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hen ecent tumoil in financial makets dis

rupted economies awss the globethe coun
tries of sub-SahanAfrica (SSA) vere adrersely af-
fected though tade and the déne in commodity
prices induced Y the cises. But thex was little im
pact on theirihancial makets or on theifiancing con
ditions facing them,with the eception of South
Africa (see Bwr 2.1). These counies were in efect
largely immune to fnancial contgion because of the
low degree of intenaional integygration and undete
velopment of theirihancial makets.These sameat:
tors, however, from a longrterm pespectve, have
also hampexd economic @wth in the egion.
Although gowth perbrmance has impwed in the
second half of the 19904, remains fagile and in
most counties, insufficiently strong to signifcantly
reduce the de levels of pwerty tha are prevalent.
This cthapter explores some of the main saas of the
disgopointing gowth perbrmance of the SSA coun
tries, discusses aas vihere reforms ae needed to in
crease gowth, and considex the potential contyution
of the Heaily Indebted BPor Counties (HIPC) dét
relief initiative.

Past Growth in SSA Countries and Its
Relationship to Policiest

The gowth perbrmance of SSA inecent decades
has been wak ly most standails. The egion’s aver-

1For recent analses of SSA pwth perbrmance see Rul Collier
and &n Willem Gunning “Explaining African Economic
Performancg’ Journal of Economic Liteture, Vol. 37 (Mach
1999),pp. 62—-111; Hresto Henandez-C#, “Raising Gowth and
Investment in Sub-SaterAfrica: Wha Can Be Done?Working
Paper (WashingtoniMF, 1999,forthcoming);William Eastely and
Ross Leine, “Africa’'s Growth Tragedy: Policies and Ethnic
Divisions; The Quaterly Journal of Economic¢November 1997),
pp. 1203-50; efrey D. Sats andAndrew Wamer, “Sources of
Slow Growth in African Economie$,Journal of African Econory,
Vol. 6 (1997),pp. 335-76; Dhanestaw Ghua and Mihael T.
Hadjimichael,“Growth in Sub-Sahan Africa; IMF Staf Papers,
Vol. 43,No. 3 (1996),pp. 605-34. &r the poliy implications in
paticular, see Stanle Fischer, Emesto Hemandez-Ca, and
Moshin Khan,“Africa: Is This theTuming Roint?” Working Paper
98/6 (WashingtoniMF, May 1998). fer an analsis of gowth per
formance in elaion to adjustment pgrams,seeThe ESAF aTen
Years: EconomicAdjustment and Refm in Lov-Income Countes,
Occasional Bper 156 (VdshingtonIMF, 1997),pp. 1-50,and the
May 1995World Economic OutlookAnnex I1).
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age real per cpita income in 1998 &as oughly un
changed from its level in 1970 (kgure 6.1).This aver-
age perbrmance masks sigimfnt diferences aass
countiies, however, and is stongly affected ly devel-
opments in the tw lagest economiesSouthAfrica
and Nigeria, which in 1998 tgether accountedf ak
most 30 pearent of the egion’s total output (in tens
of purchasing pwer paities). Out of the 47 SSA
counties? the nine &stest gpowing economies
achieved arerage anmial gowth of 3.1 pecent in eal
per cgital incomes wer the past 30aass. In the nine
slowest gowing economiesyeal per cpita income
contracted ly 2 pecent a yar on merage, owing in
some cases tormed conlficts and political insthaility .3
In fact, SSA had g far the vorst perbrmance among
developing county regions: the Middle East and
Europe egions as well as Ldin America expelienced
real per cpita income gowth of 1-2 pecent a yar on
average duing 1970-98while in Asia, at 4.7 pecent
a year growth was well above the vorld average of
2.4 percent.

In the second half of the 1990merage real per
cgpita income gowth in SSA pse to 1.5 peent,
paittly reflecting poliy improvementsjncluding in the
contet of programs suppded ly the IMF and the
World Bank# In several counties aerage anmal
growth exceeded 3 peent? sometimeseaflecting spe
cial cicumstances scas ecovery from amed con
flict (Angola, Ethiopia,Mozambique Rwanda) or the
exploitation of recenty discorered oil reseves
(Equdorial Guinea). Some other couieis, however,

2Eritrea has been omittedbfn the sampleoi ladk of daa avail-
ability.

3Throughout the kegpter, high- and lev-growth countres ae de
fined by the top and bottom quintile of the dibtrtion, respectiely,
when SSA countes ae ranked by their 1970-98erage rate of in
crease in eal income per qata. The frst goup compises
Botswana,Cong, Equdorial Guinea (een ecluding the spectacu
lar oil-induced gowth since 1996)Guinea,Mauiitania, Mauritius,
Mozambique Seychelles,and Svaziland while the second rgup
consists ofAngola, Democetic Repubic of Cong, Djibouti,
Liberia, Madagascay Sierra Leonge Somalia;,Togo, and ZambiaThe
remaining countes constitute the mediunrayvth goup.The aer
age gowth rates dviding the thee goups ae —0.75 and +0.93 per
cent per anam.

4For the ole of ESAF pograms in enhancingrgwth by promot
ing macoeconomic staility, extemal viability, and stuctural re-
forms,seeThe ESAF &TenYears.

5Angola, Botsvana,Equdorial GuineaEthiopia,Gabon,Malawi,
Mauritius, Mozambique Rwanda,SudanUganda.
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experienced an werage yeaty contiaction of per
cgpita income dung this pelod of moe than 1 per
cent,in most cases as asult of cvil warb

Causes of Inadequte Growth

In the past tw decades therhas been arival of
reseach on the soures of economicrgwth. One of
the hypotheses tested has beert tifaconditional con
vergence of per gaita incomesbased on the obser
tion tha pooter counties tend to gow faster other
things being equalThe standat cross-section gpwth
regressions (based on initial perpita income and
sud explandory variables as imestment ates, the
level of eduction, and maapeconomic polig charc
teristics) were undle to eplain the poor SSArgwth
performance Recent angbkis has thexfore empha
sized the impdiance of warious institutional,social,
and political &ctors, which constitute adcus of this
chegpter Obviously, most of these dctos ae also
strongly influenced iy output gowth and the leel of
economic deelopmentmaking it dificult to esthlish
the causalalaionship either ay. It has also been sug
gested tht economic gowth in SSA counies has
been adersely affected ly several factoss bgrond their
immedide contol, such as epid populdion growth,
unfavorable dimatic conditions,locaion (landlodked
positions in some cases and distanoenftage mar
kets), tems-of-tade dangs, and viulence of dis
eases$.

Sustainale growth of per caita income usuafire-
sults flom irvestment in pysical and human eéal
and gowth in total fictor poductvity (TFP). Giowth
accounting rercises br SSA counies over 1973-94
shav a modest contoution to per cpita income
growth from accumnulation of physical and human
capital, and a lage neyative contibution from TFP
growth (of the oder of a ngative 1.3 pecent per
anrum), which indicdes major impediments to
growth.® A rise in TFP ma in fact esult not ony
from adrances in teanology and economies of scale
but also fom amelioation of the economic etron-

6Burundi, Comoios, Democetic Repubic of Cong, Djibouti,
Guinea-BissauSierra Leone Zambia.

The conditional covergence lypothesis implies thacounties
grow faster the fuher their per gaita real income is belw its po
tential pah, which in tum dgpends on aumber of &ctors, includ-
ing tednolagy, cultural, demayraphic, social,institutional,and pe
litical chamacterstics. See RobeBaro and Xaier Sala-i-Matin,
Economic Gowth (New York: McGraw Hill, 1995) and October
1994Wbrld Economic OutlookBox 11).

8For geagraphic and @matic factors in paticular, see Sas and
Wamer, “Sources of Slav Growth in African Economies, and
David E. Bloom and &ffrey D. Sats, “Geography, Demagraphy,
and Economic Gmwth in Africa; Brookings Rpers on Economic
Activity (1998),pp. 707-95.

