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FOREWORD

Economic diversification and empowerment are essential for achieving the Sustainable Development Goals. Both
objectives also embody the rationale behind the Aid for Trade Initiative. Economic diversification offers a pathway for
empowerment, while empowement allows women, youth and micro, small and medium sized enterprises to engage
in trade. Growth in agriculture, manufacture and services offers entrepreneurial opportunities and generates productive
jobs. In turn, this economic diversification contributes to rising incomes and human development more generally.
We have seen this pattern of progress in many developing countries bringing substantive reductions in extreme poverty.

However, the pace of economic diversification is uneven and the pattern evolving, while some economies face inherent
challenges. Thisis especially true for small, island, landlocked or resource dependent countries and those that are affected
by fragility and conflict. At the same time, rapid technological progress threatens to disrupt established pathways for
economic development, but also offers new growth and development opportunities. Elevated environmental risks
require new approaches to economic diversification.

International trade can help. An open, rules based trading system contributes to global welfare. It helps diffuse goods and
services, and also the technology and knowledge to manage environmental challenges. But turning trade opportunities
into trade flows, requires us to redouble our efforts to tackle the numerous supply side constraints that many developing
countries are still facing, particularly the least-developed countries.

Much is already happening. Since the Aid for Trade Initative started in 2006, USD 409 billion in official development
assistance and USD 346 billion in low concessional loans has been disbursed to help developing countries build their
trade capacities. Almost another USD 100 billion in both flows combined is committed in 2017, In addition, South-South
providers contributed USD 9 billion and foundation USD 100 million.

The At a Glance report illustrates many examples of how this support helps developing countries improve their
competitiveness, expand and diversify their trade, attract foreign direct investment, and create employment for men
and women. Improvements in trade facilitation are a case in point. It highlights that support aligned around national
priorities works best and contributes to an environment in which business can prosper, in particular the micro, small and
medium sized enterprises that are the backbone of most developing economies. This report also highlights the scale
of the challenge still ahead.

We need to learn from these examples to reinforce the coherence between aid and trade that is required to address
the challenges and opportunities of economic diversification and empowerment. Most of all we need to consider that
the economic empowerment of youth and women is not the outcome of the process of economic diversification, but
frequently the starting point.

—_— M‘-JJADJ‘“%AJ

Angel Gurria Roberto Azevédo
Secretary-General, Director-General,
OECD WTO
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FINANCING FLOWS

Aid for Trade disbursements
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PROJECTS AND PROGRAMMES

Aid for Trade projects since 2006
A total of 178,141 Aid for Trade projects have been funded since 2006.
The median project size is US$ 98,400.

The average project size is US$ 2.25 million.
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TRADE OUTCOMES

Export diversification
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Progress in economic and export diversification is not uniform nor universal. According to the OECD-WTO Monitoring
and Evaluation Exercise 2019, 53 per cent of developing countries reported progress in economic diversification
since the launch of the Aid for Trade initiative in 2006 — 66 per cent for LDCs. Services is the sector with the second-most
progress after agriculture, as reported by 33 per cent of developing countries.

Sectors where respondents reported most progress
W Agriculture M Industry B Services

Developing countries LDCs Landlocked developing Smallisland
countries (LLDCs) developing states

Source: OECD-WTO Monitoring and Evaluation Exercise 2019

Ninety per cent of developing country respondents recognized economic empowerment as a priority in their
national or regional development strategy — 95 per cent for LDCs and landlocked developing countries (LLDCs).
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EXECUTIVE SUMMARY

The 2019 aid-for-trade monitoring and evaluation exercise shows that economic diversification and empowerment are
core objectives of the trade and development strategies and policies of WTO Members and observers. Many of the 133
respondents to the exercise highlight how economic diversification is a gateway for economic empowerment. What
also emerges from the replies is that the link between diversification and empowerment runs in the opposite direc-
tion too. Empowerment through skills and training is essential for economic diversification, particularly when it enables
youth, women and micro, small and medium sized enterprises (MSMEs) to engage in international trade. Progress is
cited in the responses, but it is not uniform, with least-developed, landlocked, and Small Island Developing States facing
particular challenges. This is also the case in fragile and conflict afflicted states. For these countries and others, economic
diversification is inextricably linked with the achievement of higher levels of productivity resulting from the reallocation
of economic resources within and between economic sectors.

Past growth in manufacturing and related services sectors has absorbed large numbers of workers. This increases
employment and contributes to prosperity. However, after several decades of so-called "hyper-globalisation”, the world
may be entering a period characterized by slower growth of trade in physical goods and lower foreign direct invest-
ment flows. In addition, the greater automation and digitisation of production processes is changing the nature of man-
ufacturing and the future of industrialisation. Where potential for trade expansion exists, it is likely to contain a significant
services component. Action to prevent services restrictions from dampening these growth prospects is needed.

The United Nations Agenda 2030 for Sustainable Development calls for economic growth to be inclusive and sus-
tainable. This requires paying greater attention to the social and environmental impact of economic diversification
and growth. While this new environment creates challenges, targeted policies promoting economic diversification
and structural transformation can create ample opportunities for inclusive and sustainable development. These pol-
icies include the supply of appropriate incentive frameworks; investments and policy reforms targeted at reducing
trade costs; policies to support adjustment and the reallocation of resources; and government interventions correcting
market, policy and institutional failures.

The entry into force of the WTO Trade Facilitation Agreement is a case in point. Progress is being made. Developing
countries’ level of alignment to the Agreement is increasing, with notable improvements in publication of measures,
automation and streamlining of procedures and engagement with the trade community. Positive impacts from these
aid-supported reforms have also been registered. Country reports and periodic time release studies show reduction in
customs physical inspections, elimination of unnecessary documents, automation of manual processing steps, and con-
sequent reduction of clearance times.

Economic empowerment can be fostered through programmes that are specifically aimed at improving the extent
to which marginalized groups, including women and youth, participate in and benefit from international trade
At the same time, small and medium sized enterprises (SMEs) are finding it difficult to attract the skilled employees
they need to be competitive and trade. The twin problems of youth unemployment and SME competitiveness can
and should be solved together; the objectives of youth economic empowerment and SME competitiveness are syner-
gistic. That is, the relationship goes both ways: improved youth skills and innovation promote SME competitiveness and
exports, while internationally competitive SMEs provide more and better jobs for young people.
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There is widespread agreement that women’s economic empowerment is one of the key drivers of sustainable devel-
opment. Donors have been increasing their attention to gender dimensions in aid for trade. Activities include technical
studies or project design that specifically focus on incorporating a gender dimensions in the particular area or activity.
However, short-term donor programmes may prove insufficient to bring about meaningful policy changes or to sustain
women’s economic activities. One approach could include encouraging more awareness raising and training to design
gender sensitive investments. This guidance would address two SDGs — Goal 5 which focuses on unpaid care and
domestic work through the provision of public services and infrastructure and Goal 8 which promotes women to be
engaged in productive employment.

Many least developed countries have made substantial development progress over the last thirty years. Five countries
have transitioned out of LDCs status since 1971 when the category was established, while Vanuatu and Angola are
scheduled to do so in 2020-2021. Ten additional countries are at different stages of meeting the graduation thresholds,
which points to a heightened pace in recent years. However, 35 LDCs are yet to reach any of the graduation criteria.
Progress towards graduation from LDC status requires triggering and sustaining a process of structural transformation
to generate economic growth that is both pro-poor and environmentally sustainable.

Since the start of the Aid for Trade Initative in 2006, donors have disbursed USD 409 billion in official development assis-
tance to help developing countries build trade capacities. In addition, USD 346 billion in low concessional loans was
disbursed. AlImost another USD 100 billion in both type of flows is committed in 2017. South-South providers contrib-
uted USD 9 billion according to OECD estimates. Empirical studies and programme evaluations find that this support
is helping developing countries improve their competitiveness, expand and diversify their trade, attract foreign direct
investment, and create employment.

While economic diversification is essentially a nationally driven process, the international community can offer assistance
in creating an enabling environment for the trade integration of developing countries and helping tackling supply-side
constraints. To promote empowerment, aid programmes need to focus more explicitly on helping developing coun-
tries create more opportunities for women and youth. Youth employment or entrepreneurship can be harnessed by
addressing firm level market failures and improving the business ecosystem. Women's empowerment should receive
more attention, particularly in sectors such as transport, energy, banking and financial services, as well as mining and
industry. In this context, the development of concrete guidance on how to plan, monitor and evaluate donor activities
in contributing to women'’s economic empowerment through aid for trade will be useful. B
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CHAPTER 1
SETTING THE SCENE

Contributed by the World Trade Organization

Abstract: Economic diversification and economic empowerment embody the rationale for the Aid
for Trade Initiative. This chapter discusses insights emerging from the joint OECD-WTO monitoring and
evaluation (M&E) exercise which in 2019 focused on surveying these two themes. The starting point for the
analysis is the divergence in the number of merchandise products and services exported by countries at
different levels of development, at different levels of income and in different geographical circumstances.
Against this background, economic and export diversification emerges from the M&E exercise as a core
objective of the trade and development policies of partner countries, particularly least developed countries
(LDCs) and landlocked developing countries (LLDCs).

Progressineconomic andexportdiversification is cited in the M&E responses by LDCs and other respondents—
advances that are also reported in trade statistics. The progress reported is not however uniform, with
countries falling in the UN Small Island Developing States category facing particular issues. Many of the
133 M&E respondents highlight how economic diversification is a gateway for economic empowerment.
What also emerges from the replies is that the link between diversification and empowerment runs also in
the opposite direction. Empowerment through skills and training can be an essential element in economic
diversification, particularly when it enables youth, women and Micro, Small and Medium Enterprises
(MSMEs) to engage in international trade.
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CHAPTER 1. SETTING THE SCENE

INTRODUCTION

From six to more than four and a half thousand. This is the extent of the range of the number of merchandise product
categories exported.! At the lower end of the scale, Sdo Tomé and Principe and Comoros report exports in six and eight
product categories respectively in 2017. At the high end of the series, the top three traders (China, United States and the
European Union) report merchandise exports in over 4,500 product categories.

About half of countries classified by the United Nations (UN) in the least developed country category (LDCs) export
in fewer than 100 product codes. This is below the median (or mid-point) value of 359 product categories, calculated
using data classified using the World Customs Organization’s Harmonized Commodity Description and Coding System
(Harmonised System or HS). Among the UN category of Small Island Developing States (SIDS), the average number of
HS product categories (236) is also below this median value.

No least developed country (LDC) exports in more than 805 HS code categories. Cambodia, Myanmar, and Bangladesh
are the three most diversified merchandise exporting LDCs, trading externally in 542, 688 and 805 HS product codes
respectively. No reporter in the UN category of landlocked developing country (hereafter LLDC) exports in more than
1,100 HS code categories. The Republic of Kazakhstan, North Macedonia and Moldova are the three most diversified
LLDCs exporting in 604, 721 and 1067 HS codes respectively. On average, LLDCs export in 279 categories. Figure 1.1
overleaf illustrates the range of HS codes in which exports are reported for 157 reporters.

From seven to more than two hundred. This is the extent of the variety in the number of foreign markets reached.
At the lower end of the scale, Cabo Verde exports to seven markets while Sao Tome and Principe, South Sudan, and
Tonga each send their exports to nine foreign markets. The three largest traders by product category mentioned above
(China, US, EU) reach more than 200 markets, along with seven other trading nations: Brazil, India, Japan, Republic of
Korea, Malaysia, Switzerland and Turkey.

On average, LDC exports reach 46 foreign markets, below the median value of 73 for export market relationships.
Bangladesh, the LDC whose merchandise exports go to the highest number of markets, exports to 106 foreign markets.
Among LLDC reporters, the highest number of markets reached is 111 by Paraguay — a little more than twice the average
value of 54 for foreign markets reached by other LLDCs. Among SIDS, Singapore exports to the highest number of
export markets (116), followed by Dominican Republic (98) and Mauritius (91). The average number of markets reached
by SIDS is 43, three fewer than LDCs. Figure 1.2 outlines the number of markets reached.

Calculating similar values on export diversification for trade in services is complicated by the absence of comparable
data sets. A WTO experimental dataset on trade in services collates and estimates services trade statistics in thirty-nine
(39) service categories.? A median value of twenty-six (26) categories of services’ exports can be calculated using data
from 198 economies in 2017. LDCs export in an average of 17.3 services’ categories. Senegal and Bangladesh registered
the highest level of services diversification, exporting in 35 and 33 categories in 2017 respectively. Among SIDS, the
average number of services export categories is 194, lower than the average for non-SIDS at 26.6. Amongst SIDS there
is considerable variation: Haiti and Timor-Leste (LDC SIDS) export in three (3) and six (6) service categories respectively,
while Singapore exports in thirty-eight (38) service categories. On average, LLDCs export in 21 categories. Capacity
constraints among reporters, particularly for LDCs and SIDS, however, prevent a more accurate picture of services' trade
participation emerging.

Increasing exports of goods and services was identified in 2006 by the Aid-for-Trade Task Force as part of the rationale
for Aid-for-Trade.? In turn, it was argued that effective Aid-for-Trade would enhance growth prospects and reduce
poverty in developing countries. The 2018-2019 work programme identified “supporting economic diversification and
empowerment for inclusive, sustainable development through Aid-for-Trade” as its central theme - one which encap-
sulated these two central concerns of growth and poverty reduction.
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Figure 1.1. Export diversification by country and product category
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Figure 1.2. Export diversification by markets reached and by country
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Transparency engendered by monitoring and evaluation lies at the heart of Aid for Trade initiative. In the 2019 mon-
itoring and evaluation (M&E) exercise, a self-assessment questionnaire-based exercise conducted jointly by the
Organisation of Economic Co-operation and Development (OECD) and the World Trade Organization (WTO) surveyed
donors, south-south partners, regional organisations and partner countries. A total of 133 responses were received.
Eighty-eight (88) responses were submitted to the partner country questionnaire, 38 of which were submitted by LDCs.
South-south partners submitted five responses, the same total as for regional organisations. Bilateral and multilateral
donors submitted a total of 36 responses.

The rest of this chapter highlights key points emerging from the survey results. It is organised on the same lines
as the self-assessment questionnaires. The questionnaire requested information on the following topics from
respondents:

a) Information on economic diversification as a policy priority in national and regional development
plans;

b) Progress reported in export diversification and factors constraining export diversification; and

Q) Information on economic empowerment as a policy priority in national and regional development
plans together with examples of how Aid for Trade had helped meet economic empowerment
objectives.

ECONOMIC DIVERSIFICATION AS A POLICY PRIORITY

The 2019 aid-for-trade monitoring exercise highlights the centrality of economic diversification as a policy objective
for respondents. Eighty (80) of the eighty-eight (88) answers (91%) to the partner country questionnaire stated that
economic diversification is a priority in national or regional development strategies. This number was still higher among
LDC and LLDC respondents (100%), where respondents replied with unanimity that economic diversification is a policy
priority. Box 1.1 lists some of the reasons offered from a cross-section of respondents for their prioritisation of economic
diversification.

Economic diversification is considered a key element of economic development in which a country moves to a less
concentrated, more varied production and trade structure. Lack of economic diversification is associated with increased
economic vulnerability such that external shocks can undermine the development process. Given that the structure of
economies varies, there is no one blueprint for what constitutes economic diversification at a sectoral level (i.e. in terms
of the contribution of the agriculture, manufacturing, services sectors). That said, LDCs and other low-income countries
tend to have the least varied economic structures frequently with a heavy reliance on agriculture and natural resources,
such as fuel oils, gas, copper and other metals.

According to the World Bank, economic diversification occurs when domestic production moves toward new
activities within and between sectors. In turn, this leads to better resource allocation and improves overall produc-
tivity. Diversification will tend to increase the demand for labour and deliver jobs, of particular importance in resource
dominated economies with large youth populations and high unemployment rates.* In turn, export diversification can
occur through an increase in the variety and volume of exports and/ or trading partners (extensive margin diversifi-
cation), or through increases in the proportion of products and services that are exported, and/ or through an increase
in price for those exports (intensive margin diversification).

Conceptually speaking, economic and export diversification are separate concepts. In practise, policymakers' responses
indicate that the notions of economic and export diversification merge into common targets. This tendency can be seen
in comments such as that made by Georgia that “economic diversification entails multiple sectors and sub-sectors of the
economy including export diversification, SME development, agriculture development, significant industrialisation etc.
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Box 1.1. Why economic diversification matters to developing countries and the LDCs

Economic diversification is defined in the different documents cited as a fundamental contributory element to the
reduction of poverty in the country — Benin.

The Central African Repubilic is full of important natural resources. But, the base of the economy rests only on some
products (coffee, cotton, diamond, wood). Economic diversification is defined as the expansion or development of new
sources of income in the country — Central African Republic

Diversification is an essential component of the Government's strategies to reverse the trap of low economic growth
shown in El Salvador for several decades — El Salvador

Our nation is using economic diversification to improve inclusiveness and reduce heavy dependence reliance on
resource sectors — Lao PDR

Economic diversification is a priority for the national program of emergence for the new government which has just
started this January 2019 — Madagascar

Export diversification is at the heart of the government aimed at broadening the export base and industrialisation and
value addition is embraced to drive the economic growth and sustainable development — Malawi

Art 2.1. of Mongolia’s Sustainable Development Vision 2030 states: “the economy will be diversified in order to meet the
objectives of sustainable economic development” - Mongolia

Industrialisation and product diversification are important because of our high reliance on imports and the pressing
need to close the huge trade deficit — Tonga

The decline in crude oil and petrol commodity prices meant that the country has to look for ways to diversify its economy.
-Yemen

A further example comes from Zambia where its “Seventh National Development Plan identifies economic diversifi-
cation as a mechanism that will generate employment opportunities, building a strong manufacturing base and value
addition through forward linkages, and diversifying away from non-traditional exports.

Economic diversification objectives are linked by some respondents to specific targets. Among the most specific goals
reported are those from Ecuador’s national development strategy. Targets to be achieved by 2021 include to “increase
the trade balance in relation to gross domestic product from 1.26% to 1.65% by 2021, decrease the concentration rate of
non-oil exports by product from 0.1252 to 0.0799, increase agricultural and agro-industrial exports by at least 33% and to
grow from USD 55.2 to USD 74.5per capita exports of high, medium and low technological intensity”. These targets are
part of a broader plan that aims to increase sustainability of the social and solidarity economic system and consolidate
dollarization.

Other respondents relate economic diversification to specific policy objectives. For example, Kyrgyzstan foresees
“economic diversification through bringing foreign direct investment for modernisation of production facilities.”

