesh Agricultural Research Council (BARC), which
coordinates research carried out by ARIs, and is in charge of coordination,
human resource development and evaluation of research.

The institutional framework also includes a number of leading research
institutions, such as the International Centre for Diarrhoeal Disease Research,
the University of Dhaka, the Bangladesh Agricultural University, Rajshahi
University, the Bangladesh Rice Research Institute, the Bangladesh Agricultural
Research Institute, the Bangladesh Institute of Postgraduate Studies in
Agriculture, the University of Chittagong, the Atomic Energy Research
Establishment, Dhaka Shishu Hospital and Jahangirnagar University. Impressive
research in biotechnology, carried out at the renowned Bangladesh Agricultural
Research Institute, (BARI), and aided by the International Rice Research Institute
(IRI) and the International Center for Wheat and Maize Improvement, has made
a significant contribution to increasing cereal yields and total agricultural
production in recent years.

Despite the existence of the formal science and technology institutional
regime, recent evaluations suggest that the overall research capacity in
Bangladesh is weak, with the exception of some types of agricultural research,
namely in biotechnology (World Bank, 2005b). Biotech research is supported
by the government and has recently been initiated in leading institutions.
However, the availability of funding for research, while it has improved over the
last decade, still remains very limited and inadequate to meet the growing
demands of the rural sector. Relatively uncompetitive salaries for scientists lead
to brain drain and exacerbate the already dire skill shortage to meet the growing
demand. Major funding for research comes from the Ministry of Science and
Information and Communication Technology, and a few foreign funding
agencies that fund agricultural biotechnology research, together with the World
Bank. Projects include genetic improvement of jute and lentils, and work is
being carried out on developing new rice varieties. While funding of research
by the ministry has increased substantially over the last five years, it is still
considered inadequate to capitalize on the country’s vast research potential,
especially as regards the level of scientific human resources. But the
considerable domestic scientific research capacity offers only limited
opportunities for practical training and is largely limited by the lack of a
supportive institutional environment that could translate local scientific creativity
and ingenuity into commercial gains.

This system is one of the most advanced knowledge systems in the LDCs.
However, the current agricultural research system is vastly underfunded,
uncoordinated, fragmented and disarticulated. Agricultural Research Institutes,
in partnership with private agricultural business enterprises and NGOs, could

The agricultural research
system in Bangladesh is one
of the most advanced
knowledge systems in the
LDCs. However, it is vastly
underfunded, uncoordinated,
fragmented and
disarticulated.
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play a critical role in raising productivity levels in agriculture. However, the
agricultural research system is largely delinked from local production: “Very
weak linkage exists between the RDlIs (research and development institutes) and
the production sectors (downstream) or human resource development
(upstream).  Consequently, R&D efforts are unproductive and often
inappropriate. Research and Development Institutes are run more as academic
institutions rather than as industrial enterprises. Support to industry is weak and
as the source of knowledge for new industry, RDIs are inadequate.” (ISESCO,
2005: 10). It is difficult to generate new and profitable technologies to meet the

changing needs of farmers and agribusiness enterprises. In order to improve the
) ) income of small and marginal farmers and facilitate the growth of high-value-
In the United Republic of  34ded produce such as fruits, vegetables, shrimps, milk, meat and poultry,
Tanzania, despite the formal  public research institutes need to become much more engaged with private
existence of science and sector initiatives. This engagement would require multiple partnerships, and not
technology institutions, only in regard to increased allocation of resources. It would also require an
increase in knowledge-based partnerships to facilitate information and
. . knowledge flows throughout the incipient national innovation system. Better
the private sector basically .~ " o .
o inkages between the ARIs and the domestic agribusiness enterprises would help
take place through limited to increase and improve the production of horticultural crops such as fruit and
inter-firm linkages among the vegetables, as well increase the production of milk and poultry products.
domestic firms only. Increased production of these products would in turn increase rural
employment as well as demand for labour and facilitate greater investment by

learning and innovation by

the private sector in input supply distribution, reduce high risk management
systems that would create more rural non-farm jobs (World Bank, 2004b).

(b) Institutions supporting the development of technological capabilities
in the United Republic of Tanzania

In the United Republic of Tanzania, domestic research capability was built in
public research centres. Research priorities were determined by the Tanzanian
Commission for Science and Technology. Several science and technology
support institutions were set up in the 1970s, but they lack awareness of private
sector needs as well as the sources of motivation to carry out their mandates
successfully (Lall, 1999; Wangwe, 1995a, 1995b). The choice of sectors in
research areas was supply-driven, rather than based on an analysis of
technological needs and problems of domestic productive private enterprises.
University-industry linkages remain weak.

. Despite the formal existence of these science and technology institutions,
In order to benefit from the | . : : : . o
earning and innovation by the private sector basically take place through limited
TNC presence, local inter-firm linkages among the domestic firms only. Linkage with external
companies need to bridge the sources of knowledge such as public research centres is weak and the
significant technology gap.  technology gap with foreign firms is considered too large to facilitate close
cooperation with TNCs to foster domestic innovation. Local companies are
generally unable to benefit from TNC presence, as the domestic absorption
capacity is too weak and the technology gap between them and the foreign
enterprises is too great for any effective transfer of know-how or design, or for
joint R&D. In order to benefit from the TNC presence, local companies need to
bridge the significant technology gap (UNCTAD, 2003).

Financial systems can hinder as well as facilitate firms’ learning performance
(see Goedhuys, 2005). Recent work on firm-level learning processes suggests
that dualistic financial markets exert a differential impact on the innovative
performance of firms in the United Republic of Tanzania. Formal financial
markets, which tend to favour larger enterprises or foreign-owned firms, exert an
adverse impact on local firms’ opportunities to learn and to build capabilities
necessary for competing. In this context, product and process innovation in local
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firms is mainly taking place as a result of internal learning and inter-firm linkages
among the domestic firms. The existing sources of knowledge are underutilized.
This exemplifies the current situation in most LDCs.

(c) Linking traditional knowledge systems with
modern knowledge systems in Ethiopia

Local traditional knowledge can become a dynamic basis for sustainable
development through new initiatives, as is demonstrated by the case of
PROFIEET (Promotion of Farmer Innovation and Experimentation). PROFIEET is
an example of a recent initiative launched in Ethiopia to enhance rural
development (Assefa, 2004). It has been designed as part of the new paradigm
of agricultural research and development that is based on traditional knowledge
embedded in farmers’ and rural communities, and upgrading of local
knowledge in support of increased agricultural productivity.

PROFIEET is a recent initiative aimed at promoting greater use of traditional
knowledge and farmers’ innovation by creating a new policy environment for
farmer-led research and extension. Farmers from Amaro and Gojam are
working with international experts to improve the use of traditional techniques
to arrest the infestation of flea beetles in and bacterial wilt ( an ag