9Susan M. Collins and Bar Bosworth, “Economic Gowth in
EastAsia: Accunulation VersusAssimilation,” Brookings Rpers on
EconomicActivity (1996),pp. 135—-203.
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Figure6.1. Sub-Saharan Africa and Other
Developing Country Groups: Growth,
I nvestment, and Saving

Among developing country groups, higher investment and saving tend
to be correlated with higher growth.
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Box 6.1. Africa andWorld Trends in Military Spending

Since the mid-1980gher has been a pastent &ll in
military spending tloughout the wrld, including
Africal2World Economic Outlooklata for 132 counies
shov tha the shae of military expenditues in GDP éll
gradualy from 5.1 pecent in 1985to 3.4 pecent in 1990,
and to 2.1 peent in 1998As a shae of total @gvemment
spending military outlays fell from 13.9 perent in 1990
to 9.4 pecent in 1998This davnward trend in worldwide
military spending is coifimed ly the other thee widey
knovn souces of déa on militay expenditues8 the
Stodkholm Intendional Reace Reseeln Institute (SIPRI),
the Intenaional Institute ér Stiategic Studies (IISS),
and the US. Arms Contol and DisamamentAgencg/
(ACDA).4

Regional differences in militay spending péems
have narowed daovn in the 1990s (seers$t figure).
These diferences a due pimaiily to regional tensions
and theconcentation of amed conlicts and militay en
gagements in diferent pats of the vorld. A country’s
military spending is also lidy to be afected ly spend
ing in neighboing countres> According to SIPRIthe
number of major aned conlicts in the vorld fell
from 31 in 1990 to 24 in 1997efore iising to 26 in
1998. InAfrica, the rumber of corlfcts halved betveen
1990 (10 corlfcts) and 1996 (5 cotfi€ts) but has isen
since (8 corfcts in 1997 and 11 coliéts in 1998).The
increase in werall major conlficts in the vorld in 1998

1Africa indudes Sub-SahanAfrica, Algeria, Morocco,and
Tunisia.

2See SanjeeGupta,Calvin McDonald Luiz de Mello,and
Randa Sh, “Military Spending Contines to Sthilize; Some
Counties Incease Social SpendiidMF Survey, Vol. 28, No.
11 (Line 7,1999,pp. 186-88); and also Sanje€upta,Jerald
Sdiff, and Benedict Clement8/Vorldwide Military Spending
1990-95, IMF Working Paper 96/64 (Une 1996).

3ln a sample of 71 coumdss, SIPRI eported a &ll in world-
wide military expenditues to 2.3 pexent of GDP in 1997 ém
3.2 pecent of GDP in 1990.df a sample of 89 couns, [ISS
daa shav tha worldwide military expenditues &ll by 0.6 per
cent of GDP since 1990 to 2.5 pent of GDP in 1997The daa
produced lg ACDA are available only up to 1995 and skoa
dedine in military spending ér 102 countes of 1.0 perent of
GDP since 1990 to 2.7 mamt of GDP in 1995.

4These d& souces difer pimarly in county coverage
andthe deinition of expenditues. The WEO dda set contains
defense bdget outtuns reported by IMF county desk ofi-
cers and has the widest eerage of counties. SIPRI uses the
NATO defnition and indudes militay pensionsmilitary in-
terest pgments,and paamilitary expenditues in total out
lays, but excludes police ependitues. IISS uses the AYO
definition only for NATO countres, and deénse bhdget out
turns for non-NATO countres. These sowres also dfer in the
treament of calendar andstal year déa. For instanceWEO
and SIPRI d&a ae calculéed on a calendarear basisyhile
1ISS uses a mix ofgcal and calendarear déa. The timeliness
with which déa ae reported also aries among these ta
sources.

5See Hamid Deoodi, Benedict Clementslerald Sdiff, and
Peter Déaee, “Military Spending the Reace Diidend and
Fiscal Adjustment; IMF Working Paper 99/87.

Military Expenditures, 1990-98

(Percent of GDP)
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has been accountedrfby conflicts on the continent of
Africa$

In Africa, despite theeacent incease in the umber of
amed conlicts, the davnward trend in militay spending
throughout most of the 1990s is confed ly different daa
souces (see secondytire). Havever, military outlays re-
main elaively high amongAfrican counties, at 2.3 per
cent of GDP in 1998gainst 1.6 perent of GDP imAsia,
and 1.3 pegent of GDP in theWesten Hemisphes
Military spending has been higherAfrica than in these
two regions as a sharof GDP thoughout the 1990&ven
if conflict counties ae excluded flom the analsis.Among
developing and @insition counies,Africa spends meras
a shae of GDP on the militgrthan all otheregions except
the Middle EastAs a shae of govemment spendingmili-
tary outlays fell to 8.5 pecent inAfrica in 1998 fom 12.5
percent in 1990This ratio is lower in Africa than all e
gions in the deeloping world and tansition economies,
except the Westen Hemisphes and the #nsition
economies of Cerdt Eulope As in mary counties in
other egions, budgetay daa ma/ not cature, in full, all
military outlays. The lecent incease in aned conlficts is
likely to hare put futher pessues on gvemments in
Africa to incease militay outlays and thesexpenditues
may rise as a sharof total @vemment spending

Size of theArmed Forces

A large amy relaive to populéion can &ert significant
pressue on a gvemments wage bill, thus cowding out
spending on mer pioductve piograms. In line with the
fall in military spending in the 19908CDA data shov a
reduction in the si of the amed brces per 1,000 popu
lation between 1990 and 1995. Bafor 134 counies
shov tha the siz of the amed brces hasdllen since

6 The UN Secetary-Geneal has ecenty called br a educ
tion in military spending irAfrica; se€'Secretar-Geneal tells
assemly debae on duable peace if\frica,immedide and da-
métic action needed to ea8&ica’s dét burden; Press Release
GA/9475,0ctober 1998.
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Military Expendituresin Africa, 1990-98
(Percent of GDP)
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1The Military Balance, The International Institute for
Strategic Studies (11SS), includes 16 countries.

2World Military Expenditures and Arms Transfers, U.S.
Arms Control and Disarmament Agency (ACDA),
includes 26 countries.

3\World Economic Outlook (WEO) includes 43 countries.

49PRI Yearbook, Armaments, Disarmament and Inter-
national Security, Stockholm International Peace Research
Ingtitute, Stockholm (SIPRI), includes 23 countries.

1990 or all regions from 6.7 per 1,000 populan to 5.7
per 1,000 poput#on, except in the nevly industialized
Asian counties. Counties in Africa and theWesten
Hemisphee hare the smallest aved brces as a sharof
populdion. In the 45African counties in our samplehe
size of the amed brces Ell from 3.9 per 1,000 populan
in 1990 to 3.3 per 1,000 poptitan in 1995.

Militar y Spendingversus More Productive Expenditue:
The Case of Edud#on and Health Cae

Military spending ppeas to hae becomeon average,
a lowver piority in govemment liudgets compagd to
spending on edutian and health car Because poor so
cial indicaors ae often assoctad with lov levels of
spending on edutian and health cayra dedine in mili-
tary outlays in relaion to both GDP and totabgemment
spending fees esouces in the bdget tha can be used to
finance moe pioductve expenditues br human deel-
opment. In a sample of 56 cours for which daa ae
available for 1990-97the fall in military spending is as
socided with inceases in spending on edtica and
health cae as a pypottion of GDP (thid figure, top
panel).The 25African counties in the sampleafe par
ticulady well, with greder increases in health earand
educdaion spending

In IMF-suppoted pograms,paticular &tention is de
voted to impoving the composition of ayemment &-
penditues in vor of programs with higher mductvity,
including suppating human deelopment.Among the
counties tha have had an IMF-suppted pogram for
more than tw years, military spending hasaflen faster

Changesin Military, Education, and Health
Care Expenditures, 1990-971

(Percent of GDP)
All countries Africa
~ World B 10
- - 05
0.0
- --05
- --1.0
L — L L -15
Total government Education Health care Military
expenditures
Countrieswith IMF-Supported Programs
~ (morethan two years) "
0
- --1
- -2
- -3
B 1 1 1 1 B
Total government Education Health care Military
expenditures
Countrieswith IMF-supported [ African
programs (more than two years) HIPCs
- Countrieswith IMF-Supported Programs, and HIPCs  ~ 2
- (morethan two years) -1
: - i
: 2
: -3
- -4
. 1 1 1 1 - _5
Total government Education Health care Military

expenditures

Source: IMF staff estimates.
1Unweighted averages. Excludes industrial countries.

as a sha of GDP inAfrica than elsehere (third figure,
middle panely.8 TheseAfrican counties hae inceased
expenditues in educd#on and health cardespite theer
duction in total gvemment spending

(contirued on net page)

7Data ae available for 14African counties in a sample of 31
counties tha have had IMF-suppded pograms br more than
two yeass, over 1990-97.

8Evidence thamilitary expenditue was moe likely to be e-
duced inAfrican counties with IMF pograms br the peiod of
1978-87 can also bednd in GedfHaris and Nevman Kusi,
“The Impact of the IMF on Gemment Expenditwes:A Study
of African LDCs; Journal of Intenational DevelopmentVol.
4,No. 1 (1992)pp. 73-85.
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Box 6.1 (conduded)

Changesin Size of Armed Forces, 1990-95
(Per 1,000 population; percentage change)

- - 0
- - -5
- --10
- --15
- --20
All countries  Africa IMF IMF African -

program  program  HIPCs

countries!  countries

inAfrical

Source: World Military Expenditures and Arms Transfers,
U.S. Arms Control and Disarmament Agency (ACDA),
Washington, D.C.