Some respondents envisage specific policy instruments as a route to achieving economic diversification. Lesotho plans
“to tap onto its existing comparative advantage to broaden sources of growth by supporting economic diversification
and export competitiveness through developing industrial clusters under productive sectors. The country further needs
to establish “Special Economic Zones.” Another respondent to mention the role of special economic zones is Liberia
who is using them at the Buchanan Port to “move away from dependence of major extractive sectors and looking to
increase the domestic production of manufacturing, industrialisation, and value-added products”. Mauritania is also
looking to the free zone of Nouadhibou to boost its trade with ECOWAS.
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The avoidance of certain risks was also identified as a driver for economic diversification action. One motivation
mentioned by Mauritania comes from “reducing its vulnerability to external shocks linked to price volatility for natural
resources and climate change”. Climate change was also mentioned as a driver for action by the Cook Islands. In its reply,
the author stated that “it is risky to have 70 percent of our GDP bolstered by tourism, given our vulnerabilities to climate
change”. Climate change was also mentioned by Mali, Samoa and St Kitts and Nevis in their responses. The Pacific Island
Forum Secretariat identified recovery or rebuilding from frequent and severe natural disasters as a factor impinging on
economic diversification.

The role of trade policy in support of economic diversification is conceived from quite different perspectives among
some respondents. Peru’s vision of a “dynamic, diversified, high-tech and regionally balanced economy, with full
employment and high productivity of work” is supported by a “strategy of trade opening through diversification into
new emerging markets and in the framework of trade agreements”. Tajikistan's policy vision is one of “import substi-
tution with regard to the consumer goods, export diversification and expansion of investment opportunities in the
national economy”. Angola has established a programme to support national production, export diversification and
import substitution. Similarly, Céte d'lvoire also notes its intention to “practice the import-substitution model”.

Some respondents take a multi-sectoral approach to economic diversification. Panama’s Strategic Plan for 2015-2019,
seeks to promote “diversification and productivity of the economic base based on development in the field of logistics
and transport, the agricultural sector and rural development, tourism and mining.” Environmental sustainability and
territorial development are also mentioned as considerations. Likewise, Togo's National Development Plan aims at
structural adjustment through growth in the contribution of key sectors (trade, agriculture and fisheries, industry and
tourism). Likewise, The Gambia’s National Development Plan places “emphasis on the modernisation of the agriculture
sector, development of human capital, as well as the need for modern, reliable and efficient energy and infrastructural
services.”

Some respondents are highly focused in their targeting of economic diversification. In its response, Colombia recalled
its 2016 national policy for productive development and the scientific methodology applied to identify productive
activities with growth potential. Table 1.1 below highlights the methodology used which assigns a value based on
values derived from a productive capacity and export capacity index to identify export diversification targets.

Table 1.1. Methodology to identify economic and export diversification priorities

Productive capacity index Export capacity index

Variable Weighting Variable Weighting
Participation % of value added 22.7% Complexity 33.1%
Jobs 20.3% Growth % sectoral exports 28.6%
Enterprises 19.6% Exporting enterprises 25.6%
Growth % of value added 16.4% Participation % sectoral exports 12.8%
Linkages 11.6%

Complexity 94%

Source: National Planning Department, Colombia
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Other respondents identify specific value chains or products as targets. For example, the Democratic Republic of the
Congo has “taken the option to develop agricultural and industrial branches that are channels for economic growth,
such as coffee, cocoa and palm oil.” Niger cited studies suggesting “clear opportunities for the emergence of value
chains and for the development of certain sectors: livestock - meat, hides and skins, onions, cowpeas, potatoes, garlic,

peppers.”

Expansion of the industrial sector is a desired outcome for some respondents. Indonesia’s comment that “industriali-
sation encourages economic diversification” is echoed in other comments. Uganda stated in its reply that “economic
diversification is defined in terms of value addition to traditional export commaodities and is measured by the manu-
factured exports as a percentage of total exports”. This perspective on diversification was also shared by Zimbabwe
who commented on economic diversification being achieved through “more export product lines, new industries
established and with new products produced.”

At a regional level, Africa records the highest share of respondents indicating that economic diversification is a priority.
Thirty-four (34) of the thirty-five (35) African respondents (97%), of whom 26 are were from LDCs, confirmed their pri-
oritisation of economic diversification. This finding squares with the emphasis placed on this topic in the African Union
Commission’s shared strategic framework for inclusive growth and sustainable development: “Africa 2063, The Africa
We Want"

The response submitted by ECOWAS also underscores the importance of economic diversification. This priority is
reflected in a series of regional strategies including, inter alia, the ECOWAS Common Industrial Policy and Action Plan,
Agricultural Policy, Private Sector Development Strategy, Technical and Vocational Education and Training Strategy.
ECOWAS's revised masterplan 2019-2033 includes indicators to monitor the performance of ECOWAS Industrial Policy
and Action Plan, such as percentage increase in exports, percentage increase in the share of industry or manufacturing
in GDP, among other indicators.

Services were the focus for diversification activities of some other respondents. Bhutan noted that its “diversification
of export products and markets was focussing more on service sectors such as tourism”. Tuvalu in its reply suggested
that “trade cannot exist while other sectors such as tourism, fisheries, agriculture and labour mobility are not priorities.
All sectors are inter-linked and collaborate together to overcome constraints faced by the tourism or any other sector.”

The fisheries sector was identified as a sector for economic diversification by various Pacific Island States. In addition
to Tuvalu mentioned above, the Cook Islands highlighted that “it is a priority to diversify our economy with fisheries,
trade, and offshore financial services. Kiribati also identified fisheries development as among its aid-for-trade priorities,
together with tourism.

Fisheries development is cited as a strategic priority in the National Development Plan of The Gambia. Fisheries also
featuresamongst the empowerment objectives of St Kitts and Nevis through the training of fishers in navigation, diving,
primary processing of fish, and food safety. Likewise, the Philippines lists fisheries as a sector for the empowerment of
marginalised subsectors and people. Zambia refers to an Aquaculture Enterprise Development project benefiting the
youth by increasing productivity and promoting market access for fish exports.
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EXPORT DIVERSIFICATION: PROGRESS AND CONSTRAINTS

Progress reported by respondents

Forty-seven (47) of the eighty-eight (88) respondents (53%) to the partner country questionnaire reported progress in
economic diversification since the launch of the Aid-for-Trade initiative in 2006. Across different regions, Africa records
the highest share with 71% of respondents reporting progress in economic diversification.

The share of LDCs reporting progress was 50 per cent higher than that of other respondents. Sixty-six per cent (66%)
of LDC respondents reported progress compared with compared with forty-four (44%) among non-LDC respondents.

Not all respondents reported progress in diversification. Five African respondents (Burundi, Comoros, Ethiopia, Central
African Republic, and South Sudan) reported that no progress had been made in economic diversification since 2006.
Among the constraining factors discussed in more detail in the next section were lack of financing (Burundi), the 2013
crisis (Central African Republic), limited progress in the transformation of traditional products and dependence on a few
export products (Comoros).

Figure 1.3. Progress reported by respondent in economic diversification
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Nine Asian respondents replied positively in relation to economic diversification. Amongst these respondents,
Kazakhstan highlighted a 12-fold growth in its foreign trade and a 20-fold increase in industrial output. Lao People’s
Democratic Republic recalled that its progress was being monitored as part of an LDC graduation process. Asian
respondents returned the highest category of “unsure”. There was also divergence with answers from the Pacific.

Amongst Pacific respondents, the number of unsure and negative responses on the question of economic diversi-
fication outnumbered the positive responses from Kiribati and Vanuatu. Responses from Palau, Samoa, and Tonga
indicated that economic diversification had not been achieved. The national authorities in Tonga reported that a “lack
of technology, know-how and high cost of spare parts have posed major constraints to the ability of diversifying its
economy”.

Answers from the Pacific are indicative of a broader trend among SIDS. The share of respondents in the UN SIDS
category who reported no progress in economic diversification (17%) was just over twice the number of other non-SIDS
respondents (8%). That said, ten SIDS respondents still reported progress (42%). Amongst landlocked developing
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countries, more than half of respondents reported progress in economic diversification. Positive self-assessment
responses were received from 13 respondents. Among the three LLDC respondents who did not report any progress
were: Burundi, Central African Republic and Ethiopia.

In LAC, 11 respondents (61%) reported progress in economic diversification since 2006. One example is Paraguay who
in the last four years has seen an “important advance in the industrial sector, which has increased its contribution to
the growth of the Paraguayan economy. According to the Central Bank of Paraguay (BCP), 2017 has closed with 94%
growth in manufacturing industry. During the period from 2013 to 2017, a total of 104 export industries operating under
the Maquila Regime have been installed, representing an increase of 259% from the previous five-year period. A total of
9,310 new jobs were created in this sector, 156% more than in that in the previous five-year period.”

Figure 1.4. Long-term trend of export diversification and value of global exports
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These responses broadly concur with the picture that emerges from trade statistics on export diversification. Figure
1.4 shows the trend in merchandise product export diversification among 157 countries over the period 1996 to 2017,
together with the total value of annual exports during the same period.° Overall, an increase in diversification is visible
over time, in line with an expansion in trade.

A steep increase of export diversification occurs after 2001 accompanied by growth in the value of exports, led by Asian
economies and China in particular. This upward trend continued until the beginning of the economic downturn in
2008-09. The slump in exports that followed not only affected overall export volumes, but also led to a drop off in export
diversification.

Figures 1.5-1.9 overleaf highlight similar trends by income, region and according to specific UN categories e.g. landlocked,
SIDS, LDCs. The same post financial crisis slump is visible in these figures.
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Figures 1.5-1.7., Product diversification, by sub-region
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Figures 1.8.-1.9., Product diversification, by income groups and region
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At the sectoral level, agriculture is the sector in which progress in economic diversification has been reported the
most, followed by industry and services. Thirty-four (34) out of the eighty-eight (88) respondents reported progress in
agriculture, 29 in services and 28 in industry. Agriculture is the top sector in which progress in economic diversification
has been recorded by LDCs. Within the LDC group, African LDC report most progress in agricultural diversification.
Figure 1.10. below highlights the sectoral distribution across different regions. The top sector in which progress has
been reported is agriculture in Africa and services in LAC. Respondents who reported progress at the sectoral level in
Asia, largely from the LDCs, identified agriculture and industry as the top sectors.

Figure 1.10. Economic diversification at the sectoral level, by region
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Again, these findings broadly concur with the story that emerges from trade statistics. Since 2000, Africa has recorded
the highest growth rate (70%) of all regions in the number of agricultural product categories exported, up from 54 to
92 HS categories exported in this sector from 2000 to 2017.

Figure 1.11. Export diversification by agricultural products, by region
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Among LAC respondents, Honduras highlighted its National Strategy Plan that promoted diversification and growth
of employment in light-assembly manufacturing and services, in particular call centres and back office centres. The
response from Peru mentions that services exports have increased 2.75 times since 2006.

Among respondents, industrial export diversification was scored most highly by Asian respondents. In view of the
remarkable progress made by economies such as Cambodia, Bangladesh and Myanmar in diversification, this is perhaps
not surprising. At a trade statistics level, the rate of diversification in African industrial export has been higher, albeit from
a much lower base.

In Africa, the number of industrial product categories exported increased by 70% from 133.5 in 2000 to 226.5 in 2017.
Across regions, Africa records the strongest growth rate in industry export diversification, followed by Asia (31%) and
America (17%).

Figure 1.12. Export diversification in industrial products, by region
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Furthermore, this diversification has been focused regionally with North Africa leading the way, not only in terms of the
level of product diversification, but also the growth rate, reaching up to more than 4,000 product export categories in
2017. Southern Africa records the second highest product export diversification in the region, with exports recorded
in more than 3,000 HS codes. In contrast, Central, Eastern, and Western Africa exported no more than 700 product
categories in the same year.

Constraints to economic and export diversification

Limited industrial or manufacturing capacity is reported by 67 out of the 88 respondents (76%) as the top constraint to
economic diversification. Thirty-seven (37) of thirty-eight (38) LDC respondents (97%) also report limited industrial or
manufacturing capacity as their major constraint to economic diversification. Figure 1.13. below lists the top constraints
to economic diversification for partner countries, including those in the UN categories of SIDS, LLDCs and LDCs.

High trade costs are listed as one of the top three constraints to economic diversification encountered in LLDCs by 14
out of 22 respondents (64%). Among the UN SIDS category, the size of the domestic market emerges as the most critical
constraint, as reported by 19 out of 25 respondents. Mauritius, for example, identified its remoteness from major markets
coupled with limited natural resources as an obstacle in diversifying its economy. Box 1.2 overleaf discusses some of the
factors cited by respondents in their answers on the factors constraining economic diversification.
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Figure 1.13. Top constraints to economic diversification for partner countries
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Figure 1.14. Top constraints to economic diversification, by LLDC, LDC and SIDS respondents
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Box 1.2. What factors constrain economic diversification

Network infrastructures is severely lacking in Central African Republic. The rate of access to electricity is merely 3%, which
makes it difficult to develop or run a business, especially because our country is a landlocked country — Central African
Republic

Lack of support infrastructure, limited connectivity, and shortage of energy supply are major bottlenecks to economic
diversification — Democratic Republic of the Congo

Insufficient level of technological sophistication and innovation weigh on diversification in the country. In addition,
technical barriers to trade and inadequate infrastructure raise the cost of exports — Georgia

Lack of basic infrastructure, such as water, electricity, and telecommunications, coupled with inadequate FDI in
productive sectors have limited the capacity to diversify — Guinea

Challenges in the area of electronic commerce include low data security, inadequate capacity and infrastructure to
collect revenue, cybercrime, high cost of internet connectivity, poor network coverage especially in rural areas, and
financial constraints to implement e-commerce initiatives - Kenya

Low domestic revenue generation is driven by falling prices of major exports coupled with infrastructural deficit as well
as gaps in human capacity and logistics - Liberia

In terms of export diversification, there is limited capacity in terms of product development, standards and quality
assurance infrastructure. - Lesotho

The lack of infrastructure, storage, and transport as well as insufficient supply of energy constitute major obstacles to
economic diversification. - Madagascar

The rugged terrain in the country results in low accessibility to goods and services as well as markets, which remains a
challenge. The enabling environment to support economic activities such as the network infrastructure and transport
infrastructure has limited the ability of people to venture into other areas of development. - Papua New Guinea

In Senegal, weak essential backbone services sectors, such as telecommunication and financial services, and limited
access to factors of production and quality inputs have become major obstacles to promoting economic diversification.
This is aggravated by poor private sector dynamics, delays in the implementation of reforms in the energy sector, and
low level of productivity, which continues to hamper efforts towards economic diversification - Senegal

The low level of know-how and limited access to technology and financial resources have constrained the country’s
ability to modernise — Sudan

Our country experienced a decline in the share of industry in GDP due to lack of national industrial policy and low
profitability generated through raw materials processing and low-value added activities as well as a shortage in skilled
workers — Tajikistan

Inadequate skills and lack of capabilities to utilise the diverse natural resource base of the country in forestry, agricultural
products, minerals and fisheries have resulted in weak diversification — Tanzania

The main challenges to export diversification include inadequate infrastructure and skills gap - Uganda

Despite significant potential for export growth, our competitiveness is still hindered by low productivity, market and
product concentration, limited financial access, deteriorating physical infrastructure, and cumbersome regulations and
customs procedures — Ukraine

Source: OECD-WTO aid-for-trade monitoring exercise (2019)
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Access to trade finance emerged strongly as a constraint in this year's monitoring exercise. Access to trade finance was
cited as an obstacle by 60 out of the 88 respondents (68%) in the partner country questionnaire. In comments to the
self-assessment questionnaire, Antigua and Barbuda stated that access to trade finance has become a high priority
given the impact of the de-risking phenomenon, which has caused many indigenous Caribbean banks to lose cor-
respondent banking relationships. The author highlighted that the economic impact would be critical if the trend
continues to plague the region’s financial sector, curbing their ability to participate in international trade.

Figure 1.15. Top constraints to economic diversification, by region
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Respondents in Asia and Africa identified limited industrial or manufacturing capacity as their top constraint. Interesting
to note is that limited access to trade finance came out as the major constraint in LAC and as the second-highest ranked
constraint in Asia. In Asia, limited industrial or manufacturing capacity is ranked first by respondents in both LDCs and
other developing countries in Asia. Figure 1.15. above discusses the top constraints to economic diversification by region.

Just outside the top ten constraints to economic diversification cited by the respondents are digital connectivity and
ecommerce issues. Forty-four (44) of the eighty-eight (88) respondents (50%) cited limited e-trade readiness as one
of the main obstacles to economic diversification. In comments, a linkage was also made with network infrastructure
development. For example, Mali highlighted the need to increase access to electricity at a lower cost, promote the
use of ICT for all sectors and actors, and extend the Internet and voice networks. Affordable and reliable access to
electricity underlying digital connectivity was identified as a barrier to economic diversification by 27 respondents,
most of whom are from the LDCs.
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ECONOMIC EMPOWERMENT

The 2019 aid-for-trade monitoring exercise highlights how economic empowerment is being integrated into national
and regional policy frameworks. Seventy-nine (79) of the eighty-eight (88) answers (90%) to the partner country ques-
tionnaire stated that economic empowerment is a priority in their national or regional development strategies. This
share is higher among LDCs (95%) and LLDCs respondents (96%), who stated that economic empowerment is a policy
priority.

Africa records the highest share of respondents (94%) with thirty-three (33) out of thirty-five (35) confirming that
economic empowerment is a priority in their national and regional development strategy. Twenty-five (25) of these
respondents are LDCs.

Questionnaire responses reflect the diversity of approaches undertaken in integrating economic empowerment into
national and regional strategies. Togo's National Development Plan targets economic empowerment through inclusive
financing. A similar approach is adopted in Sudan and Maldives. Meanwhile, Zambia and Benin devise strategy on
economic empowerment around human capital development and skills. In some cases, national development
strategies also link economic empowerment to a wider development goal. For example, economic empowerment is
viewed as a channel to promote inclusive trade and economic recovery in Central African Republic.

Many respondents noted how economic diversification acts as a gateway for economic empowerment. In its reply, the
Democratic Republic of the Congo noted that its national development strategy focused on “access to large markets,
partnership between the different actors of regional trade, which will increase the wealth of vulnerable actors of the
trade including women and young people.” Nepal also highlighted that integrating its “products in the global value
chains and promoting business and entrepreneurship skills development for MSMEs are important” for empowerment.

Senegal’s national plan places youth and women’s employment at the heart of its development strategy with projects
being implemented to develop high value-added agriculture activities, fishing, and farming, mining, industrial platforms,
logistics hub, “ready to use” export services, tourism, arts and crafts”. Further afield, Kiribati's questionnaire notes that
"economic empowerment is seen as an enabler to international trade as it contributes to the development of national
and global value chains”.

