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LDCS’ EXPORT-LED GROWTH VULNERABLE TO GLOBAL SLOWDOWN
By Kanaga Raja*, Geneva, 17 July 2008
The least developed countries (LDCs) saw the values of their exports climb by a collective 80% in 2004-2006 and recorded their highest rates of economic growth in 30 years, but their increased dependence on selling a few unsophisticated products leaves them vulnerable to a reversal, the UN Conference on Trade and Development (UNCTAD) warned Thursday.

 

In its "Least Developed Countries Report 2008", UNCTAD cautioned that a global economic slowdown, if it continues, may lessen demand for the primary commodities that the LDCs have to offer and lead to a repeat of the boom-and-bust cycles that have long tormented the LDC economies.

 

The global economic slowdown implies a further decline in demand that is likely to exert adverse impact on growth prospects in LDCs, largely underpinned by increasing prices for oil, minerals, and primary commodities in Africa and increased demand for low-skilled, labour-intensive manufactures in Asian LDCs.

 

In the face of this global slowdown, most LDCs will confront major challenges in the period ahead, said the report, adding that meeting these challenges will require renewed efforts by the LDCs and their development partners to improve the productive bases of LDC economies and address their structural weaknesses.

 

These countries have a strong need to diversify what they produce and sell on world markets, said the report, underscoring the need for them to increase manufacturing, improve their use of science and technology, find greater sources of domestic investment (rather than depending heavily on official foreign aid), and create jobs for increasingly urbanized populations who can't depend for survival on farming.

 

The vulnerability of the world's poorest countries is apparent in social unrest related to the food crisis that has already occurred in eight LDCs (Burkina Faso, Guinea, Haiti, Mauritania, Mozambique, Senegal, Somalia and Yemen), the report cautioned, noting that a number of LDCs are dependent on imported food. (See below.)

 

According to the report, LDCs as a group achieved the strongest growth performance in 30 years in 2005 and 2006, with the average growth rate surpassing the Brussels Programme of Action growth target (7%) in those years. Improvement in their growth performance was underpinned by a record level of exports, which was particularly associated with high commodity prices for oil and minerals, and record levels of capital inflows, particularly aid.

 

African LDCs did particularly well in both 2005 and 2006, while Asian LDCs had outperformed African LDCs during the period 2000-2004. The real GDP growth rates in African and Asian LDCs were the same in 2005 (7.9%), while in 2006, the real GDP growth rate in African LDCs exceeded that in Asian LDCs by 1.7 percentage points.

 

A closer look at growth performance on a country-by-country basis shows that there are large variations amongst the LDCs. In 2006, the real GDP grew by 6% or more in 19 LDCs; between 3% and 6% in 20 LDCs; by less than 3% in 9 LDCs; and it declined in two LDCs. To put the overall performance in a comparative perspective, only 11 LDCs were growing at such a pace that their GDP per capita was converging with the average of other developing countries in 2006. Despite the record overall GDP growth performance, GDP per capita stagnated or declined in nine LDCs, and grew by less than 1% or declined in 16 LDCs.

 

During the period 2000-2006, the highest growth rate in the LDCs as a group was evident in non-manufacturing industries - including, in particular, mining industries, the exploitation of crude oil, and construction activities.

 

The share of manufacturing in GDP during 2005-2006 for the LDCs as a group (11%) continues to lag far behind the average in other developing countries (24%). Indeed, this gap is widening, said the report. Moreover, from 1995-1996 to 2005-2006, half of the LDCs experienced de-industrialization reflected in the declining importance of manufactures in GDP.

 

These trends suggest that the recent growth surge in LDCs is not generally associated with a structural transition in which the share of manufactures in total output is growing (except for most Asian LDCs), said the report. It also indicates the failure to develop productive capacities in LDCs and the weak development of the productive base of their economies, irrespective of strong GDP growth.

 

The report pointed out that the LDCs have not reduced their heavy dependence on external sources of finance, particularly official development assistance. And they continue to have insufficient domestically generated resources. Reliance on external finance has declined for a number of LDCs (from 11% to 8% as measured by the ratio of aggregate net flows to GDP), but still remains much higher than in other developing countries (3% in 2006), especially in the case of African and island LDCs.

 

The level of domestic savings continues to be low in many LDCs, including good performers. In 2006, only one third of the LDCs had gross domestic savings rates above 15% and 15 LDCs had negative domestic savings rates, meaning that they were relying on foreign savings not only to finance domestic investment, but also their domestic consumption.