1Countries with IMF-supported programs for more than
two years.

An increase in edud®n and health carspending
has also tadn place in thAfrican counties tha are el
igible for debt relief under the Healy Indebted Ror
Counties (HIPC) Initidive.®° Through dét relief, the
Initiative focuses on ensag adlitional financing br
social sector mgrams—pimarily basic health car
and eduction. African HIPCs (g far the majaty of
all HIPCs) hae increased health carspendingdster
than other counies tha have had IMF-suppaed po-
grams br moe than tw yeas. This incease s
achieved despite theeduction in total gvemment &-
penditues (thid figure, bottom panel}® However,
African HIPCs hee failed to mé&ch the incease in ed
ucdion spending of other IMF-supged pogram
counties.With regard to amy size, the fll in the siz
of the amed Dbrces betwen 1990 and 1995as twice
as lage in theAfrican HIPCs as in thafrican coun
tries tha have had an IMF-suppted pogram for moe
than two yeas (see durth figure).

9The HIPC Initidive entails a codlinated action g the in
temational financial commnity, including nultilateral insti
tutions,to reduce thexdemal dédt burden of heuily indebted
poor counties to sustairae levels following the implemen
tation of sound economic policies in the codtef IMF- and
World Bank-suppded piograms. The Summit of G-7
Finance Ministes held in Koln in 1999 hagcenty called br
broadening the scope of the HIPGarfravork to provide
deeper and éster dbt relief.

10Data ae available for 14African HIPCs in a sample of 31
counties with IMF-suppaed pograms br moe than tvo
yeas.
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ment Dr private sector actity, which may stem
from improvements in maoeconomi¢ trade and
structural policies, or in the quality of the puic
sector infastucture, institutions, and gvemance
These &ctoss tend to be complemenyatio investment
in physical and human g@ital, making it moe
productie.

Shortage of Human and Plysical Capital
Educaion and HealthHo

Improvements in health and edticen ale pimary
souces of human and economic vad®pment.
Although SSA countes hae made signitant
progress in enhancing eduaan (Table 6.1),they are
still lagging behind otheragions in tems of litelacy
rates and especiglliwith regard to secondagr school
enollment. High-gowth SSA counies had mch
higher levels, as well as fster accumlation, of
human cpital throughout the obseation pefod than
slow-growth countres.After some impovement du
ing the 1970ssecondar school enoliment in lov-
growth counties has not in@ased ay further over
the past 20 gais. Gains fom eforts to povide better
educdion have also been limitedybthe deletdobus
effects of the'brain dmain; which has been ptcu-
larly prevalent in counies tha have sufered long
peliods of economic sgmaion and political instail-
ity. Sudr emigation is likely to contirue to be a sig
nificant impediment to economic ddopment as
long as SSA counes fail to offer an #ractive eco
nomic and political erironment to their better edu
caed citizns.

A similar patem gpplies to the main health indica
tors—infant motality and life expectang—with SSA
countiies, despite signitant impovementsstill lag-
ging behind otheragional goups,and high-gowth
SSA counties scoing better than M-growth coun
tries over the past 30eass. Life expectang has not in
creased in the past 1%as in either goup of SSA
countiies, pattly owing to the deastding efects of
AIDS.11 Infectious diseases iregeal, andAIDS in
patticular, are estimé&d to be a sigridant constaint
on gowth in mary SSA counties1?

10Health and edudimn are both sowes and outcomes of eco
nomic gowth. Clealy they affect the poductiity of the labor force
and thus per gata income On the other handhe higher the per
cgpita income the easier it will be to pride the populion with
health and edutian sewices,and the higher the demanar fsud
sewices.

11t is estimaed tha in 1997 21 million SSA inHzitants vere in-
fected with HIV/AIDS i.e., about 3.4 pezent of the total SSA pep
ulation and 7.8 peent of the egional lebor force UNAIDS and
WHO, “Report on the Global HIV/AIDS Epidemic(New York:
United Ndions,1998).

12See Bloom and Shs, “Geography, Demagraphy, and
Economic Gowth in Africa’
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Table 6.1. Sub-Sahaman Africa and Other Dereloping Country Groups: Education and Health

llliteracy Rate Seconday School Enolimeng Primary School Enolimeng
1970 1997 1970-97 1970 1995 1970-95 1970 1995 1970-95

Asia 51 24 36 24 61 45 82 112 107
Advanced economies C C C 80 106 94 102 103 103
Westen Hemisphes 26 13 18 28 52 44 100 112 106
Middle East and Eope 69 38 52 24 64 49 68 97 91
Sub-SahanAfrica 71 42 56 7 27 19 50 77 74
World 46 26 34 31 67 51 83 104 100
SSA countiies: unweighted

grouping by yearly per

capita GDP growth rate

in 1970-98
High growth (top quintile) 59 33 45 13 38 29 59 90 88
Medium gowth 71 45 57 6 25 17 49 72 72
Low growth (bottom quintile) 70 41 55 9 18 17 64 84 72
Memomandum
CFA: unweighted serage3 81 54 67 6 20 17 50 67 70

Life Expectang at Birth Infant Motality Rae
1970 1997 1970-97 1970 1997 1970-97

Asia 56 67 63 95 48 69
Advanced economies 71 7 74 22 6 13
Westen Hemisphes 61 70 65 84 32 56
Middle East and Eope 53 67 60 134 49 87
Sub-SahanAfrica 44 51 48 137 91 112
World 59 67 63 98 56 76
SSA countiies: unweighted

grouping by yearly per

capita GDP growth rate

in 1970-98
High growth (top quintile) 46 55 52 132 78 96
Medium gowth 44 52 49 138 87 110
Low growth (bottom quintile) 42 48 46 155 114 134
Memomandum
CFA: unweighted aerage3 42 50 47 146 92 117

Source: World Bank,World Development Indiceors (regional groupings my differ fromWEO dassifcations).
11995=1994 ér sub-SahanAfrica and br Westen Hemispheg; 1970=1975dr adzanced economies.
21995=1994 ér sub-SahanAfrica; 1970=1975dr ad/anced economies andrfWesten Hemisphee.
3Comnunauté khanciee Africaine and Coopéfion Fnanciee enAfrique

Investment and Sang

Physical investmentjn paticular pivate fixed ca-
ital formation, remains lav in SSA.The #tio of total
fixed investment to GDP has actuyalledined gadu
ally over the past 30eais,to 17.5 pecent of GDP in
the second half of the 1990sofn 20 pecent in
1970-74 (seeigure 6.1),while piivate fixed irnvest
ment has eraged 11-12 peent of GDP since 1970
with only a modest upard trend These ggregate fig-
ures conceal lge differences among couids within
the egion. High-gowth counties hae relatively high
investment atios tha have been ising, with total and
private investmenteading 32 and 25 peent of GDP
respectiely, in the second half of the 199Qshile in
the same pérd total and pwate investment atios in
the lav-growth counties areraged 10 and 5 peent,
respectiely. Investment in SSA alsoppeas to hae
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been elaively unproductie, as indicéed ly the ng-
ative estimées of TFP gowth.

This evidence sugests thathe poor gowth perbr-
mance of SSA coungs mgy be dtributed patly to
factos thd either discouwage investment or mak it
less poductive. Inadequte infrastucture, poor quality
of pulic sewices,and distotions in irvestment incen
tives hae been dctos limiting the poductiity of
capital 13 Moreover, the high isks dtached to the e
turn on irvestment irAfrica, patticulady those assoei
ated with macoeconomic and political indbdity, in-
efficient institutions,and weak lgal systemshave

13This mg explain why some studies (Shapt@nan Dearajan,
William Eastely, and Havard Padk, “Is Investment inAfrica Too
Low or Too High?”(WashingtonWorld Bank,May 1999)) fnd tha
investment,even ly the pivate sectar has conibuted little to
growth in SSA.
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played a majorale in reducing the incente to irvest
(see belw).14

Investment has also been coasted ly the limited
availability of financing!® National saing rates hae
been lov compaed with other egions, patly due to
widespead pwoerty and patly due to the sameasons
tha discourge investment (seei§ure 6.1)16 Over the
past 15 gass, naional saing rates aeraged 14 per
cent of GDP well belov those in other deloping
countly regions,especialy Asia. Ndional saing rates
have diopped in the 1990s andJeashevn only mod
est signs of ecovery recenty, except in the high-
growth counties,where the/ have risen to 20 perent
in the second half of the 1990Qshile in low-growth
counties thg have diopped to 4 peent.