The nexus between economic empowerment, economic diversification, and export diversification is reflected in Peru’s
National Development Strategy, which envisages achieving higher productivity “by stimulating competitive exportable
products with high value-added, supporting MSMEs in export consortia, promoting public-private alliances to increase
investment in trade infrastructure, and increasing jobs that promote inclusive modernisation. Peru also noted that “to
have a competitive economy with high level of employment, priorities also focus on improving the access to labour
markets for women, youth, the elderly and people with disabilities.”

One point that emerged from these comments is that the link between diversification and empowerment also
runs in the other direction. Empowerment also actively contributes to economic diversification in the view of some
respondents. This latter perspective is reflected in comments made by Cabo Verde that “economic empowerment
requires improving digital and ICT awareness, trade knowledge, language skills, and water supply infrastructure”. Nigeria
likewise commented that “economic empowerment requires strengthening policy framework, providing an enabling
environment for trade, and improving ICT infrastructure”.
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Box 1.3. Economic empowerment as a priority

Economic empowerment forms one of the axes of the third pillar of the National Plan for Rehabilitation and Peacebuilding
with a view to promoting inclusive trade and economic recovery. — Central African Republic

The Law for the Promotion, Protection and Development of Micro and Small Enterprises states that strategic alliances
between the MSMEs and the Salvadoran population residing abroad will be promoted, with the purpose of creating
an intermediation system and investments that promotes their business engagement in the international markets. —
El Salvador

Support to women'’s economic empowerment, balanced development, and employment generation are some of the
criteria for priority export potentials in the development of Nepal Trade Integration Strategy 2016. — Nepal

Most MSMEs face difficulties in obtaining financial support from the banks and other financial institution. Moreover,
MSMEs often lack capacity in developing their businesses. — Papua New Guinea

Samoa's private sector is made up mostly of MSMEs. As such, interventions to support economic diversification and
empowerment should be focused on empowering MSMEs. There is a shift from subsistence / communal living to
business start-ups, from micro businesses to small entities and expansion of MSMEs in diversifying exports. - Samoa

SMEs account for 99.8% of the economy, which proves the importance that must be given. Senegal has set up several
youth programs (ANPEJ, PAPEJF, ONFP, etc.). However, there is a lack of dialogue and harmonisation of actions in certain
phases such as orientation, integration through employment, financing of project leaders, training and integration
through self-employment. — Senegal

The programme in our country focuses on small-scale financing to support women and youth, encouraging their
participation in production processes — Sudan

The priority includes the development of institutional mechanisms to incorporate national and international
commitments on gender equality and women'’s empowerment in sectoral policies. To promote the creation of
productive jobs, priority areas also focus on providing support to SMEs, including for youth and women, especially in
high-tech innovative industries. - Tajikistan

The strategy is gender sensitive with the aim of increasing women'’s participation in production and manufacturing. It
also focuses on advocacy for women and marginalised groups to have access to finance to boost their participation in
regional and international trade. - Uganda

The Micro, Small and Medium Enterprise Development Policy states that government shall through designated agencies
and in collaboration with stakeholders facilitate SME access to local and international markets. — Zambia

More is expected to ensure women's preferential access to finance, trade support, trade information, business premises
in the form of factory shell. It will also promote their participation in local, regional and international exhibitions to
create market linkages for women products and improve their networking chances. In that regard, funding is required to
strengthen implementation of the COMESA Simplified Trade Regime. — Zimbabwe

Source: OECD-WTO aid-for-trade monitoring exercise (2019)
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Comments made by Togo in its reply were amongst the strongest in considering how empowerment can contribute
to diversification. Togo's national development strategy aims at “strengthening the capacities of women and youth to
better participate in the national, regional, and international value chains”. The Philippines also sees empowerment and
inequality reduction as making it easier for the marginalised groups to contribute to economic progress. Zambia also
highlighted that “women, MSMEs, and youth are actively involved in economic activities that have potential to create
positive impacts such as, income generation, jobs and livelihood improvements”. However, they are also “the very group
that encounter demand and supply side constraints”.

Addressing empowerment constraints may open new market opportunities. Vanuatu highlighted that “the production
potential of virgin coconut oil, especially for women and MSMEs to participate in higher-value added activities, is poorly
coordinated and largely overlooked.” Addressing these constraints could help grow the exports of a product in great
demand worldwide.

Sixty (60) of the eighty-eight (88) respondents (68%) stated that their national or regional development strategy includes
indicators to track progress on economic empowerment. The share is higher among LDC respondents (79%). Across
regions, Africa registers the highest share with 25 of the 35 (71%) respondents in the region confirming that there is an
indicator or target for economic empowerment.

Indicators used to track empowerment differ in scope and complexity. Among the straightforward indicators referenced
by respondents were those used by the Central African Republic on the number of women or youth who had benefited
from capacity-building actions. Comparable indicators were mentioned by Burkina Faso focusing on the number of
graduates trained in job search techniques. Burkina Faso's indicators went a step further referencing a metric used by
various respondents on the number of jobs created.

Several respondents highlighted targets linked to employment, particularly for youth and women. The Gambia'’s
National Development Plan includes targets to reduce youth unemployment from 38% to 30% by 2021. Togo has set
a target to reduce the youth unemployment rate from 3.2% in 2015 to 2.5% in 2022. The rate of female participation in
the labour market is a metric used by Mexico. A target to reach 48% in 2018 has been set, together with other targets
including reducing the percentage share of employed women without access to day care by 75% and lowering salary
discrimination index per sector by at least 20%. The Philippines tracks additional criteria beyond female labour force
participation, such as the percentage of females with advanced degrees employed. Several respondents also referred
to concepts such as decent work (Tonga) and adequate employment (Peru).

Access to credit is a parameter tracked by various respondents, both as an indicator for women’s economic empow-
erment and as an indicator for MSMEs. Togo has a target to “increase the share of women with access to credit from
444% in 2015 to 60% in 2022." Papua New Guinea tracks the number of women with a credit account as part of a
broader set of indicators that also includes youth employment, women engaged in SMEs, the share of MSMEs having
access to financial credits and the number of registered MSMEs. The Philippines Development Plan Results Matrices for
2017-2022 measures the proportion of small-scale industries in total industry value-added, the number of MSMEs and
the share of bank loan portfolio allocated to MSMEs amongst its indicators. The access of female entrepreneurs to credit
is also cited by Irag and Madagascar as an issue to address

One note of caution sounded by Peru in relation to the use of economic empowerment is the lack of additional infor-
mation and indicators, for example, on the number of companies led by women and those who export. To this concern,
could also be added the ability of many statistical offices to capture and track such metrics over time.

The rest of this section is organised around specific comments made by respondents on empowerment in relation to
youth, women and MSMEs.
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Empowerment and youth

Several respondents referred to youth empowerment targets, notably from an employment perspective. In comparison
with the other two areas surveyed of women’s economic empowerment and MSMEs, the comments pertaining to
youth were not as extensive.

The respondent from Papua New Guinea highlighted the difficulties youth face in securing jobs after graduation and
the need to equip them with skills and financial backing to encourage their participation in the economy. Likewise, the
respondent from Madagascar cited the “lack of experiences and start-up funding” as major barriers to youth entrepre-
neurship. This issue was codified into the law governing national youth policy in Madagascar in 2015, which recognises
that "young people are the first victims of unemployment”. To that end, “socio-economic inclusion of youth and the
promotion of youth entrepreneurship” is enshrined in the strategy of Madagascar. In a similar vein, Papua New Guinea
noted that youth has not been given sufficient support in all areas to ensure they are employed and participate mean-
ingfully in economic activities.

Policy approaches to address youth empowerment include statements in national development strategies. Senegal
noted that “the employment of youth and women have been at the heart of the development strategy” in Senegal. In
Zambia, the government has put in place a youth empowerment and employment strategy with policy interventions
addressing challenges on youth empowerment.

Other references were made to more specific actions, such as vocational training by Guinea and entrepreneurship
programmes by St. Kitts and Nevis. The integration of youth into projects was highlighted by Zambia through its
Aquaculture Enterprise Development and Cassava value chain projects.

Empowerment and women

Gender has been an important element of the Aid for Trade initiative since its inception. Reference can be found in
the Aid for Trade Task Force recommendations from 2006. The Joint Declaration on Trade and Women's Economic
Empowerment launched at the Buenos Aires WTO Ministerial Conference in 2017, identified aid for trade as an instrument
to analyse, design and implement more gender-responsive trade policies.

The 2019 aid-for-trade monitoring exercise highlights how economic empowerment is being integrated into national
and regional policy frameworks by partner countries and regional organisations, as well as donors and south-south
partners. Responses from the monitoring exercise suggest that women’s economic empowerment is a critical
component of inclusive and sustainable growth.

Data shows an increasing focus by partner countries’ national and regional development strategies on women’s empow-
erment since the inception of the Initiative. This latter trend emerges strongly from responses to the joint OECD-WTO
2019 Monitoring and Evaluation Exercise. In fact, there is little to separate donor and partner countries in their promotion
of women’s economic empowerment in the aid for trade plans (84% of donors indicated it was a priority) and national
or regional development strategies (85% of partner countries highlighted it as a concern to address). Furthermore,
both groups highlighted mainstreaming women's economic empowerment as a factor leading them to update their
strategies.

Efforts to empower women are also reflected in various policies to achieve this aim. For example, Kazakhstan mentioned
its “long-standing policy of legislative support to women. As the first Central Asian country to set up a national entity to
promote gender equality, Kazakhstan approved in 2016 the Concept of Family and Gender Policy up to 2030, to prevent
gender-based discrimination and imbalances.”
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Box 1.4. Joint Declaration on Trade and Women’s Economic Empowerment

We have agreed to collaborate on making our trade and development policies more gender-responsive, including by:

1. Sharing our respective experiences relating to policies and programs to encourage women'’s par-
ticipation in national and international economies through World Trade Organization (WTO) infor-
mation exchanges, as appropriate, and voluntary reporting during the WTO trade policy review
process;

2. Sharing best practices for conducting gender-based analysis of trade policies and for the moni-
toring of their effects;

3. Sharing methods and procedures for the collection of gender-disaggregated data, the use of indi-
cators, monitoring and evaluation methodologies, and the analysis of gender-focused statistics
related to trade;

4. Working together in the WTO to remove barriers for women’s economic empowerment and
increase their participation in trade; and

5. Ensuring that Aid for Trade supports tools and know-how for analysing, designing and imple-
menting more gender-responsive trade policies.

Source: Joint Declaration on Trade and Women's Economic Empowerment on the Occasion of the WTO Ministerial Conference in Buenos
Aires in December 2017

Mainstreaming of women’s economic empowerment is evident through the incorporation of national and international
commitments on women’s economic empowerment. This is the case for example of sectoral policies in Tajikistan. The
importance of embedding women'’s economic empowerment as a cross-cutting issue across development policy was
also highlighted. Responses received from the Democratic Republic of the Congo underscored the importance of “con-
sidering the gender dimension in all activities”. To that end, in the next five years, national action is expected “in the
direction of strengthening the capacity of women’s empowerment and to advocacy for the implementation of laws in
favour of women.”

The link between economic empowerment and international trade is reaffirmed by a number of respondents. The
national development strategy in the Democratic Republic of the Congo “associates economic empowerment with the
participation of women and youth in international trade”. Zimbabwe acknowledges the “important role women play
in informal cross-border trade” and the need for “gender mainstreaming in the implementation of the National Trade
Policy”. In Malawi, “special preferences are given to women involved in cross-border trade.” Guinea continues to “support
associations of women to participate in trade promotion activities such as fairs and exhibitions”.

The potential of simplified trade regimes and streamlining custom procedures as a lever for economic empowerment,
particularly women and MSMEs, is cited in some response. Zimbabwe underscored the need to channel more “funding
to strengthen the implementation of COMESA simplified trade regime” to better establish market linkages for women.
Kenya stated that “the simplified custom procedures established in EAC provide opportunities for SMEs”.
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The experience in some countries demonstrates the role that digitalisation may play in advancing women’s economic
empowerment. In Irag, the Internet, especially social networking sites, has played a role in promoting women'’s economic
empowerment. The Democratic Republic of the Congo attributes women’s increased production and better access to
markets to modern communication techniques. Responses also highlight room for improvement in this area. Guinea,
for instance, articulated the need for further support in training women entrepreneurs in modern trade techniques.
Over 30 respondents in the questionnaire identified digital connectivity and ICT skills as a way Aid-for-Trade can con-
tribute to economic empowerment for women.

Ukraine indicated the need for a threefold approach including for “export companies to implement gender equality,
especially in promotion and decision-making, for women to develop their capacity, and for women-led businesses to
have access to national and international business networks for business opportunities and export”.

Empowerment and MSMEs

One of the primary motivations for economic empowerment is the prominent role MSMEs play as the backbone
of economies. For example, Samoa recognises that MSMEs constitute the largest share of the economy and argues
that there is a need to direct “interventions to support economic diversification and empowerment on empowering
MSMEs". MSMEs role as a major source of employment is referenced by Kazakhstan and Maldives. In its submission,
Senegal states that the share of employment attributed to MSMEs (99.8% of the economy) should guide the level of
importance given to economic empowerment. Similarly, Guinea considered the empowerment of MSMEs as the “basis
for development, especially for the LDCs".

Responses also revealed linkage of MSMEs with export diversification. The MSME Development Policy of Zambia focuses
on facilitating access to local and international markets. Honduras noted that reductions in trade cost will largely benefit
MSMEs — a point echoed by Kenya, which mentioned “the benefits of simplified custom procedures under EAC

MSMEs' viability very much depends on key enabling factors including skills and access to finance, which were the top
two most frequently cited factors in the questionnaire responses. Nepal highlighted the importance of “promoting
business and entrepreneurship skills for MSMEs”. Human capital development forms an integral part of the national and
regional development strategy with the overarching goal of improving employment in some including Benin, Zambia,
and the Philippines. Zambia’s response highlighted that “women, MSMEs, and youth are actively involved in economic
activities that have potential to create positive impacts such as, income generation, jobs and livelihood improvements’”.
However, they are the very groups that also encounter demand and supply side constraints.

Access to financing is one of the pressing issues frequently mentioned in the context of achieving economic empow-
erment for MSMEs. Access to finance poses challenges in Papua New Guinea in that MSMEs are unable to obtain
financial support from banks and financial institutions, hampering progress in economic empowerment. To address
such challenges, particularly high collateral requirement, Maldives has established a SME bank in February 2019 focusing
on SME financing and development. Kazakhstan considers access to finance a catalytic factor for the empowerment of
MSMEs. Access to finance is proved important not only for MSMEs, but also women and youth. Access to finance has
also been identified as a channel to empower the marginalised groups by facilitating their participation in regional and
international trade, as stated by Uganda.
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Figure 1.16. Aid for Trade can contribute to the achievement of the 2030 Agenda
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CONCLUSIONS

Responses from the 2019 monitoring exercise show clear recognition that both economic diversification and empow-
erment strengthen the rationale for aid-for-trade as a driver of economic growth, industrialisation and innovation. This
is in line with the objective for the Aid-for-Trade first articulated by the 2006 Task Force, that is: “to help developing
countries, particularly LDCs, to build the supply-side capacity and trade-related infrastructure that they need to assist
them to implement and benefit from WTO Agreements and more broadly to expand their trade”.

Among partner country respondents, there is clear appreciation of the role that Aid-for-Trade can play in making a
contribution to the achievement of the 2030 Sustainable Development Agenda, notably to SDG 8 (decent work and
economic growth) and SDG 9 (industry, innovation, and infrastructure). Figure 1.18. below highlights the responses from
partner countries.
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NOTES

1.

2.

The bilateral export flows at HS 6-digit level with values less than USD 100,000 are excluded in the product counts.

The WTO Trade in Services Dataset by Mode of Supply (TiSMoS) includes estimates produced by the WTO
Secretariat to ensure a full coverage of services categories. A threshold of USD 50,000 is applied for each of the 39
EBOPS items, namely SA, SB, SC11, SC12, SC13, SC21, SC22, SC23, SC31, SC32, SC33, SC4, SDA, SDB1, SDB2, SDB3, SET,
SE2, SF, SG, S, SI2, SI3, SJ1, SJ21, SJ22, SJ311, SJ312, SJ313, SJ32, SJ33, SJ34, SJ35, SK1, SK21, SK22, SK23, SK24, SH.

WT/AFT/1

World Bank, “Economic Diversification Guidance Note”, Trade and Competitiveness Global Practice Available at:
http:/ieg.worldbankgroup.org/sites/default/files/Data/reports/EconomicDiversification.pdf

Departamento Nacional de Planeacion, Colombia “Metodologia tipo de pre-identificacion de apuestas productivas
a nivel Departamental Ministerio” Marzo de 2017, Available at: https./colaboracion.dnp.gov.co/CDT/Desarrollo%20
Empresarial/Metodologia%20Priorizacion%20PDP%20-%20FINAL.pdf

A revised version of ‘HS diversification index’ used in the technical paper in the World Tariff Profile 2017. The 'HS
diversification index’ is defined as a country’s total number of export trade flows at HS 6-digit level with all trading
partners (destination markets). Thus, the index provides a measurement of both broadness product categories and
diversity of export markets. It should be noted that the index does not consider trade volumes. Although trade
values could be useful in measuring intensity vis-a-vis product diversity, it could also distort the measurement of
pure export potential as this could be under-estimated when trade values are given too much importance.
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CHAPTER 2

AID FOR TRADE, ECONOMIC
DIVERSIFICATION AND EMPOWERMENT

Contributed by the Organisation for Economic Co-operation
and Development

Abstract: Since the start of the Aid for Trade Initative, donors have disbursed USD 409 billion in official
development assistance to help developing countries build trade capacities. In addition, USD 346 billion
in low concessional loans was disbursed. In 2017 aid-for-trade commitments reached USD 57.7 billion,
one and a half times the base line average. Empirical findings and evaluations show that this support
has helped developing countries improve their competitiveness, expand and diversify their trade, attract
foreign direct investment, and create employment for men and women. Despite these positive results,
many developing countries continue to specialise in activities with low value added. This means that
aid programmes need to focus more explicitly on helping them diversify their economy and create more
opportunities for empowering women and youth.
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OVERVIEW

Many developing countries and particularly the least developed, continue to face major competitive challenges in their
drive to diversify their economies. Although reductions in trade costs coupled with the diffusion of information and
communications technologies are opening up new opportunities, many developing countries continue to face con-
siderable obstacles in maximising their economic potential. In countries that are succeeding in exploiting competitive
opportunities, success can be difficult to replicate at national level. This could create “islands of excellence” with the rest
of the economy operating at lower levels of capital and knowledge intensity. Factors that influence economic diver-
sification are manifold and context or geographic specific (as is the case of small islands and landlocked developing
economies). Some of the barriers to economic diversification are part of the constraints that aid for trade is tackling.
They are also highlighted in answers provided to the OECD-WTO 2019 Monitoring and evaluation exercise.