 

The overall trends of gross capital formation and gross domestic savings for the LDCs as a group suggest that the resource gap, which indicates reliance on foreign resources, has fallen quite significantly since 2000. It declined from 7% of GDP in 2000-2002 to 1.6% in 2006. However, the resource gap exceeded 10% of GDP in 33 LDCs in 2006 and in 17 of these, it exceeded 20% of GDP.

 

The supply of external financial resources thus remains critical for capital formation (and in some cases, even for consumption) in most LDCs, and the dependence on external sources of capital has also been increasing for many of the LDCs in recent years.

 

The report noted that other sources of vulnerability arise from: (a) increasing merchandise trade deficits in many LDCs, particularly those which specialize in exporting agricultural commodities; and (b) increasing pressures from rising oil and food prices. Oil and food together constituted 31% of LDC merchandise imports by value in 2006.

 

Strong growth during the worldwide export boom beginning shortly after the turn of the Millennium did not lead to a diversification or structural changes in LDC economies, the report said, noting that for the LDCs as a group, dependence on commodities has increased since 2000, along with the growth acceleration. Primary commodities increased from 59% of total merchandise exports in 2000-2002 to 77% in 2005-2006. LDCs' share of world manufacturing exports stagnated at a meagre 0.2% of the global total.

 

But within this overall pattern, said the report, there is considerable divergence between the African, Asian and island LDCs. The Asian LDCs continue to diversify their economies away from commodities towards manufacturing, while the African LDCs increase dependence on primary commodities. The island LDCs remain primarily dependent on service exports which also exhibit high levels of volatility.

 

Accelerated growth underpinned by fluctuating prices of primary commodities cannot guarantee sustainable growth in an increasingly open, globalized economy, said the report, adding that the LDCs must build economic resilience through diversification and technological upgrading. Otherwise, their growth will remain fragile.

 

Investment in productive sectors remains the key lever for robust growth that increases domestic savings, creates employment opportunities and stimulates local demand. Only then can external risks be mitigated and growth made more sustainable.

 

A virtuous circle of sustained growth can be catalysed by aid inflows. Even though they are rising, however, aid disbursements remain below donor commitments in the Brussels Programme of Action, said the report. Moreover, they are more focussed on social sectors and social infrastructure than on increasing investment in economic infrastructure and developing productive sectors.

 

ODA commitments to social infrastructure and services constituted 42% of net ODA disbursements to the LDCs in 2006, up from an average of 34% during the period 2000-2004 and 31% in the second half of the 1990s. In contrast, aid to build productive sectors and economic infrastructure has continued to receive less priority. The share of aid committed to economic infrastructure and production sectors (including multi-sector) constituted just 25% of total ODA commitments to the LDCs in 2006.

 

Increasing dependence on primary commodities and low-skill manufactures has not translated into catch-up growth with other developing countries, said the report, stressing that more emphasis needs to placed in the future on efforts to develop the productive base of the LDC economies and to address their continuing structural weaknesses.

 

The report noted that international trade is equivalent to over 50% of the GDP of the LDCs as a group, and high rates of export growth have been a key driver of their strong GDP growth performance. However, their export structure remains concentrated on primary commodities and low-skill labour-intensive manufactures. Most LDCs are net food importers. Trade performance is highly dependent on commodity price trends. Trade deficits are increasing in most LDCs, particularly those which specialize in agricultural exports.

 

In nominal terms, the value of LDCs' merchandise exports has more than doubled since 2003, reaching a record level of $99.3 billion in 2006. This was $23 billion above the level in 2005 and $43 billion above the value in 2004. This improved export performance was largely attributable to rising international commodity prices. As much as 64% of the total increase in LDCs' merchandise exports from 2004 to 2006 was attributable to oil exporters, and a further 12% to mineral exporters.

 

Although imports have also been increasing, the merchandise trade balance of the LDCs as a group has improved significantly. Indeed, for the first time in over 30 years, their merchandise trade balance was close to equilibrium in 2006. However, said the report, this result masks large differences amongst the LDCs. The merchandise trade surplus of oil-exporting LDCs rose from $11 billion in 2004 to $29 billion in 2006, whilst the merchandise trade deficit of oil-importing LDCs increased from $25 billion to $31 billion. The majority of the LDCs - 42 of the 50 - had a merchandise trade deficit during the period 2005-2006; that deficit was greater than in 2003-2004 for 37.