Low domestic s@ng is not the onl obstate to in
vestmentihancing in SSA. lRancial intemedidion is
still very limited, typically provided ky a few financial
institutions thaoften do not pedrm in a competitie
ervironment. Pivate caital flows into the egion ae
low, although thg have beenising duing the 1990s:
foreign irnvestos in seath of high rsk-adjusted &
turs hae tended to mfer other deeloping counties
wher risks ae smaller and gatal makets ae better
developed and less subject tovgmment contol.
Reliance on difcial development assistance (@D
has been mdominant and its use often ifieient.
ODA flows hare detined in recent yars, and it can
not be takn for granted thathey will recover to levels
reated in the pasgiven ludgetay constaints in the
advanced economiegnd the concerdtion of assis
tance on counigs with supéor tradk recods in tans
lating aid into gowth.17

Roles of Macioeconomic¢ External, and
Structural Policies

Macroeconomic Sthilization Policies

Over the past 30aass, high-gowth SSA counies
had nuch lower inflation and fscal defcit-to-GDP &

14For a detailed angsis of the impact ofisk factos on irvest
ment,see Rul Collier and Céneline Rittillo, Investment and Risk in
Africa (London:Macmillan,1999) Chater 1,pp. 3—30.

15However, contrary to widely held belief Collier and Gunning
“Explaining African Economic Erformanc¢’ find financial fctos
to be less impadant than otherdctoss in explaining lov-growth per
formance

16ln paticular, the undedevelopment of theihancial sectqmpoor
monetay policies (eg., administetive credit allocaion and inteest
rate contpls), and la& of adequee accounting f@rctices and jp-
eny titles.

17For recent studies skong tha aid helped mwth only when
coupled with signitant reforms in the ecipient counies and asso
ciated with an incease in pwate investmentsee Caig Bunside
and Daid Dollar, “Aid, Policies and Gowth,” Policy Reseath
Working Paper 1777 (Vdshington:World Bank, 1997),and Daid
Dollar and William Eastely, “The Seath for the key: Aid,
Investmentand Plicies inAfrica;’ Policy Reseach Working Paper
No. 2070 (VéshingtonWorld Bank,1999).
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tios than lov-growth countres (Rgure 6.2). It is nw
geneanlly accepted thathe diection of causalityeven
though dificult to estalish, runs pmmarily from
macoeconomic staility to growth.18 During the past
decadepolicy efforts in the SSA agion have aimed
increasingy a macoeconomic stailization and the
implementéon of essential siictural reforms, often
under ESAF-suppted pograms. Mud of the ecent
improvement in SSA gwth perbrmance has indeed
been #ributed to elaively successful maoeco
nomic stdilization eforts: the aerage fiscal deicit
(including gants) €ll from 5 pecent of GDP in the
first half of the 1990s to 3 pemt in 1995-98while
average inflation fell from 29 to 21 perent,with me
dian infation dedining from 11 pecent to 8 perent.
Fiscal measwes hae induded educing tax xemp
tions and unmductive expenditues (sub as tansers
and subsidies to senteprises),as well as enhanc
ing reverues though the intoduction of VAT.
Monetal policy reforms hae ranged from tageted
reductions in domestic edit expansion to the elimi
nation of selectre credit contpols, directed cedit, and
interest ete contols.

As in other deeloping countes, there has also
been a shift tward increased xchang rate flexibility
in SSA. En soapproximately half of the SSA coun
tries hae contirued to pg their domestic cueng to
one or moe foreign curenciest® 15 counties pg to
the Fend franc (the 14 Ck counties and Comans),
2 to the US. dollar (Djibouti,with a cureng/ boad,
andAngola, with a clawling p&g), 4 to a cureng/ bas
ket (Botsvana,Burundi, CgpeVerde Seychelles),and
3 to the SoutlAfrican land (LesothoNamibia, and
Swaziland). Despite the shiftward greaer exchange
rate flexibility, the varability of real exchange rates in
the SSA egion has diminished as ilafion has &llen.

In the counties with pgged rtes, adjustments of
the pgs hae been used to aect cureng/ misalign
ments tha have aisen. In paticular, in the CHRA
counties, the dealugion of the CA franc in 1994
corected a fundamental misalignmeand in com
binaion with stionger reform and sthilization eforts
led to a signitant impovement in gowth perbr-
mance Thus anoal gowth in CFA countiies inceased
strongly from —2 pecent in the ifst half of the 1990s
to 5 pecent in the second haikith a lage inciease in
private investment (fom 12 to 18 paent of GDPon
average, between the same pgeds) and to a majoer
duction in the ical deicit (from 6 to 2 perent of
GDP). This impoved perbrmance inceased the cen
fidence of intemational investos and #racted pivate

18The agument thamacioeconomic stailization is impotant for
growth is suppaed for example by the economeit anaysis of
Evangelos A. Calamitis,Anupam Basuand Dhaneshar Ghug,
“Adjustment and Gmth in Sub-Sahan Africa; Working Paper
99/51 (WashingtoniMF, April 1999).

19See October 199Wbrld Economic OutlookChapter V).
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cepital flows and breign direct investmentwhich rose
in reldion to GDP fom 0.6 to 3.0 peent and fom 0.8
to 1.9 pecent,respecitiely, between theifst and sec
ond hahes of the 1990s.

Trade and Exbange Liberalization

Empirical studies hee provided substantial w-
dence of a posite causal elaionship unning flom
trade andxchange rate libemlizaion to gowth and of
a two-way causal elaionship between tade and
growth.20 During the past decagmary SSA counties
have made substantialggress in eliminéng multiple
exchang rates and in educing &chang restictions
on curent account #&nsactions:in 1990, 43 SSA
counties (out of 47) had not aquted the oligations
of Article VIII of the IMF’sArticles ofAgreement; this
number had dwpped to 33 P 1995 and to 13 b
199821

Although lagging behind other desloping county
regions in tems of tade libealization, SSA counties
have recenty adopted widespiad tade eforms: non-
tanff bariers and licensingeguiements hee been
gredly reduced andeplaced with ad alorem taiffs,
which have subsequentlbeen pogressvely reduced
as vell. Sud eforts hare often been made in the eon
text of regional trade arangements (see CpéeerV).

In their quest totéract a lager shae of global FDI,
mary African counties hae intoduced bangs in
policy. These intude inceasing the umber of sectar
open to FDI; lavering govemment paticipation in eg
uity holding and meing avay from mandsory joint
ventues; &pediting the pproval process ér FDI by
opening one-stop uwestment center removing re-
strictions on theapatriation of profits, the piovision of
tax incentves, and the cedion of export processing
zones; allaving foreign paticipation in the pivatiza-
tion of stde-ovned entgurises; enhancing meagsrto
protect intellectual mpety rights; and signing a#i-
ous multilateral trade and imestment greements.

SSA authaties hare poceeded with prdence in
the libealization of cagital account tnsactions.
Particulady in the light of theihancial dificulties e-
pelienced ly several counties in the second half of the
1990s,sud liberalization should bllow the deelop

20|n paticular for SSA counies, see Eastéy and Leine,
“Africa’s Giowth Tragedy,” for the pble of Hack maket pemium,
and Dani Rodk, “Trade Plicy and Economic &formance in Sub-
SahaanAfrica; NBERWorking Paper 6562 (Mg 1998),for the ef
fects of tade libealization.