Since the start of the WTO-led Aid for Trade Initiative in 2006, some 60 donors that report their official development
assistance (ODA) to the OECD Creditor Reporting System (CRS) have disbursed USD 409 billion to build trade-related
capacities and infrastructure. They provided USD 5,7 billion to help developing countries elaborate trade development
strategies and negotiate and implement trade agreements. Furthermore, USD 91.6 billion was disbursed to improve
energy supply; USD 1254 billion to build roads, ports, and telecommunications networks; USD 180 billion to support the
private sector; and USD 230 million to help countries pay for the costs associated with trade liberalisation. In addition,
USD 346 billion in low concessional loans has also been disbursed since 2006. In 2017, aid for trade commitments
increased by 12,1% in real terms and reached USD 57 billion, almost one and half times the 2002 — 06 base line average.
This number is supplemented with USD 9 billion from South-South providers who are growing in importance as a
source of financing for developing countries, although little can be said about how much of this total is trade related.

Empirical findings clearly show that this support has helped developing countries expand and diversify their trade,
improve competitiveness, attract foreign direct investment, and create employment for men and women. These
empirical findings are corroborated by case stories that were submitted in the context of earlier aid for trade monitoring
exercises. Results, however, vary depending on the type of aid-for-trade intervention, the sector at which the support is
directed, the income level, and the location of the recipient country.

Evaluations have found that targeted support, no matter how well designed and implemented, is unlikely to bring about
sustained gains for the poor without simultaneous policy and institutional reform. But focusing support exclusively on
the enabling environment ignores that micro and small enterprises often lack the capacities needed to exploit new
market opportunities. Moreover, women and youth are frequently disadvantaged in their economic capabilities and
also suffer from discrimination and lack of political voice to influence policy outcomes. Empowerment is essential for
addressing the multiple dimensions of exclusion. Policies and investment need to focus more explicitly on expanding
the economic opportunities for women and youth. Thus, aid for trade programmes should consider political economy
factors that affect the position of women and youth in particular in relation to future demands for employment.

This chapter starts with an overview of the financing for development flows to provide the context for the more
in-depth analysis of the aid for trade disbursement since the start of the Initiative in 2006. Next, the chapter highlights
academic findings about the effectiveness of aid for trade in expanding and diversifying trade, attracting investment
and promoting economic diversification and empowerment. This is followed by a section looking in more detail
at those aid-for-trade disbursements that are considered most relevant for promoting economic diversification and
empowerment. Next, the short-term outlook for aid for trade is presented.
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FINANCING SUSTAINABLE DEVELOPMENT

The vision underpinning the 2030 Sustainable Development Agenda is broad and ambitious; it calls for an equally broad
and ambitious financing strategy. The first International Conference on Financing for Development in 2002 singled out
trade as often the most important external source of development finance. The 2015 Conference and the resulting
Addis Ababa Action Agenda (AAAA) no longer highlight trade as a source of development finance. Instead, the Agenda
points towards domestic resources and foreign direct investment, while stressing the need for a substantial additional
contribution from the private sector. Trade is referred to as an engine for growth and development. Both the SDGs and
aid for trade objectives are dependent on integrated policy approaches and trade-offs. This implies that aid for trade
should contribute to the economic objectives of developing countries by helping them to connect their firms to inter-
national markets, and expand and diversify trade. At the same time, aid for trade should help achieve social objectives
by reducing poverty and inequalities. Finally, aid for trade should pursue environmental objectives through helping
developing countries adapt to climate change, while exploiting comparative advantages in low-carbon production
(Lammersen, 2019). The next section will sketch the financing for development context and provide an overview of the
aggregate aid-for-trade disbursements since the start of the Initiative in 2006.

In 2016, international actors, both public and private, provided almost USD 1.7 trillion in external finance to developing
countries, up from roughly USD 675 billion in 2000. The private sector transfers the bulk with around USD 750 million in
different forms of investments. Migrants who send home USD 416 billion in remittances are also important, albeit only
for a limited number of developing countries. Official providers with combined resources amounting to USD 310 billion
target poverty reduction, the poorest countries, and global programs. South-South co-operation flows from ten major
countries beyond the DAC are estimated to be USD 9 billion in 2017 up from USD 6.2 billion in 2016 (Figure 2.1).

Figure 2.1. Cross-border finance to developing countries, 2000-2016
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These different flows vary by the type of destination. Low-income countries (LICs) tend to rely more on official and
in particular concessional flows, while for lower middle-income countries (LMICs) remittances are a major source of
external financing. Together with upper middle-income countries (UMICs), they also attract the largest volume of non-
concessional official flows. The major share of private finance goes to UMICs, but is an important source for LMICs as
well. Thus, the types of external financing seem to be strongly correlated to income levels, with the composition of
cross-border finance changing along the development continuum (OECD, 2019) (Figure 2.2).

Figure 2.2. Destinations of external financing in 2016
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Source: OECD calculations based on OECD (2018), Creditor Reporting System (database), https://stats.oecd.org/
Index.aspx?DataSetCode=crsl; World Bank (2018), Migration and Remittances Data remittances; IMF (2017),
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The weight of international public finance declines as national income improves. Official development assistance
(ODA), in particular, is the dominant component of external resources for LICs and LMICs constituting between
50%-60% of total external flows. ODA and other official flows (OOF) become less relevant for UMICs, making up less
than 10% of external finance. As access to international capital markets becomes available at higher income levels,
private finance rises in importance. Remittances are important for LICs, but their share in external financing is highest
for LMICs and UMICs. While private flows represent around 30% of all external financing for LICs, they make up 70% of
external finance for the richest or UMICs (Figure 2.3).

Development finance intervention mobilised from the private sector amounted to USD 154 billion during 2012 -
Africa was the main beneficiary with USD 40.8 billion, followed by Asia (USD 37.5 billion), Europe (USD 32 billion), Latin
America and the Caribbean (USD 25.1 billion), with only USD 0.1 billion destined for Oceania. Within these different
regions, the overwhelming share of the amounts mobilised supported projects in the UMICs (54%) and LMICs (36%)
with only 10% for the LDCs and other low income countries (OLICs). Banking and financial services (USD 43.7 billion),
energy (USD 389 billion) and industry, mining and construction (USD 28.8 billion) attracted the overwhelming portion
of this type of development finance (Figure 2.4).
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Figure 2.3. The availability of financing resources at different income levels
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Figure 2.4. Amounts mobilised from the private sector through development finance
interventions 2012 - 17 by income group and sector
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*For 2016 and 2017, the International Finance Corporation (IFC) did not share information on the sectoral and
geographic breakdowns of its private mobilisation due to confidentiality constraints. This amount represents USD
10.3 billion

Benn, J., C. Sangaré and T. Hos (2017), “Amounts Mobilised from the Private Sector by Official Development Finance
Interventions: Guarantees, syndicated loans, shares in collective investment vehicles, direct investment in compa-
nies, credit lines”, OECD Development Co-operation Working Papers, No. 36, OECD Publishing, Paris,
https://doi.org/10.1787/8135abde-en.
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Table 2.1. My views on how aid for trade is helping to mobilise other forms of development finance

"The persistence of the political crisis has made it difficult to mobilise foreign private financing.”
- Central African Republic

“The only funding has come from the EIF, there has been no non-concessional financing or FDI." — Senegal

“Over the last ten years, around EUR 3.4 billion of EU grants funded over 380 blended project, this has leveraged EUR 26.2 billion
of loans and has helped unlock EUR 57.3 billion of investments of in developing countries.”- European Union

“Many of operations involve co-financing that helps mobilise concessional and non-concessional financing sources locally and
internationally.” — EBRD

"By helping to lower the risks for investments, recipient countries can mobilise additional sources of development finance,
particularly FDI that promotes sustainable diversification gains.” — World Bank

"Our assistance, including private sector instruments, fully mobilises private sector capital.” — Japan

Source: OECD-WTO aid-for-trade monitoring exercise (2019)

Forty out of 88 respondents to the OECD-WTO 2019 partner country questionnaire and 24 out of 35 respondents to the
donor questionnaire stated that the aid for trade has helped them mobilise other forms of development finance. More
than half of the forty respondents belong to the LDCs. Among the South-South respondents, Turkey highlighted that
aid for trade mobilises other forms of development finance.

Philanthropic grants to developing countries amounted to almost USD 8 billion on average per year during the period
2015 — 17. MICs received 67% of total philanthropic flows with 37% going to LMICs and 30% to UMICs. The remainder
went to the LICs. Around USD 963 million is reported with the trade development marker with over half allocated to
agriculture and fishery, and almost a quarter to banking and related services. Support for activities in the energy and
industry sectors often do not relate to actual construction of infrastructure or production, but is rather focused on
transparency, accountability and democratic participation (Figure 2.5a). Although the Gates foundation provides half of all
funding, foundations such as MasterCard, United Postcode Lotteries, and others are also important providers (Figure 2.5b)

Figure 2.5a. and 2.5b. Private philanthropy for trade development 2017
(USD million, disbursements, 2017)
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Source: OECD (2018), Private Philanthropy for Development, The Development Dimension, OECD Publishing, Paris,
https://doi.org/10.1787/9789264085190-en.
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A number of significant providers of development co-operation do not report their development finance flows to the
OECD. A conservative estimate by the OECD indicates that total gross concessional development finance by ten non-
reporting countries amounted to USD 9 billion in 2017. Little can be said about how much of this amount is provided for
trade related programmes or projects. The Second High-level United Nations Conference on South-South Cooperation,
noted the role of trade in the growth and economic development of developing countries and recognised the sig-
nificant contribution of South-South and triangular cooperation in the area of trade and its ability to promote sus-
tainable development. Fifty partner countries, of which 27 LDCs, identified China as the South-South partner that
provides most financing for economic diversification, followed by India that was identified by 30 partner countries.
South-South providers reported that they focused their support for economic diversification in Djibouti, Egypt,
Mauritania, Mozambique, Myanmar, Namibia, Nepal, Nigeria, Papua New Guinea, and Tunisia.

Table 2.2. My View on South-South co-operation

“China is supporting the rehabilitation or construction of our trade related infrastructure.” — Central African Republic

“India offers trade related capacity building to government officials and China provides development finance for building
infrastructure.” — Nepal

“China, Saudi Arabia, Turkey, Kuwait and Tunisia have been partners for a long time." — Guinea

"We have developed economic relations with South-South partners such as Ching, Iran, India, Turkey, among others."- Senegal
“The India, Brazil, South Africa help diversifying economic activities in the coconut sector.” — Kiribati

“China and India are orienting their investments to source raw materials." — Democratic Republic of Congo

"We promote and leverage South-South cooperation modalities to support sustainable development around the world across
programmatic areas.” - UNDP
Source: OECD-WTO aid-for-trade monitoring exercise (2019)

Triangular co-operation combines different types of resources (financial, in-kind, knowledge, technology or other
resources) and harnesses the comparative advantages of each partner, aiming at an impact that is greater than the
sum of the individual interventions. It was first introduced in the 1970s and gained popularity in recent years according
to surveys and analyses (OECD, 2017). These trends are confirmed by data from the Ibero-American General Secretariat
that show an eight-fold increase in the number of triangular co-operation projects in Latin America and the Caribbean
between 2005 and 2015. Out of the seven donors indicating partnerships with South-South providers, four mentioned
Argentina, Brazil and Mexico, three referred to partnerships with Chile, China, Indonesia, Malaysia, Singapore and
Thailand. Germany noted that it collaborates with South-South providers across different regions, including Chile,
China, Indonesia, Saudi Arabia, South Africa and 9 others. Japan provides financing for economic diversification
with multiple partners including Argentina, Thailand, Egypt and 8 others. The United States mentioned Mexico
and Singapore.

AID FOR TRADE DISBURSEMENTS SINCE 2006

The Addis Ababa Action Agenda noted, “Aid for Trade can play a major role and should strive to allocate an increasing pro-
portion going to least developed countries.” SDG 8 reiterated this call to “increase aid-for-trade support for developing
countries, in particular least developed countries.” Since the start of the WTO-led Aid for Trade Initiative, some 60 donors
that report their official development flows to the OECD Creditor Reporting System (CRS) have disbursed a total of USD
4009 billion in official development assistance to build trade capacities and trade-related infrastructure. Disbursements
grew on average 9.3% annually from USD 14.9 billion during the 2002 - 05 baseline period to USD 42.2 billion in 2017.
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This ODA has helped developing countries elaborate trade development strategies; negotiate and implement trade
agreements (USD 5,7 billion); generate energy (USD 91.6 billion); build roads, ports, and telecommunications networks
to better connect domestic firms to the regional and global markets (USD 1254 billion); support the private sector in
exploiting their comparative advantages and diversifying their trade (USD 180 billion); and, help countries pay for the
costs associated with trade liberalisation (USD 230 million) (Figure 2.6).

Figure 2.6. Aid for trade disbursement by income group, concessionality and category
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Aid for trade has been disbursed to 146 countries or territories, with USD 154.7 billion spent in Asia, USD 146 billion
in Africa, USD 38.6 billion in Europe, USD 32,7 billion in Latin America and the Caribbean and USD 5 billion in Oceania
(Figure 2.7). Within these regions LICs received USD 118 billion (LDCs USD 108.4 billion and OLICs USD 10.2 billion), LMICs
USD 143.8 billion and UMICs USD 834 billion, while regional and global programmes got USD 63.5 billion between
2006 -17 (Figure 2.8). In volume terms, the ten largest aid-for-trade donors (i.e. Japan, the EU, the World Bank, the United
States, Germany, France, the United Kingdom, the African Development Bank, the Asian Development Bank and the
Netherlands) provided together 82% of total disbursements since 2006. However, in terms of aid for trade as a share of
country programmable aid, the ranking differs with the Arab Fund for Economic and Social Development (80% share)
on top, followed by the OPEC Fund for International Development (66%), Belgium (63%), Kuwait (61%), Austria (61%),
and the European Union (60%). Australia set a target in 2014 to increase the share of its aid for trade portfolio to 20%
of its aid budget by 2020. The target was met ahead of schedule, when Australia’s aid for trade reached 23.3% of the
total aid budget in 2016-17.

Figure 2.7. Aid for trade disbursement by region 2006-17
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Figure 2.8. Aid for trade disbursement by income group 2006-17
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Development banks together with a number of bilateral donors (i.e. the European Union, France, Germany, and Korea)
also provided a total of USD 346 billion in low concessional loans or other official flows (OOF) since 2006. These OOF
targeted mostly MICs (USD 318 billion) in Asia (42%) and Latin America and the Caribbean (23%) in the area of transport
and storage (USD 84 billion), banking and financial services (USD 75 billion), energy generation and supply (USD 75
billion) and industry (USD 55 billion).
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IS AID FOR TRADE WORKING?

Aid for trade is found to be effective both at micro and macro levels according to a broad range of empirical trade and
development studies (Table 2.2). More specifically, OECD found that one dollar extra invested in aid for trade generates
nearly eight additional dollars of exports from all developing countries — and twenty dollars for the poorest countries
(OECD/WTO, 2013). Results, however, may vary considerably depending on the type of aid-for-trade intervention, the
sector at which the support is directed, the income level, and the location of the recipient country.

Table 2.3. Empirical findings on the impact of aid for trade

Finding

Product-specific technical assistance
projects coincided with increased exports of
supported product line

Source

Brenton, P, and Uexkull, E., (2009), Product Specific Technical Assistance for
Exports — Has it been Effective?, Journal of International Trade and Economic
Development, 18: 235-254, https.//doi.org/10.1080/09638190902916444

Aid for trade has an overall positive and
significant impact on exports from recipient
countries.

Cali, M., and Te Velde, DW,, (2011), Does Aid for Trade Improve Trade
Performance?, World Development, Elsevier, Vol. 39(5), pages 725-740,
https://econpapers.repec.org/article/eeewdevel/

v_3a39 3ay 3a2011 3ai 3a5 3ap 3a725-740.htm

A 10% increase in aid to transportation, ITC,
energy, and banking services is associated
with increases of 2.0%, 0.3%, 6.8% and 4.7%
respectively in the exports of manufactured
goods from recipient countries.

Ferro, E, Portugal-Perez, and Wilson, J,, (2012), Aid to the Services Sector: Does it
Affect Manufacturing Exports?, The World Bank, http://www.ferdifr/sites/www.
ferdifr/files/DT Ferro Perrez Wilson Manufacturing%20Exports.pdf

A 10% increase in aid for infrastructure
commitments per capita in developing
countries leads to an average 2.34% increase in
the exports over GDP ratio

Vijil, M., and Wagner, L., (2012), Does aid for trade enhance export performance?
Investigating the infrastructure channel, The World Economy, 35(7), 838-868,
https:/doi/full/10.1111/].1467-9701.2012.01437.x

Aid for trade can be a powerful and effective
tool to lower trade costs in developing
countries and thus to increase trade flows.

Busse, M., Hoekstra, R, and Koniger, J, (2012), The Impact of Aid for Trade
Facilitation on the Costs of Trading, Kyklos, 65: 143-163,
https:.//doi:10.1111/}.1467-6435.2012.00531.x

A 1% increase in aid for trade facilitation could
generate an increase of USD 415 billion in
global trade

Helble, M.C,, Mann, C.L., and Wilson, J.S., (2012), Aid-for-trade facilitation, Review
of World Economics (Weltwirtschaftliches Archiv), Springer, vol. 148(2), pages
357-376, https.//www.jstor.org/stable/41485799

Differences in program design and
implementation may account for differences
in aid-for-trade export effects

Rueckert Brazys, S., (2013), Evidencing donor heterogeneity in Aid for Trade,
Review of International Political Economy, 20:4, pages 947-978, https.//DOI10.1
080/09692290.2012.734254

Aid for trade flows appear to have had a
statistically significant impact in reducing
the time of exporting and importing in Sub
Saharan Africa.

Cirera, X, and Winters, LA, (2015), Aid for Trade and Structural Transformation in
Sub-Saharan Africa, Commonwealth Trade Policy Discussion Papers 2015/01,
Commonwealth Secretariat,

https:/doi.org/10.14217/5js6b1lp69ms-en

Aid for trade increases recipient exports to
donors as well as recipient imports from
donors. The first effect tends to dominate the
latter, which contradicts the sceptical view
that donors grant aid for trade primarily to
promote their own export interests.