 

According to the latest UNCTAD data, in 2005-2006, primary commodities constituted 77% of the merchandise exports of the LDCs as a group. Fuel exports accounted for 53% of total LDCs' exports in those years, followed by manufactured goods, which made up 22%, and minerals, ores and metals, which amounted to 11%. In 2005-2006, manufactured goods constituted 66% of the merchandise imports of the LDCs. But both food and fuels are also important components of the LDCs' import bill, accounting for 16% and 14% of total merchandise imports, respectively.

 

In 2005-2006, said the report, the food import bill of the LDCs as a group reached $14.6 billion, which was equivalent to 4.4% of their GDP. This was $6.1 billion higher than in 2000-2002, an increase equivalent to some 2% of their GDP in 2005-2006. During 2005-2006, the LDCs' net food trade deficit was equivalent to $7.1 billion. African, Asian and island LDCs, considered as groups, were all net food importers. But two thirds of the total food trade deficit was attributable to the African LDCs.

 

The net result of all the recent trends identified previously is that the LDCs are in a situation where they are highly integrated with the global economy through trade, but at the same time, their marginalisation, as measured by their level of participation in world trade, remains significant, said the report.

 

Excluding debt forgiveness grants, aggregate net foreign resource flows increased during the period 2000-2003 from an annual average of $17.3 billion to $27 billion in 2004. As in earlier years, the increase in aggregate net resource flows to the LDCs from 2004 to 2006 was mainly attributable to grants disbursements, which increased by $2.1 billion over this period (excluding debt forgiveness and technical cooperation), and also FDI inflows, which increased by about $3 billion.

 

Grants (excluding technical cooperation and debt forgiveness) constituted 50% of aggregate net resource flows to LDCs in 2006. Portfolio equity flows remained of marginal significance and the main source of debt flows was from multilateral creditors, whose net loans to the LDCs were equivalent to $3.7 billion in 2006, 13% of aggregate net resource flows.

 

According to the report, a very significant emerging trend during the period 2004-2006 was the fall in aggregate net transfers to the LDCs. Excluding debt forgiveness grants, such transfers declined from $19.2 billion in 2004 to $14.7 billion in 2006 - this is a fall of almost one quarter. Given the high level of dependence of LDCs on external finance, this trend does not bode well for the future if it continues.

 

The report also said that the highest rates of economic progress in the LDCs in the last 30 years has not been enough to prevent their total number of poor from increasing. Three-fourths of those living in these nations continue to survive on less than $2 a day. The rate of progress in terms of poverty reduction and human development remains very low. The incidence of poverty and deprivation remains very high, and most LDCs are off track to meet the MDGs on indicators for which data are available.

 

Overall economic growth rates of 7% and more in the LDCs in 2005-2006 should have provided an opportunity for substantial improvements in living conditions, but rapid population increases and other factors mean that some 581 million people continue to live in material deprivation out of a total LDC population of 767 million in 2005.

 

The incidence of extreme poverty (measured as the proportion of the people living on less than $1 a day) has decreased from a peak of 44% in 1994 to 36% in 2005. Yet, the number of extremely poor people continued to rise in the LDCs until 2003, when the upward trend levelled off.

 

Poverty reduction has been much faster in Asian LDCs than African LDCs, and in the latter group of countries, the number of extremely poor people continues to rise. In 2005, it is estimated that there were 277 million people living on less than $1 a day in all LDCs, including 206 million in African LDCs, 71 million in Asian LDCs and 1 million in island LDCs.

 

Although the incidence of extreme poverty is declining, said the report, the proportion of the population living on more than $1 a day but less than $2 a day has remained the same. Moreover, the proportion of the population living on less than $2 a day has only been declining very slowly. In 2005, three-quarters of the population in the LDCs were living on less than $2 a day.

 

The relatively weak relationship between growth in GDP per capita and poverty reduction in LDCs can be attributed to a number of factors, said the report, which went on to single out the type of economic growth as the central reason why poverty reduction has been so slow. Agriculture is the major source of employment in LDCs, but agricultural productivity is very low and rising only slowly. On top of this, there are accelerating trends of urbanization and de-agrarianisation in which more and more people are seeking work outside agriculture.