21Article VIl prohibits membes from imposing estictions on
payments and &nsers for curent intenational transactionsenggg-
ing in multiple cureng practices,or implementing disaminatory
cureng/ arangements.The Pllowing countres had not acgted
the obligations of Article VIII at the end of dly 1999: Angola,
Burundi, Cape Verde, Democetic Repubic of Cong, Ethiopia,
Liberia, Maurtania, MozambiqueNigeria, SGoTomé and Principe
Somalia,Sudan Zambia.
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Figure 6.2. Sub-Saharan Africa and Other
Developing Country Groups:. Inflation
and Fiscal Balance

Among sub-Saharan African countries, greater macroeconomic
stability is associated with higher growth.
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Table 6.2. Sub-Sahaman Africa and Other Dereloping Country Groups: External Performance

Openness Foreign Exdang Blak Market Pemiun?
1990-94 1995-98 1970-98 1990-94 1995-98 1970-98

Asian NIES 60.1 68.4 60.3
Asia 21.3 24.4 15.3
Advanced economies 19.3 21.9 18.8
Westen Hemisphes 14.2 15.7 13.6
Middle East and Eope 31.4 32.2 32.8
Sub-SahanAfrica 27.8 31.6 28.2
World 19.4 22.4 19.7
SSA countiies: unweighted

grouping by yearly per cegpita

GDP growth rate in 1976-98
High growth (top quintile) 52.8 59.0 53.7 1.2 1.1 2.3
Medium gowth 30.6 32.8 29.5 1.4 1.1 3.1
Low growth (bottom quintile) 347 34.0 35.2 17.5 6.7 19.5
Memoandum
SSA:unweighted aerage? 35.6 38.1 35.4 4.3 2.1 6.1
CFA: unweighted serage 30.8 37.8 34.1 1.0 1.0 1.0

Raio of Piivate Caital Inflows to GDP Rétio of FDI to GDP
1990-94 1995-98 1970-98 1990-94 1995-98 1975-98

Asian NIES . -1.3 1.4 . C C
Asia 2.8 2.3 15 1.8 2.8 0.9
Advanced economies . . .
Westen Hemisphes 3.0 3.6 2.3 1.1 2.4 0.8
Middle East and Eope 5.3 1.5 -0.3 0.5 0.8 0.3
Sub-SahanAfrica 0.6 3.0 1.7 0.8 1.9 0.8
World
SSA countiies: unweighted

grouping by yearly per cegpita

GDP growth rate in 1970-98
High growth (top quintile) 3.0 9.3 4.7 4.4 7.8 25
Medium gowth 2.5 4.1 2.3 1.5 1.9 0.7
Low growth (bottom quintile) 2.1 0.3 1.6 1.2 3.3 0.9
Memomandum
SSA:unweighted aerage? 2.5 4.4 2.6 2.0 3.3 1.1
CFA: unweighted serage 1.4 7.7 3.8 2.2 4.7 1.2

Source:IMF WEO daabase; andiVorld Bank,World Development Indictors for Foreign Exdange Bladk Market Pemium (egional goup-

ings difer slighty fromWEO dassifcations).

IAverage ratio of exports and impats of goods and seices to GDP

2The maxinum ratio of maket to oficial exchang rate has been set to 100.

3Hong Kong SAR,Korea,Singapore, andTaiwan Povince of China.

4Sub-SahanAfrica.

ment of méure domesticihancial makets,in order to
limit the vulnesbility of the economic andirfancial
system to the olatility of capital flows and theisk
that cepital inflows ma be diected tavard ineficient
investment pojects.

The dismantling of difcial distottions in exchange
maikets has dasticaly reduced kack maket pemia
during the 1990s @ble 6.2).Trade libealizaion has
helped to spur &de fows, which have risen pogres
sively duiing the 1990sboth contibuting to, and
being einforced ly, the incease in outputrgwth dur
ing the second half of the decadigterestingl, recent
evidence (based onrgyity models) sugests thathe
relaively low (absolute) leels of SSA tade ae not
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unusual,as the reflect pimaiily the small sie of SSA
economie$? Private caital inflows and atios of FDI
to GDP inceased § more than 50 p&ent betveen the
first and second hatg of the 1990snostly reflecting
the fnancing of specit projects,the libealizaion of
FDI regulaions, the implemention of pirvatization

22Foroutan and Richett, “Intra-Sub-Sahan African Trade:ls It
Too Little?” Journal of African Economieq1993), pp. 74-105;
Rodik, “Trade Blicy and Economic &formance in Sub-Saham
Africa”; and Daid T. Coe andAlexanderW. Hoffmaister “North-
South Trade: Is Africa Urusual?” Working Paper 98/84
(Washington:IMF, June 1998; drthcoming inJoumnal of African
Economiegs
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programs, and the inceasing coriflence of intema
tional investos tha SSA counties would pusue peti-
nent eforms,but also as aasult of the ecent sength
ening of gowth prospects.

Structural Policies and Sectal Composition
of Output

Following independence ttm colonial ule, leader
ship in mag SSA counties questioned thefefiency
and firness of madeet economies and the impance
of compasative advantaye, and intoduced gtensve
contols on pices, exchang rates, distribution sys
tems andmore geneally, on the sect@l allocdion of
resouces.The ayricultural sector vas often dectively
disciminated against ly the imposition of gce and
exchang rate contols, the cedion of public monop
olies for the maketing of ayricultural goods,and the
inadequge piovision of wral infrastucture. The in
dustial sectoyin most counies domingd by ineffi-
cient pullic enteprises,was often implicity subsi
dized by impont-substitution policiesby the ents
delived from pubic monopolies,and ty the atificial
suppession of gricultural piices, but nerertheless
failed to fourish, as the esulting distations entailed
inefficient investment andhronic mismangement.

In the 1990s manof these policies va been e
versed and mandistottions eliminaed as pice con
trols hare been educed agricultural maketing liber
alized large pubic monopolies eliminged, and maw
pubic enteprises pivatized The full efects of this
greder reliance on maet metanisms will not bedit
for several yeass, while further eforts ae still needed
to provide the ight incentves br an eficient alloca
tion of resouces.

Impr oving SSAs Growth
Performance Fuither

Recent polig efforts hare biought SSA counies
closer to maaeconomic staility and reduced dister
tions in incentte stuctures, resulting in some im
provements in gowth perbrmance In most cases,
however, these dbrts hare not been siitient to elim
inate the obstdes and disincentes to inceased gai-
tal accunulation: only in the high-gowth counties has
private investmentisen in the second half of the 1990s.
Ther is cetainly more to be done in the eas of
macioeconomic stailization and stuctural reforms:in
1998, average inflation in SSA was 10 pearent,while
the arerage fiscal deitit including gants stood ta4.3
percent of GDPMore than a quéer of SSA countes
do not et accet the oltigations underArticle VIII,
while average taiff and nontaff bariers—although
lower than in the past—austill relaively high. Mary
stade monopolies @amain, along with &tensve pice
and quantity contils. FDI flows ae still overegulaed,
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via cumbesome industal and tade licensing prce
dures as wll as estictions on the issuance ofork
pemits for expatriates. Futher pogress in theseas
well as the dllowing, areas is essential.

Reforms Aimed at the Public Sector, Financial
Mar kets,and Infr astructure

There ae seeral aspects of pdic policy, sewvices,
and institutions thtaconstitute major obsthes to en
hancing poductvity and ad to the iskiness of in
vestment:they include ineficiengy of the stée ku-
reaucagy, coruption, limited respect ér the l@al
system and ppety rights, political risks associed
with political instdility and domestic cofiitts, un-
dedevelopment of theihancial systemand lak of an
adequée ptysical infrastucture.

Quality of Pubic Sector Institutions and Geernance

In mary cases the l&cof broad epresentdon and
the political insthility that followed ind@endence
from colonial vle, coupled with corfcts related to
histoiical and ethnicdctoss, have hindeed the deel-
opment of an éicient political and institutional e
ronment, and dealy constained gowth. Rebrms
aimed aimproving the quality of the puiz sectorin-
stitutions,and gvemance emain ugent in mag of
these countes.

Inefficiency in the povision of pullic sewices e-
sults flom undequalified pullic employees as wll as
remunegtion systems umaed to perbrmance and
absorbs bdgetay resouces tha could be better de
voted to the deelopment of humaresouces or pis-
ical infrastucture.23

Extensve coruption within the political system and
inefficient govemment hireaucagy tend to incease
transaction costs and corstr the eficiencgy of re-
source allocéion.24 The lak of an impatial legal sys
tem,the genearlly inadequee obsevance and ewfce
ment of lav, the iisk of expropration, and the lak of
effective sanctionsdr contact iepudiaion ale impor
tant factos inceasing the iskiness of imestments.

23For a detailed angsis of emplgment and €muneition poli-
cies in SSA counies, see lan Liengrand Jitendx Modi, “A
Decade of Giil Sewvice Rebrm in Sub-Sahan Africa;’ Working
Paper 97/179 (Vdshington:IMF, December 1997). Rarding the
importance of enunegtion policies in &oiding and eversing the
brain-drain phenomenorsee Nadeem Ul Haque arghangr Aziz,
“The Quality of Geemance:‘'Second Genetion’ Civil Sewice
Reform in Africa; Working Paper 98/164 (V&shington: IMF,
November 1998).