Hahne, P, Meyer, B, and Nunnenkamp, P, (2014), Who benefits from aid for
trade? Comparing the effects on recipient versus donor exports, The Journal of
Development Studies, 50(9), pages 1275-1288,
https.//doi.org/10.1080/00220388.2014.903246
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Table 2.3. Empirical findings on the impact of aid for trade

A positive and significant effect of Aid for trade  Ghimire S, Mukherjee D, Alvi E,, (2016), Aid-for-Trade and Export Performance of
on multiple measures of export performance,  Developing Countries, Applied Econometrics and International Development,

however, with diminishing returns. Vol. 16-1, http:/www.usc.es/economet/journalsi/aeid/aeid1613.pdf
Aid for trade increases bilateral greenfield Lee, H. H., and Ries, J., 2016), Aid for Trade and Greenfield Investment,
investment and aid for trade for infrastructure  World Development, Volume 84, 206-218,

and productive capacity are strongly https:/www.sciencedirect.com/science/article/pii/S0305750X15301637

associated with investment.

Aid for trade has a robust and positive effect ~ Durowah, O,, (2017), The role of aid for trade and foreign direct investment in
on poverty reduction; the impact is largestin  poverty reduction: a panel data analysis of 91 developing countries, South Dakota
LDCs but the effect differs across countries State University, http://openprairie.sdstate.edu/etd/1187

Aid for trade can play a supportive role in Roy, M., (2017), The contribution of services trade policies to connectivity in the
improving the policy environmentand help  context of aid for trade, World Trade Organization,

attract the FDI required to meet the SDGs and ~ https./www.wto.org/english/res e/reser_e/ersd201712_e.pdf

develop the ICT infrastructure.

Countries that export less in volume are those  Martinez Zarzoso, I, Nowak Lehmann, D. F, and Rehwald, K., (2017), Is aid for
benefitting most from aid for trade. trade effective? A panel quantile regression approach, Review of Development
Economics, 2017; 21:e175-e203,
https.//doi.org/10.1111/rode.12322

Aid for trade has a significant and substantive  Lee, S, (2018), An empirical analysis of the effects of aid for trade on foreign direct

effect in promoting FDI inflows to recipient investment, Seoul National University - Graduate School of International
countries. Studies, http./s-space.snu.ac.ki/bitstream/10371/141690/1/000000150680.pdf
Aid for trade has a positive and significant Kimm Gnangnon, S., (2018), Aid for Trade and Employment in Developing

effect on total (male and female) employment, Countries: An Empirical Evidence, Labour — Review of Labour Economics and
as well as on female employment share, but Industrial Relations, Volume 33, Issue 1, https://doi.org/10.1111/labr.12139
no significant effect on male employment

share.

Aid for trade inflows exert a positive and Kimm Gnangnon, S., (2018), Aid for Trade and Recipient Countries’ Export
significant impact on recipient countries’ Structure: Does Trade Policy Liberalisation Matter?, Journal of Economic Theory
export ratios and Practice, https://doi.org/10.1177/0976747918806361

These empirical findings are corroborated by evaluations from aid-for-trade programmes and projects as well as by
the case stories that were submitted in the context of earlier aid-for-trade monitoring exercises (OECD/WTO, 2013,
2015 and 2017). The 2019 monitoring exercise reports positive impacts of aid-for-trade support in improving economic
diversification. According to the partner countries, the category in which aid-for-trade finance has delivered most
impacts is trade facilitation, followed by agriculture. The top category from the donors' perspective is agriculture
(Figure 2.9).
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Figure 2.9. Aid for trade impacts
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Views gathered from the exercise also reveal that the alignment of aid-for-trade support with national or regional pri-
orities is the key factor of success. Sixty-two partner countries stated that the aid for trade they received for economic
diversification is aligned with their priorities. Nonetheless, diverging overall priorities between partner and donor
remains a constraint to the success of aid for trade, as stated by half of the partner country respondents. Donors largely
held the view that weak institutional capacity is a major constraint in successfully delivering aid-for-trade (Figure 2.10).
From the perspective of South-South partners, both poor alignment of priorities and lack of national or regional coordi-
nation may limit the success of the aid-for-trade support provided.

After having discussed the results and success factors of aid for trade at an aggregate level, the next section will look
in more detail at donor support for empowerment through economic diversification.

Figure 2.10. Aid-for-trade success factors
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EMPOWERMENT THROUGH ECONOMIC DIVERSIFICATION.

Many developing countries continue to face considerable obstacles in maximising their economic potential. In countries
that are succeeding in exploiting competitive opportunities, success can be difficult to replicate at national level. This
could create “islands of excellence” with the rest of the economy operating at lower levels of capital and knowledge
intensity. Factors that influence economic diversification are manifold and context or geographic specific (as is the case
of small islands and landlocked developing economies). Some of the barriers to diversification, such as an underde-
veloped private sector or infrastructural deficits, are also part of the constraints that aid for trade aims to tackle. Donor
support addressing these two type of barriers is looked at in the next section. Others, such as investments in education
and health care, job creation or social protection, are beyond the mandate of the Aid for Trade Initiative. They are
discussed in more detail in other parts of this publication.

Table 2.4. My view on economic diversification

"Aid for trade has helped diversify our export portfolio away from copper.’- Zambia
“Diversification of production would help us in ensuring sustainable growth.” — Kazakhstan
"Since long economic diversification has featured among the objectives of our support."- Sweden

"An improved investment climate, market access and local productive capacities are key factors for successful economic
diversification." — European Union

“Between 2012-17, the Pacific Seasonal Worker Programme delivered over AUSD 144 million in net income gains to Pacific island
countries and Timor-Leste which is important for their economic diversification.” — Australia

“"Economic diversification is under way but needs to be strengthened with technical and financial support from partners.”
- UEMOA

“The major constraint to economic diversification is inefficiencies in infrastructure, energy and labour as well as government
regulations that affect the environment for doing business; thus hindering economic diversification.” - EBRD

“The main constraint to economic diversification is recovery or rebuilding from frequent and severe natural disasters.” —
Pacific Island Forum Secretariat

"Economic diversification is a key driver of our trade engagement in developing countries, particularly those that are primary
commodity dependent and the poorest."- World Bank Group

"Support seeks to address is the lack of information by small businesses about market opportunities and trends for future
growth."- UNDP

Source: OECD-WTO aid-for-trade monitoring exercise (2019)
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In my view by Sigrid Kaag, Minister for Foreign Trade and Development Cooperation, The Netherlands

| believe that improving women's economic opportunities and removing barriers to their participation in regional
and international trade is essential to pursuing economic development and achieving fairer and beneficial out-
comes for all. This is one of the guiding principles of Dutch policy on foreign trade and development cooperation.

In that light, it is crucial that the work initiated by the Buenos Aires Declaration on gender and women's eco-
nomic empowerment continues. At the same time, we must remain committed to implementing the Aid for Trade
agenda. A key part of that agenda is addressing women’s economic empowerment, the gender gap, women's
entrepreneurship and creating more jobs for women. And not just more jobs, but better jobs. Women are still
more likely than men to experience unfavourable and even dangerous working conditions.

Entrepreneurship can be a promising way for women to make a living, particularly in low and middle-income
countries. This also puts them in a position to increase gender equality by creating jobs and hiring more women.
But if this is to happen, women entrepreneurs need equal rights and opportunities, including access to financial
services and the opportunity to compete in public procurement procedures. The good news is that digital tech-
nologies are helping to create these opportunities.

Aid for Trade helps bring new markets within the reach of women entrepreneurs. But it will take more than that
alone. Many female traders are disadvantaged by poor literacy and limited knowledge of cross-border trade regu-
lations and procedures. So access to education, knowledge and skills is essential.

Where do | hope we'll be by 20307 | hope to see women economically empowered, in a position to capitalise on
their economic potential, and enjoying equal rights and good working conditions. We can only achieve the SDGs if
nobody is left behind, and that includes women. We are on the right track, but collective action is needed to boost
and upscale our efforts. Let's make it happen!

Diversifying agricultural production

For industrialisation to take off, growth in agricultural productivity is essential. Empirical findings have established
that agricultural growth is causally prior to growth in manufacturing and services. Thus, investments in improved
agricultural technology will produce increased agricultural productivity that drives a rural growth process. As
this structural transformation process proceeds, the agricultural sector start to account for a falling proportion of
employment and income (OECD/WTO, 2013). Since the sector plays a pivotal role in rural economies by providing
jobs, income and food security, donors are showing renewed interest in providing support to agriculture. After the
share of sector allocable ODA for agriculture fell from about 25% in the 1970s to a low of 5.8% in 2004 support to the
sector rose to 8.5% in response to the 2007- 8 food crises and now stands at 10% (Figure 2.11). Donor investments in
boosting agricultural productivity are most effective in reducing poverty and inequality when they specifically target
smallholder farmers and small-scale agriculture. Land reform and ensuring land rights, reinforcing local infrastructure
and public services, strengthening ties between urban and rural areas, and supporting farmer organisations are
found to be the most effective instruments to that end (OB, 2018). A large share of partner country respondents (34
respondents) and the majority of the donors (20 respondents) identified agriculture as the sector with most progress in
economic diversification due to the aid-for-trade support received since 2006. Looking ahead, both partner countries
and donors consider agriculture as the sector in which aid-for-trade support will be most needed.

In Senegal, cabbage is one of the most important agricultural sectors. Yet, cabbage consignments faced rejections
at international borders due to toxic pesticide residues. To support local producers in accessing markets, an STDF
project (with funding of USD 577142) helped supply quality inputs, rolled out technical training and support on Good
Agricultural Practices, and ran marketing campaigns to promote safe cabbage production. This resulted in an increase
in farmer productivity, improved cabbage quality, and more competitive prices. In terms of trade, export volumes
increased from 1,900 tonnes in 2008 to 6,000 tonnes in 2014. The project also supported market diversification, as
producers gained new market shares in Mauritania, Mali, The Gambia and Guinea-Bissau.
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Figure 2.11. ODA committed to building productive capacity 1973-2017
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Table 2.5. My view on the role of agriculture

"Aid-for-trade support for fisheries and agriculture products strengthens domestic and global value chain linkage in the key
productive sectors.” — Kiribati

"To revitalise banana exports, two improved varieties were brought to Samoa in 2016 with the help of the Australia, New
Zealand and the WBG, To date, some 2550 boxes have been exported to New Zealand, but it remains a challenge to maintain
pest free banana plantations and manage risks associated with natural disasters.” - Samoa .

“The Traceability Project of the Honey Chain supports small honey producers to export to the EU." — Guatemala

"EU support for traceability in the timber industry and coffee production has contributed to the growth of export diversification
in the country.” — Democratic Republic of Congo

"Support to the agricultural sector had benefited the production of honey and a few other agricultural products.” — Yemen
"Agricultural productivity particularly in vegetable and fruits production has been improved through assistance from the EIF,

World Bank and FAQ." — Lesotho

"The EIF intervention in the cashew sector has substantially increased income for more than 10,000 people, 90% of whom
are women. Similarly, 6,679 employees in mango processing units have seen substantial income increase, 80% of them are
women.” — Burkina Faso

"Agriculture alone, while well developed, is insufficient to ensure Guinea’s economic development. Industry, fishing and forestry

also have important roles to play.” — Guinea

“The industrial fabric is still in its infancy, despite the many agricultural and forestry resources. These resources are sold or
exported largely unprocessed."- Central African Republic

"Meeting SPS standard is an area that will require most aid-for-trade support for economic diversification.” —
St. Kitts and Nevis

Source: OECD-WTO aid-for-trade monitoring exercise (2019)
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Canada supports improving the productivity of the agribusiness sector in the Philippines. The intermediate outcomes
include raised incomes of small-holder farmers, especially women; increased investments in agriculture and the
agribusiness sector; as well as reduced compliance and transactions costs. Australia helped 4,121 small-scale farmers
in Cambodia gain access to irrigation. This resulted in an additional 28,769 tonnes of rice production and promoted
more positive social attitudes towards women as leaders in Farmer Water Users Communities. France financed a
project in Haiti to develop agricultural value chains, make the vetiver sector sustainable, diversify producers’ incomes,
and strengthen the capacities of stakeholders in the fields of water management. Ireland is developing partnerships
between the its agri-food sector and African companies to support sustainable growth of the local food industry,
build markets for local produce and support mutual trade. Chinese Taipei provides bamboo seeds to businesses in
Nicaragua to increase bamboo production and introduces bamboo processing equipment and machinery to increase
production efficiency.

Developing a vibrant private sector

Economic diversification is essential for creating sufficient numbers of jobs for men and women. This is especially true
for the rural poor and the young that are entering the labour force. The agriculture sector on its own is unable to
provide these jobs. Moreover, raised productivity in agriculture means that less and less people are needed. Thus, pro-
ductive employment opportunities have to be created by expanding the business sector, in both manufacturing and
services. Most donors aim to promote inclusive and sustainable growth through their private sector development (PSD)
strategies and programmes. During the 1970s, they provided around USD 3 billion in direct support to industry and
mining. This covered more than 50% of total support to building productive capacities. Although the volume continued
to fluctuate between USD 2 billion and USD 3 billion, the share fell to around 15% in most recent years (Figure2.11).

Table 2.6. My view on the role of developing the private sector

“In terms of economic diversification, there is much potential to develop services” — Samoa

ECOWAS is applying a ‘youth lens’ to interventions in Private Sector Development through supporting business incubation
services, access to finance for young entrepreneurs; and exploring employment through labour-based methods on
infrastructure projects to promote youth innovations and inventions.

Luxembourg is strengthening vocational training systems and craftsmanship, specifically in ICT and green jobs, aligning
them with local labour market needs.

Denmark supports the private sector in Ghana through a Business Advocacy Challenge Fund that helps diversify trade and
integrate the economy into the multilateral trading system. Initiatives include business licensing and registration, reviews for the
ECOWAS Common External Tariff, reducing costs of doing business at the ports, counterfeit and illicit trade, and ratification of
the Trade Facilitation Agreement.

Switzerland’s new private sector strategy has been adjusted and includes more specific measures to improve the living
conditions of poor population groups through access to financial services and technologies.

In 2018, Sweden helped 600 SMEs in Moldova to adopt new technologies, improve product quality, invest in workforce
development, provide better working conditions, increase salaries and enhance marketing skills to be able to take full
advantage of the Comprehensive Free Trade Agreement with the EU.

Lithuania implemented a project on strengthening of international trade capacity of Ukrainian SMEs by sharing its experience
on international trade.

Source: OECD-WTO monitoring exercise (2019)
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Creating a business enabling environment

Over the last two decades, donors have moved increasingly into supporting developing countries through technical
assistance on how to create a business enabling environment and on how to enhance business inclusiveness. This type
of donor support started modestly in the mid-1990s with total amounts of around USD 1 billion and almost tripled at
the end of the last century. It now stand at USD 2 billion that is 8.5% of total support to building productive capacities
(Figure 2.11). There are many common threads in the PSD strategies of different development agencies. All of them
promote reforms in the business environment by advising to reduce the burden of regulatory compliance to allow busi-
nesses creating employment opportunities for the poor. For example, the United States supports Vietnam through its
USD 42 million Country Development Cooperation Strategy to strengthen its legal and regulatory framework in order
to promote investment, economic growth and rising incomes. This includes both support for more transparent and
participatory public policy processes and assistance to help create economic opportunities, particularly for underrepre-
sented and disadvantaged populations, as well as to advance female empowerment (USAID, 2018).

Table 2.7. My view on the role of a business enabling environment

Strong institutional capacity is key in sustaining donor support for economic diversification. — Lesotho
Among the aid for trade success factors is the political will to create an enabling environment. — Kiribati

Institutional and human capacity building may have positive impact on domestic and foreign investment in production and
productivity development, export promotion, and value chain development. - Nepal

SME development can focus on improving the business environment, strengthen their capacities, developing entrepreneurial
culture and innovation for both young people and women. — Céte d’lvoire

It is important that institutional capacity and coordination is supported at all levels of women’s economic empowerment
intervention. - TradeMark East Africa

Estonian support is guided by the principle of strengthening institutional capacities at the country level.
Luxembourg is supporting partner countries in creating an enabling environment for enhanced private sector engagement

The Russian Federation is assisting Belarus in its accession to the WTO through strengthening national and institutional
capacity and expertise.

The European Union supports Céte d'lvoire in establishing an arbitration court, adjusting national regulations to
international legal contexts, designing a fully owned trade policy with a clear identification priority sectors and simplification
and transparency of customs procedures in order for Céte d'Ivoire to take advantage of the new Economic Partnership
Agreement and its preferences on the EU market.

Source: OECD-WTO (2019) monitoring exercise
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Providing access to finance

Lack of access to finance is a common challenge in trying to diversify the economy and empower the poor. Despite
improvements during the last decade, many financial systems of developing countries still suffer from shortcomings
and market inefficiencies. This affects their business environment at various levels. There is an absence of instruments
and institutions adapted to local business needs, while the cost of credit is often too high for want of competition.
This leads to a lack of medium and long-term lending for businesses, while the majority of people lack access to basic
formal financial services (Buera, 2011). Whilst recognising the importance of the enabling environment and institutions,
some donors consider that direct intervention could be beneficial, provided that precautions are taken to avoid market
distortion. The recourse to public-private partnerships (PPPs) can lead to donors and their development financial insti-
tutions (DFls) directly participating in financing an activity or in a guarantee structure for it. In these cases, donors and
DFls act as catalysts to attract private financing. This is considered as an effective way to maximise the leverage of ODA.
Donor support for banking and financial services averaged at around USD 1.5 billion up to the 2007-08 financial crises.
After credit dried up donors stepped in and doubled their support in 2009. It continued to increased and reached
USD 5 billion in 2017. Now almost 22% of all support to building productive capacities is for banking and financial
services (Figure 2.11).

Table 2.8. My views on improving access to finance

"Aid for trade can benefit access to finance for SMEs.” — Angola

"Emphasis should be placed on women entrepreneurs’ access to finance, at attractive rates and less rigid conditions.”
- Madagascar

"Among the factors contributing to the success of aid-for-trade are access to finance.” - Iraq
"Support should be directed more towards promoting access to finance.” — Togo

“The priority sectors in which we will need financing are direct subsidies to producers, guarantee funds and participation funds
to ensure guaranteed access to financing.” - Guinea

"Aid for trade can contribute to women's economic empowerment in several ways including programs to assist women to
access trade finance.” - Kiribati

"The European Union through the Asian Development Bank support MSME access to finance in Samoa, Tonga, Vanuatu
and Solomon Islands.”