 

Because population growth is high, the expansion in the number of people seeking work either in agriculture or outside agriculture has been very rapid. Yet export-led growth has not generally been inclusive, owing to weak linkages between export sectors and the rest of the economy, said the report.

 

Slow progress in reducing poverty means that the LDCs will not be able to achieve the first of the Millennium Development Goals (MDGs): halving the proportion of those living on less than $1 a day between 1990 and 2015. To achieve the poverty goal of MDG 1, the LDCs would need to cut their absolute poverty rate to 20% by 2015. UNCTAD projections show that if current trends continue, LDCs will only achieve 33% by that date.

 

Economic growth has been accompanied by sluggish progress towards achieving other human development goals related to nutrition, health, education, gender equality, and environmental sustainability. Most LDCs will probably be unable to meet most of the MDGs by 2015, said the report.

 

The report, however, noted that LDCs achieved most progress in areas where they have sharply increased social spending by national governments with the backing of donor countries and/or international non-governmental organizations, all acting through well-targeted programmes. Progress has been strongest in increasing the level of primary education, followed by widening access to safe water and improved sanitation. By contrast, achievements that are more dependent on private income - such as reducing poverty and hunger - have been more limited.

 

Rising international food prices in 2007 and early 2008 will have negative effects on poverty trends in LDCs and slow progress towards the MDGs, the report cautioned. These negative effects will arise partly because the large increases in food prices threaten economic growth through rising import bills, partly because of the direct impact of rising food prices on the ability of households to meet essential subsistence needs and partly because of the second-round effects of rising food prices on economic growth.

 

The UN Food and Agriculture Organization food price index was on average 8% higher in 2006 than in 2005. Yet, it was 24% higher in 2007 than in 2006, and a further 53% higher in the first three months of 2008 than the first three months of 2007. By March 2008, international prices of wheat and rice were twice their levels of a year earlier, while prices of maize were more than one third higher.

 

The overall impact is likely to be particularly severe in the LDCs because most of them are net food importers and already have large trade deficits and because levels of poverty and food insecurity are already high, with many spending 50-80% of their household income on food.

 

In 2006, food imports constituted over 20% of total merchandise imports in 20 LDCs and more than 20% of merchandise exports in 33 LDCs. Over half of total merchandise export earnings were used to purchase imported food in 17 LDCs in 2006, in 10 of them the totality of export earnings were not enough to meet the food import bill. The aggregate food import bill of the LDCs as a group is estimated to have risen by 26% between 2006 and 2007, much in line with the increase in the overall food price index. The increase in the food import bill was equivalent to 1% of the GDP of the LDCs in 2006.

 

According to the report, the factors usually singled out to explain the price rises include growing food demand in emerging markets, the flow of speculative capital into commodity markets, increasing bio-fuel production, weather incidents and global warming.

 

The report also cited the following factors which it said become equally - if not more - important: The neglect of agriculture by public policies in many developing countries since the 1980s, resulting in under-investment in infrastructure, withdrawal of domestic support measures to farmers etc; the adverse impact of trade liberalization on domestic farmers unable to cope with foreign competition, particularly small-holders producing staple food for local consumption; the negative impact of agricultural export subsidies and domestic support policies in developed countries, which magnify the preceding factors; and the stark shrinkage of ODA financing for agricultural R&D.

 

The above features apply to the majority of LDCs and are consistent with the policy model of outward orientation, trade openness and withdrawal of public support to production that LDCs have been following since the 1980s, said the report. In the 1980s, LDCs as a group were net food exporters but became net food importers in the 1990s, after the implementation of this policy package. The shift to food deficits was particularly marked in the African countries.

 

The report noted that some LDC governments are taking short-term measures to mitigate the impact of the food price shock. From a long-term perspective, however, soaring international food prices and their impact raise serious questions as to the advisability of the current development model being pursued in most LDCs and the need for a paradigm shift in development policy.

 

For some observers, said the report, the paradigm shift which is required now is a return to agricultural development. However, whereas improving agricultural productivity is vital, it is also important to strengthen activities outside agriculture generating productive employment.

 

What is required is not a shift in sectoral focus but rather a deeper change in approach, with a renewed focus on developing productive capacities and generating employment through a better balance between States and markets, the report added.

 

(* This is the first of a two-part article on the UNCTAD LDC report. The second part on LDCs' ownership of their development strategies will appear in the next issue of SUNS.) 
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