24Note, however, that recent gidence on the deteinants of cor
ruption and gowth indicaes tha the coruption pocess in SSA is
little different from elsevhere, once the strcture of the economn
and institutional bamacteistics ae talen into account. See &
P. Leite and dns Weidmann, “Does Mother N&ure Corupt?
Natural Resoutes, Coruption, and Economic Gmwth,” Working
Paper 99/85 (VelshingtonIMF, July 1999).
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Table 6.3. Sub-Saha@an Africa and Other Dereloping Country Groups: Quality of Governance

Institutions, and Public Services
(0-10,higher=better quality)

Risk of
Quality of  Extent of Govemment Ethnic Political Law and Risk of Contract
Bureaucagy Cormuption  Stebility Tensions Violence Order Expropriation Repudigion
1984-98  1984-98 1984-98 1984-98 1984-98 1984-98 1984-97 1984-97
Asian NIE$ 7.3 6.9 6.5 7.5 9.0 7.4 8.3 9.1
Asia 4.6 4.3 5.0 4.5 6.0 5.0 6.3 6.0
Advanced economies 8.7 8.3 6.5 8.2 8.7 8.7 7.9 9.2
Westen Hemisphes 4.2 4.6 4.9 7.1 5.8 4.8 5.7 6.0
Middle East and Eope 4.8 4.7 5.7 5.9 5.7 5.4 6.2 5.9
Sub-SahanAfrica 4.1 4.6 4.8 4.9 55 4.4 5.3 4.8
World 5.4 55 5.4 6.4 6.6 5.8 6.3 6.4
SSA countiies: unweighted
grouping by yearly per capita
GDP growth rate in 1970-98
High growth (top quintile) 4.3 5.9 55 5.7 6.4 5.1 5.6 5.3
Medium gowth 4.6 4.7 5.0 5.1 5.7 4.6 5.7 5.2
Low growth (bottom quintile) 3.0 35 3.8 3.9 4.5 3.6 4.3 3.4
Memomandum
CFA: unweighted serage? 4.5 4.3 4.9 5.4 6.0 4.4 5.7 5.3

Souce: Intemaional County Risk Guide (pulished ly Political Risk Sevices).
1For regional goupings:unweighted aerages of counies in the deset.

2Hong Kong SAR,Korea,Singapore, andTaiwan Povince of China.

3Comnunauté khanciée Africaine and Coopétion Fnanciee enAfrique

Armed conlicts, political instdility, and cvil wars re-
duce the ®pected pofitability of investmentspy in-
creasing theisk tha cepital assets will be destyed
and economic adfities interupted Govemment in
stebility introduces unceéainty éout economic and
other policiesThe pesistence of nonelectedwem-
ments in some coulds tends to inease gvemment
intervention and couption.

All these fctos tend to educe the werall effi-
cieng/ of the econom and discowage domestic and
foreign irnvestment. According to suveys, high-
growth SSA counies hae tended to scersomaha
better on most of thesadtos, both in the past 15
yeass and moe recenty (Table 6.3)25 But SSA coun
tries as a Wole hae ranked substantiafl worse than
other egional goups in ecent yass, especialy rela
tive to the adanced economies andst-gowing de
veloping and nely industialized economies dksia.
While theseihdings mg patly reflect an intedepen
dence betwen economic pesfmance on the one

25The elevance of these political and economic intles for
growth has been documentedy HHeléne Birson, “Economic
Secuity, Private Investmentand Gowth in Developing Counties;
Working Paper 98/4 (VdshingtoniMF, Jaruaty 1998),pp. 1-31A
pioneeing anaysis on the ale of coruption is Rwolo Maub,
“Corruption and Gowth,” Quarterly Journal of EconomicsVol.
110 (1995),pp. 681-712; Easter and Leine, “Africa’s Growth
Strategy,” argue tha ethnolinguistic diersity is hamful for growth,
while Paul Collier and an W. Gunning “Explaining African
Economic rformanceg’ find tha this is tue paticulady when
combined with lav levels of demoacgy and political ights.
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hand and the quality of plib sector institution and
govemance on the othe8SA counties deally need to
crede an institutional and political emonment vhich
increases ditiency and educes theiskiness of eco
nomic actvity.

Financial Development

The derelopment of theifhancial system has been
shawn to be an impaant factor in detanining gowth
performance?6 A well-functioning fnancial system
facilitates economidransactions,stimulates saing,
and dannels sangs to poductive investment acti-
ties, thus helping to mobilie resouces and impmve
their allocdion. SSA counies need to deslop inan
cial makets tha allow portfolio diversification, facili-
tate consumption-smoothingnd povide insuance
given the high eposue to isks associed with sub
uncontollable factois as veaher dhangs and tens of
trade shoks.

Recent studies document the substantiarisf by
SSA counties to impove the functioning of theirif
nancial systems since thedal980<’ Liberalization

26See for example Ross Leine, “Financial Deelopment and

Economic Gowth: Views and Agendd, Journal of Economic
Literature, Vol. 35 (1997)pp. 688—726.

27Enrique Gelbad and Segio Pereira Leite “Measuing Fnancial
Development in Sub-Sahem Africa’ Working Paper 99/105
(Washington:IMF, September 1999)and Hassanali Mehn et al.,
Financial Sector Deelopment in Sub-Satem African Countres
Occasional Bper, 169 (WashingtoniMF, 1998).
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of the domesticifiancial maket has been one of the
most successful aas of eform, and ony a few coun
tries still impose quantiteve credit contols or main
tain na@ative real lending ates. Havever, further
progress is neededdn the basis ofarious measwas
of financial deelopmentthe arerage SSA county at-
tained ony about one-thid of the Ieel of the werall
financial deelopment of SoutiAfrica in 1987,and
still just aove one-half in 19978
¢ In most SSA counies the inancial sector is un
competitve, and cedit allocdion is often subject
to govemment intevention. In 1997,banking
systems wre highly concentated: the aerage
spread betwen lending and g@esit @tes was
between 6 and 10 peentaye points (eflecting
higher cedit risk as vell as la& of competition),
the average shae of nonperdrming loans in the
portfolio of the banking systemas dove 20 per
cent (patly due to the wak lgyal system),and
less than half of the courds had isk-adjusted
capital adequag ratios thda mached the ecom
mendaion of the Basel Committee
e The mange of aailable financial poducts is un
duly limited in SSAwith the notale exception of
SouthAfrica: in most couniies no inteest is paid
on demand d®osits,while the méurity structures
of both d@osits and gvemment secluties ae
very shot (also because of theqgmounced eco
nomic and political uncéainty), and both stdc
maikets and interbank miegts ae lagely under
developed
e The use of monetgrpolicy instuments in SSA
counties still needs to be impved Political in-
terference in monetar policy decisions is still
common. Cenal banks oftenaly on adances to
commecial banks as a major ingtnent of mon
etay policy, and less on the use of open kedr
opestions. In adilition, few counties hae pg-
ment systems thaan enswe rapid settlement of
transactionsand interbank méets ae often ery
thin.
¢ Banking suparision and egulaion are often in
efficient and seldom ingeendent fom political
pressue. Financial and commeral legislation,
and the assodied institutional evironment,are
inadequ&e in mary counties. The lov level of
computeization and the gneally limited use of
technolagies also hamper the wiElopment of the
financial system.
All these &ctors require dtention,as thg reduce the
efficiency of financial intemedidion, raise borowing

28Gelbad and Leite“Measuing Fnancial Deelopment in Sub-
SahaanAfrica’ The inde& of overall financial deelopment encom
passes meass of the competiteness ofihancial makets,the de
gree of fnancial libenlization, the quality of ihancial institutions’
sewices, the etent of fnancial intgration with foreign makets,
and the waailability of monetay policy instuments.
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costs,reduce sang incentves, increase theisk of
bank filure, and also inarase the liglihood tha pri-
vate sector bapwers mg be unale to obtain ihance
even for viable projects.

Progress in inancial sectoraform often does not
provide immedide benefs, not only with respect to
output gowth, but also with egard to the deelopment
of financial intemedidion. After years of financial
distottion, repression,and undetevelopment, busk
nesses and householdad also the puic sector have
to lean and adpt to the diferent ewironmentwhere
decisions on bank lending and theresponding in
terest ates ae no longr made i the govemment,but
by maiket forces in a competite ewironment,with
financial institutions basing decisions omrdnds of
information to assess theetitworthiness of baow-
ers. The bendfs of financial deelopment mg there-
fore tale time to acare

Infr astructure

SSA counties need to adirect pullic spending
paitly toward increasing the quantity and inguing
the quality of infastucture, not only to stinulate in
vestment and rgwth, but also to educe pwerty and
income inequality and to minimie ewironmental
damae.2®

Many of the high-gowth SSA counies hae bene
fited from having a lager initial sto& of infrastucture
than slev-growth countres, and fom faster gowth
rates of infastucture over the past 20 gas (Table
6.4). The quality of infastiucture is, of course also
important. In mag counties few roads ae pared
raising tanspotation costs,and the pulic supply of
electicity is uneeliable, causing irms to install their
own private geneetors, with associted inceases in
production cost89 For landloked counties,improve-
ments in tanspot infrastucture would enhance eeo
nomic intgration with other countes, thus stinulat-
ing trade and gwth 31

Despite ecent impovementsfurther investment in
infrastiucture is essential. By one indica in
1995-97 the arerage rumber of telphones per em
ployee in SSA counies was dout two-thirds of tha
in the Middle East and Naln African egion, and one-
third of tha in theWesten Hemispheg, with the dif
ferences widening in ther$t half of the 1990s.