"EBRD supports large-volume and long-term trade finance. This also includes supporting the growing ‘South-South’ trade
finance, as well as intra-regional trade with Cyprus, Greece and Turkey."

Canada provides credit and financial services to underserviced populations in Panama, Tanzania, Tunisia, and Zambia.
Austria provides loans and equity to financial institutions in partner countries which are fully dedicated for female SMEs.

Source: OECD-WTO (2019) monitoring exercise
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Promoting inclusive tourism

Tourism is an important facilitator of structural transformation in a number of developing countries. As tourism has
relatively low entry barriers for labour and low capital requirements, it can provide an alternative livelihood option,
especially in rural areas. The growth of labour-intensive services connected to tourism has helped the re-allocation of
surplus labour out of agriculture. Creating strong intersectoral linkages is crucial to ensuring a greater capture of tourist
expenditures - a key determinant in facilitating the transfer of economic benefits from the sector to local communities.
Local procurement of inputs can generate business opportunities for local suppliers with backward linkages creating
employment and forward linkages stimulating markets for products or services consumed by tourists. Thus, linkages
between tourism and other productive sectors have the potential to stimulate employment and tackle poverty and
social exclusion including among women and youth (OECD/UNWTO/WTO, 2013). Direct donor support for tourism is
relatively modest at around an annual average of USD 180 million since 2006 (Figure 2.11). Most of this money is used for
technical assistance to help design strategies for promoting sustainable tourism and strengthen backward and forward
linkages with the local economy. Sixteen partner country respondents and 10 donors identified travel and tourism as a
sector in which the aid for trade has been impactful. Forty-eight partner countries stated that aid for trade support to
tourism is needed to deliver economic diversification. This view is echoed by 10 donors.

Table 2.9. My views on the role of tourism
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Trade development

The trade development marker for disbursements stood at USD 5.5 billion in 2017, while commitments reached USD 79
billion. This marker was introduced to identify those activities in the productive capacity building category that con-
tribute “principally” or “significantly” to the development of trade. In 2017, this was the case for 31% of all support to the
private sector and concentrated in the area of business services, agriculture and industry, which together covered more
than 75% of all the trade development markers.

Table 2.10. My view on Trade Development

"Finland’s development policy is structured around four priority areas. One of them is support to the development and
diversification of the developing countries’ own economies. That includes trade development, trade facilitation, value chains,
trade policy negotiations capacities etc.” — Finland

"Trade development (business support services, banking and financial services) and legal support of MSMEs are the most
important supporters of the economic empowerment of MSMEs." - Portugal

"The USAID East Africa Trade and Investment Hub aims to boost trade and investment with - and within - East Africa. It
does this by promoting two-way trade with the United States under the African Growth and Opportunity Act, facilitating
investment, deepening regional integration and increasing the competitiveness of select agricultural value chains.” -
United States

"The Trade Support Programme in Angola aims to enhance the local capacity to diversify the economy, negotiate and
implement multilateral and regional trade agreements, with a particular focus on the SADC Trade Protocol and Angola’s
participation to the SADC Free Trade Free Trade Area.” — European Union.

Source: OECD-WTO (2019) monitoring exercise

BUILDING TRADE RELATED INFRASTRUCTURE

Poor infrastructure remains a major bottleneck in developing countries, despite substantial investments in the past. By
raising labour productivity and lowering production and transaction costs, economic infrastructure — transport, energy,
and ICT- enhances economic activity and so contributes to economic diversification. Investments in infrastructure can
also resultin empowerment if they are sufficiently focused. Labour mobility in rural areas, for example, can be enhanced
by improving the transport and communication infrastructure. Inadequate infrastructure has been identified as the
number one constrain limiting the success of aid for trade in promoting economic diversification in LDCs with 23
respondents indicating challenges in this area. It is also the top constraint dampening the success of aid-for-trade in
landlocked developing countries. Also 15 donors mention this as their third top challenge.

Improving transport infrastructure

Transport infrastructure affects profitability, levels of output, income, and employment, particularly for small—
medium-sized enterprises. It also affects trade costs, which determines international competitiveness. Improved
transport, which reduce workers’ time spent on non-productive activities, will raise the economic returns to labour.
For the same reason, the lack of affordable access to adequate infrastructure is a key factor in determining the nature
and persistence of poverty. Thus, investments in transport infrastructure can help to accomplish a transition from
jobless growth to labour-intensive growth (Calderdn, 2004). Given these clear benefits, donors have invested heavily
in assisting developing countries with expanding and improving their transport infrastructure. In 2017, donor support
for transport and storage stood at USD 17.7 billion an increase of USD 10 billion since the start of the Aid for Trade
Initiative (Figure 2.12).

70 AID FOR TRADE AT A GLANCE 2019: ECONOMIC DIVERSIFICATION AND EMPOWERMENT - © OECD, WTO 2019



CHAPTER 2. AID FOR TRADE, ECONOMIC DIVERSIFICATION AND EMPOWERMENT

Table 2.11. My views on trade-related infrastructure

"Limited infrastructure may limit the success of the aid-for-trade support received.” - Liberia

"Support to trade-related infrastructure improves value chain linkages in key productive sectors hence increasing exports,
employment, income and livelihood generation.” - Kiribati

"Our country is lagging far behind in industrialisation and development of basic infrastructure.” — Democratic Republic
of Congo

"Trade related infrastructure needs are extremely large but resources are very limited." — Vanuatu
"Support in trade related infrastructure development would be highly appreciated” — Nepal

“The network infrastructure and transport infrastructure has limited to ability of people to venture into other areas
of development.” - Papua New Guinea

"We are reviving a New Silk Road by setting up a “Western Europe — Western China” transportation corridor” — Kazakhstan

"A new investment up to UKP 500 million will build essential infrastructure to lay the foundations for new opportunities, in
places where businesses previously would not have been able to operate.” — United Kingdom

“In the context of Tokyo International Conference on African Development, Japan's investment in Africa has focused
amongst others on the development of quality infrastructure, amounting to approx. USD 30 billion under public-private
partnership.’- Japan

"The World Bank hosts the Secretariat of the Global Infrastructure Connectivity Alliance, a G20 initiative launched in 2016

to close the gap in the availability of resources related to infrastructure connectivity. It promotes cooperation, knowledge
exchange, and meaningful progress in global interconnectivity.”- World Bank

Source: OECD-WTO (2019) monitoring exercise

Figure 2.12. ODA commitments to trade related infrastructure
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The Belt and Road Initiative (BRI) aims to strengthen economic integration among countries in the Eurasian region. The
BRI encompasses a number of transport corridors; the ‘belt, which links China to Central and South Asia and onwards to
Europe, while the 'road’ connects China to Southeast Asia, the Gulf region, East and North Africa and Europa. The project
requires significant funding—an estimated USD 8 trillion between 2010 and 2020 alone. The Chinese government has
announced several commitments, including a USD 40 billion Silk Road Fund for projects in the Central Asia region
(Lehmacher and Padilla, 2015). Baniya (2019) finds that the Initiative increases trade flows among participating countries
by up to 4.1%. These effects would be three times larger on average if trade reforms complemented the upgrading in
transport infrastructure. Products that use time sensitive inputs and countries that are highly exposed to the new infra-
structure and integrated in global value chains have larger trade gains. Among the partner country respondents who
identified the Silk Road Fund as an important source of financing for economic diversification are Venezuela, Tonga,
Cambodia, and Kazakhstan.

Another transport infrastructure project is development of the Thilawa port and logistic facilities, as well as the Special
Economic Zone in Myanmar supported by Japan with a USD 339 million concessional loan. An ex post evaluation of
a similar project in Indonesia underscored the need to also build roads peripheral infrastructure in tandem with port
facilities. This integrated approach to providing trade-related infrastructure support in Myanmar is similar to that taken
in Vietnam. There, Japan recently announced the provision of a USD 95 million concessional loans for the development
of a deep-water port near Haiphong, together with supporting hinterland roads and bridge links (OECD/WTO
monitoring exercise 2017 case story 161).

Providing reliable electricity

OECD (2013) finds that electricity is a more significant binding constraint than road or air infrastructure. The availability
of electricity is less a constraint than its reliability. This finding is supported by firms in developing countries that iden-
tified lack of reliable electricity as an important business constraint. Indeed, producers can address the lack of electricity
by using generators and this practice is actually widespread. However, their use comes with a substantial cost; the
marginal cost of electricity produced by generators is much higher than electricity from the grid, and the capital cost
of a generator adds to the total cost of machinery and equipment. Greenstone (2014) highlights that greater access to
reliable energy transforms lives and economies in many ways, including: income generation; greater economic diver-
sification; substitution of labour with capital that increases productivity; creation of small businesses and enterprises;
facilitation the reallocation of household time (especially by women) from energy provision to improved education;
and, access to greater market size due to lower transportation and communication costs.

Table 2.12. My views on the contribution of Energy

"Strong support has been received in the energy sector, which have promoted business and trade connection and the role of
Kazakhstan as a trade avenue between Central and South Asia." — Kazakhstan

"The improvement in the energy situation has contributed significantly to the resurgence of activity in the secondary sector.”
- Senegal

"Support to the energy sector has also led to private sector investments.” — The Gambia

"Guinea’s electrification must be taken into account to ensure its economic development.” - Guinea

Source: OECD-WTO (2019) monitoring exercise
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Donor support for energy generation and supply reached USD 14,1 billion in 2017 up USD 9 billion since 2006. The
average share of aid to energy in country programmable aid was 12% during the last three years (Figure 2.13). An example
of such support is the Euro 60 million loan France together with the AfDB and the EIB is providing for the construction of
a high voltage line between Nairobi and Mombasa. The project is improving access to a cost effective electricity supply
and a reliable network, contributing to the reduction of technical losses and environmental costs.

Unaffordable or unreliable electricity is identified as a constraint for economic diversification in the national or regional
development strategy of 27 partner country respondents. Twenty-three of which 9 LDCs, confirmed receiving aid-for-
trade financing in energy supply and generation. Furthermore, 19 stated that this donor support had been impactful.
Similarly, 12 donors indicated that they provided financing for energy supply and generation, and 10 confirmed this
has had an impact on economic diversification. Looking ahead, 44 partner countries, of which 26 LDCs, highlighted
the need to further channel aid for trade to this area.

Supporting information and communication technology

The 2017 joint OECD/WTO Aid for Trade at a Glance report addressed in detail how Information and Communication
Technologies(ITC)helpbusinessestobecomemoreproductive, peopletofindgreaterjobopportunities,andgovernments
to deliver better services. The report highlighted that ICT lowers the costs of economic and social transactions for
firms, individuals and the public sector. It promotes innovation and boost efficiency as existing activities and services
become cheaper, quicker and more convenient. ITC also increases inclusion as people gain access to services that were
previously out of reach. Donors are helping to attract the private investment that is needed to bridge the digital divide
by providing developing countries with technical support and risk-mitigation mechanisms to crowd-in private funds.

Table 2.13. My views on the contribution of ITC

“It is necessary that appropriate network infrastructure is available and fully accessible to support production and service
delivery including e-commerce development and trade facilitation.” - Samoa

“Future support for economic diversification may focus on cross-border network infrastructure and transport, services,
agriculture, industry.” -Gabon

“Luxembourg will support partner countries in enabling ICT solutions and reliable data as catalysts for innovative and inclusive
growth and development.” — Luxembourg

"Aid for trade should support the ICT sector by harnessing digital technology to simplify and lower the cost of cross-border
certification and documentation processes for MSMEs." — Ireland - New Zealand

"With regard to SMEs finding business partners, it is very important is to spread information on-line, creating different
e-platforms that allow exporters to exchange information.” — Ukraine

“New issues such as e-commerce are emerging and growing in importance.- ECOWAS

"Recent debates and increased demands around the implications of digitalisation and automation for structural
transformation has increased our attention to these issues."- Sweden

“Chinese Taipei provides a loan to the Belize Telemedia Limited to finance its National Broadband Plan for replacing its fixed
internet infrastructure with fiber optic network, so as to increase the quality of and access to fixed internet service.” -
Chinese Taipei

Source: OECD-WTO (2019) monitoring exercise
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Aid commitments for projects in ICT stood at USD 700 million in 2017 (Figure 2.11). They are mostly in the form of
technical assistance for regulatory reform. Once the regulatory framework is in place, the private sector is willing to
invest in ICT hardware. Donors reported that this area is attracting a growing demand. An example is the Connect
Africa Initiative that includes international fibre connectivity, national backbone initiatives, policy and regulation, and E
— applications (OECD/WTO 2017 monitoring exercise, case story 16). More than half of the partner country respondents
identified inadequate network infrastructure as a constraint to economic diversification, which was highlighted in their
national or regional development strategy. Half of the donor respondents consider it as key target areas in their aid-for-
trade strategy. AlImost two third held the view that their support in this area could make considerable contribution to
youth economic empowerment. This view is shared by 50 partner country respondents.

Trade policy support to promote economic diversification

Economic diversification strategies should be based on comparative advantages with tariffs and non-tariff measures
structured in a way that supports this process. Thus, tariffs are especially costly on industrial intermediate inputs for
which regional production capacity does not exist: reductions of non-tariff trade costs are needed to tackle binding
supply-side constraints to industrialisation (UNECA, 2017). Since 2006, donors committed USD 7 billion to help
developing countries identify, negotiate and implement trade agreements. An example of this type of support is
provided by Sweden to TRALAG, a trade capacity-building organisation in Africa. Through stakeholder consultations,
TRALAC engages proactively with the African Continental Free Trade Area process and identified the need to increase
services trade capacity and advance thinking about services trade for industrial development in African countries
(OECD/WTO (2017) monitoring exercise, case story 81).

Trade related adjustment

Support for trade related adjustment is relatively small at an average of USD 230 million since the start of the Initiative
in 2006. This relatively low level of this aid-for-trade category support is partly explained by the reporting of this type
of support under other categories. An example of this is the Tourism Development Project in St Vincent and the
Grenadines supported by the European Development Fund with USD 6.5 million. The project aimed to improve the
competitiveness of the tourism sector and create employment opportunities for rural communities to accommodate
the decline in banana production and export. Periodic evaluations revealed increasing job opportunities, improved
quality of the country’s tourism product and greater linkages between tourism and other economic sectors (OECD/
WTO monitoring exercise 2011, case story 264). Efforts to ensure an efficient and competitive trade facilitation
framework should also continue to receive attention. These efforts are addressed in more detail in chapter 6.

SUPPORT IN 2017

Aid-for-trade commitments are firm obligations, expressed in writing and backed by the necessary funds, undertaken
by an official donor to provide specified assistance to a recipient country or a multilateral organisation. As such, com-
mitments are an expression of the current priorities of the recipient and donor. Commitments are recorded as the full
amount of the expected transfer, irrespective of the time required for the completion of disbursements, which in some
cases may take many years. The remainder of this section provides an analysis of aid-for-trade commitments up to 2017,
the latest year for which detailed information is available. It highlights distribution by sector, region and income; donors;
and the financial terms of the support committed.

In 2017, aid-for-trade commitments reached USD 57.7 billion, an increase of USD 6.2 billion in real terms from its 2016
level an additional USD 34.6 billion compared to the 2002-05 baseline average. Trade-related OOF declined by USD
7 billion in 2017 to USD 60.1 billion; still more than four times the 2002-05 baseline average. Aid commitments for
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economic infrastructure reached USD 32.8 billion, up 143% compared to the 2002-05 baseline average. In 2017 support
to energy generation and supply increased by more than USD 759 million to USD 14.3 billion. Commitments to the
information and communications sector also increased by USD 167 million to USD 749 million. Transport and storage
support, on the other hand, decreased by USD 514 million and now stands at USD 17.1 billion. OOF for economic infra-
structure decreased 15.2% to USD 29.9 billion. Most of this decline is due to reductions in support for energy generation
and supply, which dropped by USD 6.7 billion to USD 15.2 billion in 2017 (Figure 2.13 and 2.14).

Figure 2.13. Aid-for-trade commitments by category, USD billion, constant price 2017
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Figure 2.14. Trade-related OOF commitments by category, USD billion, 2017 constant
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Commitments for building productive capacity, at USD 234 billion, rose by USD 5.3 billion in real terms from its 2016 level.
As in past years, the largest share of support is directed to agriculture, which attracted USD 10.6 billion, and increased
USD 1.6 billion compared to 2016. Further increases are noted in banking and financial services, as well as industry, with
both up USD 1 billion and fishing up USD 465 million. Support to tourism stands at USD 400 million an increase of 50%
from 2016. The trade development marker was introduced to identify those activities in the category of building pro-
ductive capacity that contribute “principally” or “significantly” to the development of trade. The marker increased from
USD 2.6 billion in 2006 to USD 8.1 billion. It now covering almost a quarter of the total amount for building productive
capacities. Two-thirds of this is concentrated in the areas of agriculture and business services.
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Aid for trade in its narrowest sense of support to trade policy and regulations attracted USD 14 billion in 2017, an increase
of 42% compared to 2016. Trade policy management and trade facilitation increased by USD 224 million and USD 219
million respectively compared to its 2016 level. Trade-related education declined by USD 11 million. With respect to
trade-related OOF, decreases were recorded in both the trade policy and building productive capacity categories. The
latter dropped to USD 29,2 USD in 2017 from USD 30,1 in 2016. OOF for trade policy now stand at USD 1.3 billion a
decrease by 34%.

In 2017, 38% of all aid-for-trade commitments were destined for Asia, which amounted to USD 22.1 billion, an increase
of USD 1 billion compared to 2016. It should be noted, however, that allocations to Asia fluctuate significantly from one
year to the other. In general, this is caused by large biennial commitments from Japan and the ADB towards economic
infrastructure. Increases were also noted in Africa up USD 2.9 billion from 2016 to USD 21.7 billion and receiving 36.6%
of total commitments, while those to Latin America and Oceania increased by USD 940 million and USD 460 million
respectively. Commitments to Europe, however, declined by USD 420 million (Figure 2.15). Most of the 2017 trade-related
OOF was destined for middle-income countries in Asia (48.3%), Africa (23%), Latin America and the Caribbean (17%),
Europe (9%), and Oceania (1.2%) (Figure 2.16).

Regional and global aid-for-trade programmes were allocated USD 5.9 billion in 2017. This is almost a threefold increase
compared to the 2002-05 baseline average. Regional aid for trade offers great potential as a catalyst for growth, devel-
opment and poverty reduction, but projects are often difficult to realise. While regional aid for trade faces many practical
implementation challenges, however, experience has shown that associated problems are not insurmountable, but rather
require thorough planning, careful project formulation and prioritisation on the part of policy makers (OECD, 2014).