After decades obelusive cental govemment po-
vision of infrastucture, the 1990s ha witnessed the
emegence of a ng strategy: the pomotion of local
commnunity involvement and the stinhation of piivate

29GeeAfrican Development BankAfrican Development Reort
(Oxford: Oxford University Piess,1999).

30For small frms, geneators can accountof as nuch as a quar
ter of the alue of their cpital equipment.

31See Sdes andWamer, “Sources of Slav Growth in African
Economies, on the impotance of gagraphic factors for growth.
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Table 6.4. Sub-Sahamln Africa and Other Developing Country Groups: Infr astructure Indicators

Growth Rae
of Telephone Lines
Telephone Lines per Empjee per Emplyee Paved Road/®tal Road
1980-84 1995-97 1970-97 1995-97 1970-97 1980-84 1995-97 1970-97

Asia 11 81 24 29 12
Advanced economies 111 216 143 3 4
Westen Hemisphes 63 182 89 15 7
Middle East and Eope 32 92 52 14 8
Sub-SahanAfrica 21 62 36 10 7
World 103 180 127 2 4
SSA countiies: unweighted

grouping by yearly per cepita

GDP growth rate in 1970-98
High growth (top quintile) 20 39 23 20 12 21 33 29
Medium gowth 12 32 20 10 7 9 15 14
Low growth (bottom quintile) 11 19 14 4 1 8 14 12
Memorandum
SSA:unweighted aeraget 13 31 20 11 7 10 18 16
CFA: unweighted serage? 11 28 17 17 13 7 15 11

Source: World Bank,World Development Indiceors (regional goupings ma differ from theWEO dassifcations).

1Sub-SahanAfrica.

2Comnunauté hanciee Africaine and Coopétion Fnanciee enAfrique

sector paticipation, including thiough the pweatiza-
tion of stde-onvned entegprises.This stategy has sue
ceeded in immving the deelopment,manaement,
and eficiengy of infrastucture sevices and seems
likely to be an impdant ingedient of futue infra-
structure policies.

The Débt Problem and the HIPC Débt
Relief Initiative

In the past 30 gas, the foreign inddtedness of
most SSA countes hasisen alamingly. The total &-
temal déot of the egion rose fom almost $9 billion in
1971 (or 14 perent of aea GNP) to $107 billion in
1985 (56 pazent of GNP) and to $220 billion in 1997
(68 pecent of GNPP2 By the mid-1980sgextemal
debt had alead risen to high leels for mary coun
tries. In 198524 SSA countes (out of 47) had nom
inal debt-to-export ratios éove 250 pesent,and 22
counties had dbet sewice-to-port ratios @ove 20
percent (Bble 6.5)33 The ceditors were mosty offi-
cial: excluding SouthAfrica, only one-quater of &-
temal débt was aved to pivate creditors and most of
tha was guaanteed g the pultic sector of the bor
rowing county.

32The overall debt-to-GDP gtios mask lage differences among
counties. Small countes tend to be merindévted relative to GDP
than lage onesas shwn by the unveighted aerage dévt-to-GDP
ratio of SSA counties,which was 124 perent in 1997.

33Debt sewice due which indudes amdization payments It for
which broad d#a ae unaailable, would be anwen lager pecent
age of GDP
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Official donos have povided lage amounts of
concessionalifiancial assistance tugh oficial de
velopment assistance (@pand dét relief, aimed &
reducing the brden of the diet and dét sewice. Debt
relief provided to SSA counigs, in the orm of re-
ductions or esdeduling of pincipal (often & re-
duced inteest mtes) and of interst &lling due aver-
aged moe than 3 perent of ecipient counies’ GNP
anrually over the past 15ears. Oficial aid, in the
form of gants or concessional lendingpse fom
slightly above 2 pecent of the GNP of SSA courds
on aerage in 1970-84 to almost 6 mamt in
1985-1994and subsequentidedined to 4.5 perent
of GNP in 1995-98The shae of concessional té
rose fom 28 pecent in the ifst half of the 1980s to
37 pecent in the second half of the 1990s. Despite of
ficial financial assistancesxtemal dét burdens e
mained unsustaide in maty counties, some of
which became ma and moe dgpendent on the cen
tinuation of sud assistancéAs of 1997,the iatio of
the net pesent alue (NPV) of dbt to GNP aeraged
92 pecent,while the etio to exports reathed 347 per
cent (Bble 6.5).Ther were 19 countes with @tios
of the NPV of dét to exports ébove 250 pecent,and
12 counties with ddt sewice-to-export ratios ébove
20 pecent34

34The net pesent alue of the det is a moe meaningful measer
of the isting efective liability than nominal dbt, wheneer loans
have been conéicted or esheduled aconcessionaltes:the lover
the concessionakie, the lover the net mrsent alue of all futue
debt-sewice obigations (inteest and pncipal) discounted tathe
market rate.
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Table 6.5. Sub-Sahamln Afr ica: Selected Dbt Sustainability Indica tors

Debt Debtto Debt-Sewrice Debt Debt to Debt-Service NPV of Debt NPV of Débt
to GNP  Expotts to Expots to GNP Expoits  to Expots to GNP to Expotst
1985 1985 1985 1997 1997 1997 1997 1997
Sub-SahanAfrica 56 171 18 68 202 13
High growth (top quintile) 106 356 20 113 325 11 92 217
Medium gowth 79 437 23 120 506 16 83 389
Low growth (bottom quintile) 121 479 19 151 517 14 126 349
Memoandum
SSA:unweighted aerage? 92 432 22 124 474 15 92 347
CFA: unweighted serage3 91 241 21 106 294 12 79 214
SSA HIPC:unweighted aerage? 108 572 27 162 635 18 114 469

Source:World Bank,Global Dezelopment Fhance
INPV refers to net pesent alue
2Sub-SahanAfrica.

3Comnunauté khanciee Africaine and Coopéfion Fnanciee enAfrique

4Sub-SahanAfrica, Heavily Indebted Ror Counties.

Reasons Behind D& Accumulation
to Unsustaindle Levels

Ther ae seeral reasons dr the accumlation of
the hu@ ddt of SSA counies and its unsustaibi-
ity, rangng from extemal factoss to ingpropriate poli
cies in both baowing and lending coungs. Lage
loans and siZade official financial assistance exe
often requested andrgnted without signi€ant condi
tionality atached pattly in view of overly optimistic
expectdions of output andxport growth, and without
regard to the high economic and political unteénty
characteizing the egion. SSA counies were gener
ally unsuccessful inlmnneling theserfancial infows
into productve irvestment,which would hae en
hanced gowth and &port-eaning cagacity and al
lowed the loans to begpaid Economic sthailization
and eform efforts were often not sifcient to ceae
an economic and institutional\éronment condugie
to growth, and in some caseseve undemined ty po-
litical instability.

Extemal factos, sud as tems of tade shoks and
to a lesserdent,adverse weaher conditionsreduced
the maket value or the slume of eports3s The in
flow of financial assistanceas often pody manaed,
thus educing the economiectum on aid pograms:
corrupt practices sometimes took their toll oradable
resouces,while the fungpility of aid allowed govem-
ments to ddéct financial assistancewards implicitly
financing altemative piojects politicaly more gpeat
ing but economicall less poductive than those @i-
nally targeted ly the donos 36

35For evidence on polig and e&ogenous &ctos contibuting to
the accumlation of lage and unsustaibe deébt, see Rg Brooks et
al., “External Débt Histoies of Ten Law-Income Deeloping
Counties: Lessons fom Their Expeience” Working Paper 98/72
(WashingtoniMF, May 1998).

36When breign aid is povided to fnance essential pjects tha
would be pusued ly the authdties even in the Asence of sutaid
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High indebtednessg@gravated the situaion, as dét-
sewice costs lmimed a ising shae of eport eanings
and limited theiscal esouces aailable for produc
tive expenditue. It also discowaged investment (espe
cially foreign),both because of thesulting la& of in-
frastucture, and because of thefe€ts of the actual
and epected brden of taxéon.3? Moreover, it re-
duced the amount ofnfancial assistancevailable to
finance ne projects,as almost a thit of financial aid
provided to SSA counies is estimged to hae been
devoted to the seicing of past loand8

Official aid was not alvays based on economicicr
teria relding either to needsuc as lav levels of in
come per caita and inaility to find altenative for-
eign resouces, or to poligy performance In fact,
official aid was often dwven ly political and stategic
consideation,3° especialf during the cold var, and in
cluding the suppdrof former colonies. Mue official
aid has been tied to the phase of gods and seices
produced ly the donor counyrand sold auncompet
itive piices40 Empirical evidence sugests thacoun

it actually frees fscal esouces thabecome waailable for altendive
use (“fungbility”). In this case foreign aid“effectively” finances
sud altendive use or pubic expenditue & the magin. For a dis
cussion and estins of the funpility of aid, see Shanganan
Devarajan,Andrew S. RajkumarandVinaya Swaroop,“W ha Does
Aid to Africa Fnance?” Policy Reseath Working Paper 2092
(WashingtonWorld Bank,1998).

37For evidence on the impact of the liteoverhang on imestment
and gowth in SSA counies, see IbahimA. Elbadavi, Benno J
Ndulu, and Njuguna Ndung'u,Debt Owerhang and Economic
Growth in Sub-Sahan Africa;’ in Zubair Igbal and Ra Kanhur,
eds., Extemal Fnance or Low-Income Countes (Washington:
IMF, IMF Institute, 1997).

38Devarajan,Rajkumar and Svaroop, “W ha DoesAid to Africa
Finance?”

3%\lberto Alesina and Dad Dollar, “Who Gives ForeignAid to
Whom andWhy?” NBER Working Paper No. 6612 (1998).

40Barfour Osei,“The Cost ofAid Tying to Ghand, University of
Ghanamimeo,presented tethe African Economic Resedr Consor
tium Reseah Workshop,Nairobi, Kernya, December 5-101.998.
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tries’ economic pedrmance has beriefd lastingy
from official assistance onlwhen the aid has been-ac
companied » appropriate stdilization and eform
policies41

The HIPC Initiative

Under the HIPC Initiave, developed jointy by the
IMF and World Bank in 1996,eligible heaily in-
debted poor countes can eceve from the intena
tional comnunity suficient financial assistan¢ce ad
dition to taditional elief medanismsto reduce their
debt to a sustairae level. To qualify for sut assis
tance counties hae to meet céain requirments; in
patticular, (1) they have to be ESAF-elidple and 1DA-
only eligible countres, (2) they must hae estalished
and sustained @&cod of stiong polig/ adjustment and
reform in the contet of programs suppded Ly the
IMF and theWorld Bank,and (3) their gtemal déot
situgion & the “completion” point nust emain un
sustainale after the full adoption of aditional dét-
relief measugs42

There ae three easons Wy the HIPC Initidive is
expected to hee a stonger impact on owth than the
debt-relief medianisms of the past 1=as.

¢ First, the financial assistance under the iritia
has to be mceded B significant macoeconomic
and stuctural reforms,which have been shan to
provide beneits in tems of gowth (as peviously
discussed).

» Secondinsofar as the HIPC Initiave will reduce
debt to a sustairtde level, it should gedly reduce
the dieg tha debt sewicing imposes on west
ment and economicrgwth.

e Third, the commitments both of the donor ceun
tries to wite off part of the dét, and of the bor
rowing counties to eform, in order to pema
nentl eliminae the need ofegular esdeduling
should ppear moe credide under the HIPC
Initiative than under pvious assistance @t
grams.This credibility effect should boost domes

41Burnside and Dollar“Aid, Policies, and Gowth,” and Dollar
and Eastdy, “The Seah for the Key.”

42For tedhnical and histacal information regarding the HIPC
Initiative, see October 1998brld Economic OutlookBox 1.1) and
Anthory R. Boote and KThugge, “Debt Relief br Low-Income
Counties: The HIPC Initiive” Pamphlet Sees No. 51
(WashingtoniMF, 1999). Dét sustainhility is defined, on the basis
of past e&pelience by geneic thresholds:NPV of debt-to-export
ratio belov 200-250 pearent and det sewice-to-exports ratio below
20-25 perent; these tlsholds a adjusteddr other fscal, finan
cial, and extemal factoss tha may affect county-specifc vulnebil -
ity. A good evaluation of the effects of the HIPC Initi@ve is povided
by Stijn Claessen and otlsefHIPC Debt: A Review of the Issues,
Joumal of African EconomiesVol. 2 (1997). Enhancement of the
HIPC Initiative, with less estictive citeria, more favorable assis
tance shemesfaster pocedues,and an gplicit link to poverty re-
duction has ecenty been endmed ly the G-8 & the Colgne
Meeting (&ine 18—-201999) and is cuently under pepartion.
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tic and breign investmentby reducing political
and economic unceginty.

Twenty-six SSA counies hae been lassifed as
HIPC counties—a majoity of the 41 HIPC couniges
worldwide. Uganda and Mozambique earthe ony
SSA counties tha have alead/ receved HIPC assis
tance; Bukina Faso,Céte d’'lwire, and Mali hae re-
ceived commitments of assistance subject to the suc
cessful implementaon of programs suppded by
ESAF arangements; ‘\ile for Benin and Semgal
their déot has been judgl sustainale without HIPC
assistance (although theseotwountres mg qualify
for assistance under theoposed sengthening of the
HIPC Initiative). These seen counties impoved their
performance betwen theifst and second hadg of the
1990s moe than other SSA couiwgs, but gven their
less aslantageous staing positions thex is d present
no signifcant diference in s@ing-investment atios,
the dgree of opennesshe dility to attract foreign
private caital, the level of infrastucture, or the wer-
all quality of the institutional and political einon-
ment between these cournés and the SSAvarage.
Thus futher eforts will be needed to spuniastment
and gnente sdisfactory, sustainale growth, includ-
ing in aeas sule as eforming the pubc sector im-
proving legal and political institutionsstabilizing the
political situdion, developing the ihancial system,
and impoving the quality and quantity of irdstuc-
ture. In the dsence of suctfurther st@s, growth per
formance and mspects m@not impove, irrespectie
of the help povided ty the HIPC Initidive.

The Path to Sustained Goowth

Economic gowth in sub-Sahan Africa has long
been woefully inadequge to the needs of thegion,
although ecent impovements a¥ encouaging. This
chepter has discussed the masasons dr the poor
performance and the maineas vhere further ieforms
are needed to impwve gowth prospects.

The poor gowth perbrmance of the SSAegion
may be dtributed lagely to the inteaction of ece
nomig political, social, institutional, and geagraphic
factos tha have prevented the deslopment of the
right conditions ér productive investment tolburish.
However, Africa is not doomed tcemain poar Most
of these &ctos can be lcanged provided tha govem-
ments hge the detaninaion and peseverance to pur
sue consistentlthe long genda of neededforms.

* In mary counties,an essential condition is to-es
tablish peace and a 4@ political situdion, re-
versing the ecent tend of aiising rumber of con
flicts (see Bg 6.1,page 138).

e SSA counties should contime to pess ahead
with macoeconomic stailization programs tha
contol inflation and cutail excessie hudget
deficits, improve the use of puie resouces,and
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further educe tade and xchang restictions.
These a& impotant elements of pgrams sup
ported by the IMF andWorld Bank.

Equaly important, govemments should intensify

their eforts in the bllowing aeas:

¢ Intensify pograms aiming athe impovement of
health and edutian.

¢ Improve the eficiency and quality of pulic ser
vices, fight coruption, enhance the ptection of
propety rights, and incease theaspect ér law
and the impairality of the legal system.

e Stimulate the deelopment and impwve the efi-
ciengy of financial makets and institutions,
which constitutes a necesgaprecondition br
pursuing the libealization of the caital account.

¢ Devote suficient resouces inceasing the stdcof
infrastiucture as vell as enhancing its quality

¢ Highly indebted SSA counies should ta full
advantagye of the oppdunity offered by the HIPC
Initiative to intensify and mss ahead wither
forms while beneiting from the dét reduction.
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Only if combined with domestic &drts can inter
national suppar reduce the xdemal dét burden,
allow counties to @in the contlence of verld fi-
nancial makets, and estoe their &ility to bor-
row under nomal conditions toihance sustain
able growth.

Sud policies will impove the economic eiron
ment br piivate sector actity, by improving political
and economic shility, enhancing social gétal, and
providing the fght incentves Dr stirmulating the accu
mulation of poductive pltysical and human gidtal. At
the same timethe implementdon of sud&l measwes
may well increase the amount offafial development
assistanceas donor counigs become mercowinced
of its beneitial effects.

At the tun of the millenniumthe HIPC Initidive
could povide the ight incentve for a conceed -
gional implementton of the long bt essentialgenda
necessar to biing Africa on to a p of sustainble
growth in the contet of globalizd tade andihancial
maikets.
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