Aid-for-trade commitments to the LDCs increased in 2017 by USD 4.1 billion to reach USD 18.8 billion (32.5% of total
commitments). Other low-income countries received USD 80 million. The share of commitments to the low income
countries as a whole reached 32.5% of total aid-for-trade flows in 2017. With commitments of up USD 1,9 billion to USD
23,2 billion, the lower middle income countries were the largest aid-for-trade recipients (40.2%), whereas the upper
middle income countries saw their commitments drop by USD 1.2 billion to USD 7.3 billion (Figure 2.17). Countries in the
middle-income group were by far the largest recipients of trade-related OOF. At USD 50 billion or 83.3% of total com-
mitments, the amount decreased by USD 7 billion from their 2016 levels. OOF to LICs stood USD 6.5 billion up from USD
5.7 billion (Figure 2.18).

In 2017, bilateral providers committed USD 31.7 billion or 55% of total aid for trade. Japan, the largest donor, with com-
mitments of USD 12.5 billion directed most of its funding to Asia mainly for transport, storage and energy sectors in
Asia. Other main bilateral contributors are Germany, with USD 5.7 billion, followed by France with USD 3.2 billion and
the United States with USD 2.4 billion. Most bilateral donors provide the majority of their support in the form of grants,
with the exception of France, Germany, Japan and Korea, which also provide a large share in loans. Multilateral providers
also increased their commitments by USD 4.2 billion to USD 26 billion. The World Bank Group and EU Institutions remain
the main contributors providing almost two-thirds of total multilateral aid for trade. Multilateral institutions were the
largest contributors of trade-related OOF providing USD 50 billion or 83% of the total. Main contributions are the Asian
Development Bank, EBRD, the IFC and the World Bank group.

In 2017, the share of aid for trade in sector allocable aid increased from an average of 30.3% during the baseline period
t0 39.2% in 2017. Thus, within the expanding ODA budget envelope the share of aid for trade has increased even more.
The 9-percentage point increase, which translates into an extra USD 75 billion in commitments since 2006 could be con-
sidered as additional aid for trade; three quarters of this increase is provided by the European Union, Germany, France,
Japan and the AfDB.
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Figure 2.15. Aid-for-trade commitments by region, USD billion, 2017 constant
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Figure 2.16. Trade-related OOF commitments by region, USD billion, 2017 constant
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Figure 2.17. Aid-for-trade commitments by income group, USD billion, 2017 constant
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Figure 2.18. Trade-related OOF commitments by income group, USD billion, 2017 constant
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CHAPTER 3

PROMOTING ECONOMIC DIVERSIFICATION
AND STRUCTURAL TRANSFORMATION
THROUGH INDUSTRIALISATION

Contributed by the United Nations Industrial Development Organization

Abstract: This chapter analyses production capabilities — an essential component for the Aid for Trade
Initiative to be effective. Past growth in manufacturing and related services sectors has absorbed large
numbers of workers into productive jobs and increased the prosperity of their families and communities.
Industrialisation and structural transformation remain at the core of many national and regional
economic development strategies. In view of greater automation and digitisation, this chapter also
discusses the implications of the changing nature of industrialisation and the production process for the
future of manufacturing development. Policy lessons are drawn to address “supply side constraints” in
manufacturing through aid for trade, which in turn contributes to structural transformation. One theme
that re-emerges throughout the chapter is the opportunities industrial policy offers for inclusive and
sustainable development. Relevant environmental aspects, like green technologies and energy efficiency,
are also considered in the context of economic competitiveness and sustained growth.
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INTRODUCTION

The manufacturing sector and the process of industrialisation are the key drivers of growth and poverty reduction. As
Figure 3.1 illustrates, a positive relationship exists between the growth of manufacturing value added' (MVA) and of
gross domestic product (GDP). Higher productivity growth in the manufacturing sector makes it an important factor for
developing countries to shift activities from agriculture and low productivity services towards manufacturing to achieve
growth-enhancing structural transformation (Figure 3.2). In countries that have successfully industrialised, the growth in
manufacturing and related services sectors has led to the absorption of large numbers of workers from the agriculture
and informal sectors into productive jobs, and has increased the prosperity of those workers' families and communities
(UNIDO 2013).

Thus, industrialisation and structural transformation remain at the core of many national and regional economic devel-
opment strategies, and the United Nations has acknowledged this in Sustainable Development Goal (SDG) 9: Build
resilient infrastructure, promote inclusive and sustainable industrialisation and foster innovation.

Figure 3.1. Relationship between GDP growth and manufacturing growth, 1970-2017
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Source: UNIDO elaboration based on the National Accounts Main Aggregates Database (2019), by the United Nations Statistics Division. Based
on the importance of the manufacturing sector, this chapter explores the processes behind industrialisation and how
sustainable and inclusive economic development can be achieved through the development of this sector. Moreover,
in view of the emergence of new technologies, the chapter also discusses the implications of the changing nature of
industrialisation and production processes for the future of manufacturing development. For example, greater auto-
mation and digitisation may create uncertainty about future paths of development. This chapter demonstrates that
latent uncertainty arising from the new emerging paradigm can be transformed into an opportunity for countries
across all development stages. Additionally, the chapter draws policy lessons to address supply side constraints in
manufacturing through aid for trade, which in turn contributes to structural transformation and economic prosperity.
One topic that is discussed throughout the chapter is the opportunities industrial policy offers for inclusive and sus-
tainable development. Relevant environmental aspects, like green technologies and energy efficiency as part of a sus-
tainable growth strategy are also considered in the context of the expansion of the manufacturing sector.
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Figure 3.2. Labour productivity growth index: Developing economies
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The second section below presents the fundamental concepts of industrialisation and its key sources for inclusive and
sustainable development. It explores how industrial diversification affects areas of trade. This leads to issues such as
employment generation, environmental aspects of industrialisation and the question of constraints and opportunities
for developing countries. The third section focuses on the window of opportunities that the changing nature of
industrialisation and the new emerging technological paradigm, like automation, offer. The final section concludes.

INDUSTRIALISATION FOR ECONOMIC DIVERSIFICATION AND STRUCTURAL TRANSFORMATION

The perception that manufacturing serves as an engine of growth can be traced back to Nikolas Kaldor's (1966, 1967)
growth laws and still applies today, as recent studies suggest (UNIDO, 2015). The growth of manufacturing value added
has been identified as a major source of poverty reduction in many developing and emerging industrial economies. This
section provides an overview of industrialisation and the driving forces of economic prosperity. Developing countries
at a low-income stage in particular can still rely on manufacturing as an engine of growth through the creation of
employment opportunities in a more productive sector compared to agricultural activities. The income generated by
industrial activities is generally higher than that produced in the primary sector, i.e. the process of industrialisation is
expected to bring about an overall increase in income.

A glance at the global development of manufacturing value added reveals an increasing trend (Figure 3.3). Developing
countries in particular seem to have experienced high and persistent MVA growth rates since 1990, illustrating the
opportunities the manufacturing sector can create.

The long-term pattern of manufacturing development and diversification can be identified by changes in the value
added and employment of different subsectors over the course of economic development (Haraguchi, 2019). By
inspecting empirical key facts, some important factors become apparent: on the one hand, there is an empirical cor-
relation between per capita income and the degree of industrialisation in developing countries while, by contrast, high-
income countries are showing a pattern of deindustrialisation (UNIDO, 2015). The nature of industrialisation provides an
explanation for this pattern. Through the expansion of the manufacturing sector, surplus labour from the agricultural
sector is absorbed, which increases the productivity of the entire economy due to the expansion of more productive
sectors. Simultaneously, the agricultural sector also experiences an increase in productivity (Lewis, 1954).
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Figure 3.3. An increasing trend in global manufacturing value added, 1990-2017
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The manufacturing sector clearly provides key elements, which makes it an important driver for economic prosperity
through higher productivity and a higher growth rate of productivity than the agricultural sector (Szirmai, 2012). The
advantages can be realised through physical capital accumulation and by exploiting economies-of-scale effects.
Moreover, technological change through innovations and human capital accumulation through industrialisation act as
key drivers for overall economic growth. Finally, as the income of economies increases, the share of income spent on
agricultural goods tends to decrease, which shifts aggregate expenditures more on manufactured goods. This opens
an opportunity for participation in world markets as demand for manufactured goods diversifies, leading to the need
for higher production capacities. This development allows meeting not only domestic demand but newly created
foreign demand as well.

While the manufacturing sectoringeneral plays animportantrole in the economic development of developing countries,
contributions of individual manufacturing industries to development vary depending on the stage of economic devel-
opment. Labour-intensive industries, like food and beverages, textiles and wearing apparel, often exhibit fast growth
and account for a major share of manufacturing value added and employment in an early stage of development.
As resource intensive industries, such as coke and refined petroleum, paper and basic and fabricated metal-based
industries, emerge in a middle-income stage, manufacturing value added in the economy tends to increase further. At
a high-income level, motor vehicles, machinery and equipment, electrical machinery and chemical industries usually
account for the largest contribution to the growth of manufacturing value added. The increases in both technological
development and productivity are the major drivers for the sustained growth of these industries, hence following a
path of skill-biased development (Haraguchi, 2016).

Why industrialisation is important and how it promotes diversification and structural
transformation

Both the supply and demand sides influence the above-mentioned pattern of structural transformation within the man-
ufacturing sector. For the supply side, technological and skill development are the two major enablers for building and
expanding production capacities. This is linked with technological change and increasing productivity within specific
industries. Innovations are thus an important factor for sustainable development. Productivity growth and economy-of-
scale effects highly depend on product and process innovations. A more efficient production process enables higher
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output with less input factors, leading to an overall increase in output and higher capacity. However, innovations rely
on access to a skilled and well-educated labour force, i.e. the skill formation process is of particular importance. In
addition, specific elements such as infrastructure, the investment or business climate are essential factors for increasing
the supply capacity of manufacturing. Without a reliable set of conditions (for instance, access to basic infrastructure),
the development of capacities is limited. These issues were frequently raised by partner and donor countries in the
OECD-WTO Aid for Trade Global Review Monitoring Exercise (2019) when asked about constraints to economic diver-
sification and successful industrialisation. Thus, adequate measures to ease these constraints are crucial for industrial
development and discussed in the following sections.

With the right set of conditions, employment opportunities in the manufacturing sector may increase through the
shift from agricultural to manufacturing activities and the services sector. This process of structural change absorbs low
productive surplus labour from the primary sector providing access to better pay jobs. Consequently, the economy’s
overall productivity grows. Due to increased employment in a sector in which the relative wages are higher compared
to the agricultural sector, the country’s aggregate disposable income rises. The increasing household income and the
lower prices of manufactured goods as a result of higher productivity thus have an impact on the demand structure
for manufactured goods. A closer look at consumers’ perspective of industrialisation is warranted to shed light on the
driving forces behind those structures.

Manufactured goods can generally be classified into necessities (food and beverages and wearing apparel/ textiles) and
more sophisticated consumer goods, like cars and electrical equipment. An income shift thus starts a virtuous circle of
manufacturing consumption and industrial development, illustrated in Figure 3.4 (UNIDO, 2017b). It shows that under
certain conditions, feedback loops and distinct effects on income and demand aspects may interact in different stages
of the circle, setting it in motion.

Figure 3.4. The virtuous circle of manufacturing consumption: The global economy

Increase in
discretionary New income shifts
Augmented income demand from
purchasing power necessities
of all consumers to other goods
Price
effect
& Variety
effect . 5 .
Decline in prices SPPTPRY GLOBAL WAGES D|ver5|ﬁcat|qn
of massified goods AND PROFITS of manufacturing

demand

Volume

Competition and effect

innovation increase
efficiency further

Consolidation of
industry increases
production efficiency

Massification
of manufacturing
demand

Source: UNIDO (2017b).

AID FOR TRADE AT A GLANCE 2019: ECONOMIC DIVERSIFICATION AND EMPOWERMENT - © OECD, WTO 2019

85



CHAPTER 3. PROMOTING ECONOMIC DIVERSIFICATION AND STRUCTURAL TRANSFORMATION THROUGH INDUSTRIALISATION

86

The different stages of the virtuous circle of manufacturing consumption will be explained from the supply side per-
spective. Through the industrialisation process and its positive effects on employment, discretionary income (the share
of a household’s income that can be allocated to goods other than necessities) rises. This is primarily the outcome of
better pay and more productive jobs in the manufacturing sector. Eventually, a higher discretionary income yields a
diversified demand for manufactured goods, as demand and consequently expenditure shifts away from agricultural
products towards manufactured goods. This new demand, in turn, leads to the creation of new industries and new
varieties of products in the economy (process of diversification), which is a key component of sustainable long-term
economic development (Saviotti and Pyka, 2004). Demand for new products as well as the desire of firms to become
more profitable triggers a process of diversification and consolidation within the manufacturing sector. This can be
achieved through innovations that make production processes more efficient and increase the quality standards of
the produced goods. On the other hand, economies-of-scale effects do not only increases firms’ profits but also have
significant effects on the price of goods. As a result, the price of goods will drop, meaning more people can afford to
purchase them. Eventually, the demand for such goods rises, inducing firms to produce larger quantities of the goods
if sufficiently high capacities are available. Reaching a certain level of competitiveness could foster specialisation and
the acquisition of skills through the massification of manufacturing demand. Thus, a large part of mass consumption
is linked to an increase in productivity (Matsuyama, 2002; Foellmi et al, 2014). In the last stage of the circle of manufac-
turing consumption, the decline in the price of goods through an amplified technological progress is essential. These
effects lead to a further increase in the purchasing power of all consumers, thus boosting the discretionary income even
further, which feeds into the start of a new virtuous cycle (DeLong, 2000; Jong, 2015).

To summarise, three factors create the positive effects of the virtuous circle that eventually lead to an increase in
household income. First, the demand for new goods (variety effect) through affordability and availability grows. Second,
the massification process significantly increases the produced and consumed volume of the respective goods. Finally,
the rise in productivity reduces prices and therefore increases discretionary income.

In addition to income creation and massification, the increase in product quality in combination with a simultaneous
decrease in relative prices plays a substantial role in boosting consumer welfare and is thus an important contributor to
sustainable development. New better quality products reduce living costs and increase people’s living standards (Jong,
2015). An expansion of consumption opportunities enables consumers to adapt their preferences; they may ultimately
want to consume goods that help them enhance their quality of life (Nussbaum, 1992; Sen, 2001). Moreover, the process
of specialisation and diversification may also fuel a process of new regulations, standards and norms, which additionally
strengthen consumers' power and wellbeing.

This view of manufacturing consumption gives rise to a discussion on gender aspects. According to Sen (1990) and the
World Bank (2012), the presence of gender disparities in every aspect of life represents a major threat to human and
economic development.? Through a variety of external effects, industrialisation and structural transformation can help
promote gender equality in several areas of life. The first effect concerns household work and child rearing, activities
that are primarily carried out by women. Such work is unpaid, consumes a lot of the women’s daily discretionary time,
and significantly reduces their power of having a voice in the political sphere (Kabeer, 1999). Industrialisation and the
subsequent affordability of improved household technologies facilitate women’s entry into the labour market, thus
opening up new opportunities in favour of inclusive development (Becker, 1965; Woersdorfer, 2017). Studies suggest
that technological progress may account for over half of the observed rise in the labour force participation rate of
females in the US between 1900 and 1980 (Greenwood et al,, 2005). Developing and emerging countries with a low
labour force participation rate of females can benefit from this.
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The fundamental mechanisms and concepts elaborated above foster industrial development as a major driver of
economic diversification based on the interplay between supply and demand factors. The process of structural trans-
formation can be intensified through the process of diversification, massification and decreasing prices. Better pay jobs
provided by the industrial sector increase workers' disposable income, modifying common demand patterns. Higher
aggregated consumption leads to an increase in the economy’s income. Having a higher disposable income gives rise
to new demand as the expenditure pattern for manufactured goods shifts towards more sophisticated goods. Hence,
firms have an incentive to continuously enhance their production capabilities and innovate in order to diversify their
product range (UNIDO, 2017b).

Structural change and development

The previous section has shown that the interplay between supply and demand factors shape the process of structural
transformation. Specialisation and diversification are key consequences of those processes that affect the manufac-
turing sector’s entire structure. Structural change has significant impacts on the economy’s development and thus
offers possibilities to influence the future to be more inclusive and sustainable. This subsection discusses the impacts of
this transformation on international trade, labour markets, and environmental sustainability. Finally, the limitations and
opportunities for developing countries will be highlighted.

Industrial diversification and impact on trade

Figure 3.5 presents the market share of manufactured goods in global export markets between 1988 and 2017. While
the share of industrial countries in global export markets declined during this period, emerging industrial economies in
particular increased their share. To some extent, least developed countries were also successful in expanding their share
of manufactured goods in global export markets over the past decade. This increased participation in global markets
has strong implications for industrial diversification and thus serves as a driver of sustainable economic development.

The previously introduced virtuous circle does not only depend on domestic but also in particular on global factors.
The key elements are economic stability and growth, supportive trade regulations and a sufficient domestic capacity
of the manufacturing sector. Restricted access to global markets through trade barriers limits the opportunity for
productivity increases and expansion of the manufacturing sector. While limited access to global markets prevents
the implementation of new technologies due to lack of access to innovations, trade barriers hamper the creation of
demand for new products. Sustained industrialisation is not possible without trade. While domestic demand provides
the initial momentum for the circle to turn and to thus jumpstart the economies-of-scale and the rise in productivity,
the sustainable growth of manufacturing industries requires access to foreign markets and technologies. This access
helps boost demand and productivity spillovers considerably (UNIDO, 2017b). Specifically, developing countries can
use spatial industrial policies to support the upscaling of their industrial capabilities, which may help them target global
markets. Small low-income countries, in particular, often cannot rely only on domestic demand and supply of inputs
and human capital; hence, regional policies and a focus on regional integration may pay off in terms of developing
a sustainable industrial sector by enabling access to larger markets (UNIDO, 2009). Box 3.1 illustrates an example of
UNIDO's support for trade facilitation and regional integration through the establishment and capacity development
of a regional accreditation body.
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Figure 3.5. Share of manufactured goods in global export markets
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Associated with an increase in demand, the penetration into new markets has a strong impact on the manufacturing
sector's development by stimulating export. While low-tech industries such as food and beverages might only involve
a limited number of stages of production in the value chain, medium- or high-tech industries (like automotive or
machinery) often entail a high number of value adding activities for the production of the final good. Therefore, both
building a global production network and establishing a global supply chain network should be an essential part of
the national strategy for the development of technology-intensive industries (UNIDO, 2017b). Integration into a global
production network by focusing on specific tasks, including final assembly, is advantageous for low-income countries,
in particular, which are likely to be suppliers in the global value chain.

Another positive aspect of industrialisation related to exports is a country’s balance-of-payments. Having sufficient pro-
duction capabilities reduces dependence on imports as domestic demand can be met with local goods. Moreover, the
production of high quality and competitively priced goods could increase sales in foreign markets, thus improving the
country’s trade balance.
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Box 3.1. Arab region: setting up regional accreditation to overcome technical barriers to trade

and promote regional integration

As of 2010, the Arab region was the only region in the world lacking a regional structure for accreditation of conformity
assessment services (testing, certification, inspection). Against this backdrop, the Arab Industrial Development and
Mining Organization (AIDMO), supported by the United Nations Industrial Development Organization (UNIDO), helped
establish the Arab Accreditation Cooperation (ARAC) as a platform upon which Arab countries can build and develop
their accreditation infrastructure.

By means of support from the Swedish International Development Cooperation Agency (Sida)-funded project, ARAC
now follows international best practices and Arab states can receive support from their own regional body locally and
no longer have to seek recognition from outside the region. ARAC has reached important milestones over the past
years, with 17 countries joining the Agency and significant steps being taken towards international recognition and
sustainability.

As a result of the intensive and comprehensive work of the ARAC members, supported by their partners, the ARAC
Multilateral Recognition Arrangements (MLA) were internationally recognised in 2017 by the International Laboratory
Accreditation Cooperation (ILAC) and the International Accreditation Forum (IAF). Based on the international recognition
of the ARAC MLA, the testing, certification and inspection reports issued under an ARAC MLA signatory are recognised
globally as well by all signatories to the ILAC and IAF agreements. In other words, the ARAC MLA operates as an
international passport to trade.

Building on the achievements realised to date, efforts will continue until 2020 under the AIDMO-UNIDO-Sida project to
support ARAC in becoming a sustainable and effective key driving force for regional trade integration.

Source: OECD-WTO Aid for Trade Global Review Monitoring Exercise (2019).

Trade liberalisation furthermore fosters foreign direct investment (FDI) in developing countries (UNCTAD, 2013). The
inflow of FDI often brings capital, skills and managerial know-how to developing countries and provides opportunities
to local firms to supply products and services to FDI firms. This encourages greater integration of host countries into
global value chains and provides them increased access to foreign markets (UNCTAD, 2013).

Using the positive effects of trade liberalisation, the trend of high-income countries offshoring labour-intensive processes
to developing countries opens an opportunity to establish an export-oriented manufacturing sector (UNIDO, 2017b).
During the early stages of industrialisation, developing countries usually have a comparative advantage in labour-
intensive industries, because production costs in high-income countries are much higher meaning such industries are
less profitable. This results in geographically dispersed trade through global production networks opening the oppor-
tunity for low-income countries to use their comparative advantage in labour-intensive value chains to enter these
networks at different stages, including final assembly.

International trade effects directly and indirectly drive the relative price of manufactured products. The volatility of import
prices and the increased availability of intermediate inputs may have a direct impact on the relative prices of manufactured
goods. Opening up for trade is usually associated with an increase in competition, often resulting in a decrease in the
relative prices of manufactured products (Pain et al,, 2008). This in turn fuels the virtuous circle. While diversification, which
is triggered by new demand, can be cultivated by global demand, the development of capabilities to produce a diverse
range of manufactured products is also crucial. A number of studies has found that the variety effect dominates the price
effect in terms of export share gains. Developing countries in particular can expand this share by offering a variety of
products instead of decreasing the prices of the products (see, for example, Eicher and Kuenzel, 2016).
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Newly created export capacities also foster inclusive industrialisation. Successes in the development of labour-intensive
industries and in the export of their products can generate substantial manufacturing employment in low- and middle-
income countries (Chataway et al,, 2014). Women in these countries may have little access to formal employment and
are thus not part of the productive labour force. An increase in labour demand due to industrialisation and the shift
from informal or low productivity jobs in the agricultural sector towards better pay jobs in the manufacturing sector
offer new opportunities particularly for women. Overall, the income inequality between men and women is expected
to decrease through industrialisation.

Expanding manufacturing activities through global market participation has significant effects on domestic structures,
including the labour market, wages and employment conditions. The following section takes a closer look at the
employment generation opportunities initiated by the process of structural transformation.

Employment generation

Employment growth, among other factors, is important for economic growth. While a substantial decline in the share of
manufacturing employment in total employment has been observed in developed countries, developing countries as
a whole have witnessed a persistent increase in their share since 1970 (Figure 3.6). Most advanced countries experience
deindustrialisation as part of a normal pattern of structural transformation while the manufacturing sector provides
more opportunities for employment generation in developing countries (UNIDO, 2017a).

Figure 3.6. Manufacturing employment shares by development group
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According to UNIDO (2017a), specific industries offer different opportunities for employment generation across different
income stages. For instance, manufacturing industries related to the production of basic necessities, like food and
beverages and textiles, usually have a higher development potential at an early stage of industrial development for
three reasons. First, these industries do not require high levels of technologies and skills; therefore, entry into such
industries is easier. Second, even in low- and middle-income countries, demand for these consumption goods is high
because they satisfy fundamental human needs. Third, the existence of preferential market access schemes (a gener-
alised system of preferences and duty-free, quota-free access for least developed countries) provide ready access to
large consumer markets if rules of origin and other non-tariff measures can be successfully navigated. Thus, demand for
these goods encourages developing countries to enter and expand low-tech industries.
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Figure 3.7. Average manufacturing-induced employment by country group
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The major sources of employment are the food and beverages, textiles and the wearing apparel industries (UNIDO, 2017a).
These industries build a solid foundation for the future growth of the manufacturing sector by creating formal employment
opportunities, generating demand for the products and services through backward linkages and contributing to income
growth, better education and infrastructure in an early stage of development. However, because these developments
coincide with the country’s income growth, production costs will eventually increase. As a result, the growth of early stage
industries ultimately reaches its peak, as the main source of the industries’ growth derives from cost competitiveness.
Consequently, as incomes increase, capital- and technology-intensive industries, which play a pivotal role for long-term
employment growth, must be established to avoid the so-called middle-income trap where countries are not able to
compete with low-wage industries in low-income countries or high-technology industries in high-income countries
(UNIDO, 2017a). However, demand for goods from these industries hinges on a higher level of disposable household
income, which in turn depends on labour market participation and the availability of better pay jobs.

In addition to direct employment opportunities, the manufacturing sector fuels employment in the remaining sectors
through intersectoral linkages (Figure 3.7).

The figures display the dependence of other sectors’ employment on the food, beverages and tobacco industries
(left panel) and the motor vehicle production industries (right panel) between 2000 and 2014 in advanced, emerging
and transitional countries, respectively. The food and beverage producing subsector, for example, highly depends on
agricultural supply and thus exhibits a strong backward linkage to the primary sector in terms of employment (green
bar). In emerging and transition countries, in particular, the expansion of this manufacturing subsector may thus not
only absorb jobs but also generate jobs in the agricultural sector through an intersectoral link. Within the motor vehicle
industry, the labour force is predominantly engaged in direct production (blue bar) while the output created from
this subsector also creates employment in other supplier industries (yellow bar). The increased volume of final output
from this sector also generates employment momentum in the service sector (pink and purple bar). In emerging
countries, the service sector may benefit considerably in terms of employment from the expansion of this particular
subsector through manufacturing-related services. Thus, the process of ‘servicification’, where manufacturing-related
services gain importance in the industrial sector, creates the necessary demand for a competitive service sector within
a given economy (Guerrieri and Meliciani, 2005). Consequently, the implementation of policy measures promoting the
industrial sector’s development provides for additional employment spillover effects in other sectors. This was espe-
cially evident in the OECD-WTO monitoring exercise (2019) where partner countries frequently mentioned the simul-
taneous expansion of both the industrial and the service sector as an aid-for-trade priority.

Since countries follow a skill-biased technological development as their level of industrialisation progresses, the supply of
skilled and trained workers is crucial for diversification. Many countries invest large amounts in human capital formation
to provide a sufficient supply of skilled workers. However, formal education is not the only factor that plays a role in
the process of human capital accumulation, so is learning-by-doing and on-the-job training. The latter is an efficient
and economical way to meet industries’ demand for skills and is usually provided to employees after completing their
formal education in schools. Reducing unemployment does not only improve household income, it also has substantial
effects on the successful implementation of technological upgrading within firms. Productivity depends on the ability
of workers to implement and work with new technologies. Thus, the changing needs of industries for workers with a
different skill set during the industrialisation process requires the implementation of appropriate measures to ensure
workers’ availability when needed (UNIDO, 2017b).

In light of promoting inclusive employment opportunities, special attention must be paid to marginalised groups,
youth and women. These groups are typically prone to poverty and discrimination by being excluded from the labour
market. Youth unemployment, in particular, has strong negative effects on the future of those directly affected and
on the economy as a whole. Being unemployed at the beginning of working life generally increases the probability of
being unemployed later (UNIDO, 2013). The whole economy may thus benefit from the virtuous circle of manufacturing
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consumption if the labour market participation rates of those groups increase. Increasing the level of employment
among these groups not only increases their personal income but also increases the economy’s overall income through
a general rise in aggregated consumption. According to the virtuous circle, the creation of new demand is highly
dependent on household’s discretionary income, which in turn depends on employment possibilities (UNIDO, 2017b).

Thus, the primary focus for generating employment opportunities should be on increased output and the quality of the
manufacturing sector’s growth. This development, however, has environmental implications.

Environmental sustainability

Industrialisation and an increase in the manufacturing sector’s output has strong positive effects on employment and
income generation and contributes to poverty reduction. However, industrialisation and a higher output of manu-
factured goods is often associated with an increase in harmful greenhouse gas emissions such as CO, and an extensive
use of natural resources. Managing and reducing these externalities is a key element of sustainable economic devel-
opment and structural transformation through industrialisation.

Using data from 1995 to 2013, Figure 3.8 presents a decomposition of CO, growth rates into the effects of scale, com-
position and intensity in the manufacturing sector (UNIDO, 2017a). Overall, the rise in emissions in the manufacturing
sector increased significantly across all income groups during this period. Upper middle- and lower medium-income
countries experienced the highest total growth of CO, emissions (purple bar), while the growth rate in high-income
country group was fairly negligible.

The decomposition reveals that growth in the volume of the economy (green bar) and slow efficiency growth (blue bar)
are the main reasons for the total growth of emissions. A composition effect does not significantly contribute to total
growth (orange bar). This disaggregate analysis highlights the heterogeneity across countries in relation to the role of
the scale and intensity effects of emissions due to manufacturing activities.

Figure 3.8. Decomposition of CO, emissions production from 1995 to 2013
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Not only the environmental effects and efficiency improvements in the manufacturing sector are highly diverse, so
are the trends and improvements (Mazzanti and Nicolli, 2017). For instance, Figure 39 reports that the CO, emission
per unit of real value added of many industries tends to decrease when income rises. The industries rubber and plastic,
precision instruments, furniture as well as basic metals and chemicals emit high CO, emissions when active in countries
at a low stage of development. With a rise in income, countries can reduce the emissions from these industries and
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thus undergo a shift to relatively clean industries. However, some industries such as food and beverages and textile and
wearing apparel exhibit a fairly robust emission pattern without a significant reduction as income rises. Nevertheless,
while manufacturing as a whole tends to improve CO, emission intensity, the total growth of emissions could still
increase substantially, especially in the middle-income stages due to an increase in output volume (Figure 3.8).

Figure 3.9. Industry-level CO, emission per unit of real value added
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Based on the findings of the previous sections, there is an opportunity to veer off the path of environmental trade-off
and draw on past lessons to reduce the scale of CO, emissions while reducing their intensity in the production process
to minimise environmental impacts.

The two major channels for moving towards greater environmental sustainability are the production process and overall
production structure (UNIDO, 2015). The production process within a specific firm involves certain stages in which
green technology can, for instance, be implemented to reduce negative emissions. Production can be made more
efficient to minimise the input of resources. Moreover, the type of energy used in the production process is a crucial
factor for reducing the environmental impact of manufacturing activities. Therefore, governments can use instruments
like subsidies or taxation schemes to incentivise the transition from fossil fuel-based sources towards renewable energy
sources (UNIDO, 2017a). On the other hand, a strong focus on recycling may achieve both effects, i.e. the reduction
of emissions and more efficient material use. Recent elaborations on the idea of a circular economy, where product
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design incorporates an extended lifespan, highly efficient resource management and a strong focus on recycling in
the entire product cycle can help countries move towards a sustainable industrial sector. While firms naturally tend
to minimise their input costs, environmental protection might come at a cost and thus exhibit a trade-off pattern.
Elements of the circular economy may thus be of great benefit for both consumers and producers (UNIDO, 2017c).
Put differently, the industrialisation process and structural change pattern reveals an inverse U-shaped curve for
emission intensity.? This can be explained by the rise of energy- and resource-intensive industries (such as metals,
non-metallic minerals, and chemicals and chemical products) in a middle-income stage and higher environmental
productivity through emission-reducing technologies of high-tech manufacturing industries.

Countries can avoid the trade-off pattern of the past and achieve growth based on technological progress and green
innovations without sacrificing the environment. This, however, requires knowledge and technology transfer, and
sufficiently simple tools for the actual implementation of such technologies in developing countries. UNIDO (2015)
sees an opportunity for low-income countries to absorb accessible technology to foster environmentally friendly
production processes. When countries diversify into energy-intensive industries, they can benefit from existing tech-
nologies and innovations to sidestep the environmental trade-off pattern.

Limitations and opportunities for developing countries

Based on the general patterns of industrial diversification and structural transformation, some implications can be

derived to put forward a window of opportunity for developing countries. From the demand perspective, Figure 3.10
illustrates the significance of domestic demand for countries in different stages of development (UNIDO, 2017b).

The figure presents the share of domestic absorption in final manufacturing demand over the period 1990 to 2013.

Figure 3.10. Share of domestic absorption in final demand for manufactured goods
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All country groups heavily rely on domestic demand to sell manufactured goods. Least developed countries have the
highest share of domestic absorption in final manufacturing demand while high-income countries have witnessed an
increase in foreign demand for their manufactured goods.
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Box 3.2. Quality Infrastructure for Trade Facilitation (QI4TF) tool to support market access

Trade facilitation, or rather the smooth flow of goods, relies on the proper operation of the Quality Infrastructure System,
especially testing, inspection and certification, to demonstrate a product’s compliance with market requirements
and its mutual acceptance. UNIDO, with funding from the Government of Germany (BMZ), has developed a Quality
Infrastructure for Trade Facilitation (QI4TF) tool to identify gaps in the National Quality Infrastructure System (NQIS) that
impede effective implementation of the WTO Trade Facilitation Agreement (TFA).

This diagnostic tool identifies the capabilities and weaknesses that governments and industries are most likely to face
when entering the international food market. The objective of QI4TF is to identify and facilitate the prioritisation of the
most critical gaps in the NQIS that obstruct trade, whilst complying with the requirements of the Technical Barriers to
Trade (TBT) Agreement and Sanitary and Phytosanitary Measures (SPS) Agreement. The tool is intended to be applied to
any first-level processed agro-food product passing from one country to another.

The tool has been piloted both in Malawi and South Africa with support from the National Committee on Trade
Facilitation (NCTF) and relevant stakeholders. The methodology brought together key public and private sector
institutions to identify and prioritise the gaps. The results serve as an input to support national capacity building and
technical cooperation to navigate and focus efforts on addressing key needs/gaps.

QI4TF tool can be used by any institution vested with the responsibility of trade facilitation in a given country to carry
out a self-assessment and prepare a roadmap for implementation.

Source: UNIDO.

There is a major opportunity to increase product quality and competitiveness through demand-side policies, such as
strengthening the safety and quality regulations to move towards international standards. The inability to meet inter-
national quality standards has been identified as one of the main constraints to economic diversification by countries,
donors and South-South partners in the 2019 aid-for-trade monitoring exercise. A diagnostic tool to identify weaknesses
in the quality of infrastructure, such as that developed by UNIDO, could help countries comply with the requirements
of the Technical Barriers to Trade (TBT) Agreement and Sanitary and Phytosanitary Measures (SPS) Agreement for trade
facilitation (Box 3.2).

Both the supply and demand sides must play their parts to create a virtuous circle for sustained industrialisation. Building
supply capacity, producers can compete with imports and meet a large share of domestic demand. The expansion of
the manufacturing sector as well as related agricultural and services sectors contribute to a rise in income, which further
increases the volume of demand and creates demand for new and more sophisticated products. Changes in consumer
behaviour induce firms to upgrade and diversify their product lines. Certain essential components set off this virtuous
circle and sustain it. For instance, sound infrastructure and a reliable business environment may serve as an incentive for
investments in new capacities. Existing capacities can be expanded if they are not limited by poor transport facilities
and an unreliable power supply. To foster such expansions through investments, one precondition is access to finance
based on an effective financial system and financial intermediaries. Governments play a special role in supporting such
developments. Moreover, high taxes, inflexible regulations and business laws as well as corruption strongly influence
investment decisions through the production cost channel (UNIDO, 2013). From a trade policy perspective, developing
countries and their trading partners may additionally benefit through bilateral, regional or multilateral opening.

Another opportunity for developing countries to expand their manufacturing capacities is participation in global trade,
which involves the foreign demand channel. For instance, UNIDO (2017b) views “[gllobal demand for domestic manu-
facturing products [as] a critical vehicle for promoting industrial development and growth”. Thus, a capacity expansion
of the manufacturing sector fuels the virtuous circle of consumption, ultimately leading to the diversification of manu-
factured goods. Opening for trade, the domestic economy may have a positive effect on workers’ wages and firms’
profits through two channels. First, global demand for new product varieties triggers the diversification of manufactured
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goods. Second, the increasing demand for existing product varieties leads to a massification of products. However,
increased global participation may come at a cost and may limit future economic growth. On the one hand, the sub-
stitution of domestic goods with foreign imports leads to a leakage of potential revenues from domestic demand to
foreign producers. Furthermore, a decline in global prices of domestic export goods results in a reduction of aggregated
income in the domestic economy (UNIDO, 2017b). In general, countries with a high export product concentration
(i.e. they only export a limited number of goods) are particularly vulnerable to a volatile global market.

From a more disaggregated perspective, firm-specific issues like technological upgrading, access to supplier networks
or overall managerial capacity are important drivers for initiating product line diversification. Good managerial practices
and access to reliable market information (domestic and global) are crucial for jumpstarting industrial expansion along
the structural transformation path. One precondition for successful technological upgrading within firms and factories
is the development of the general skill set of workers. On-the-job training should therefore be part and parcel of firms’
efforts to upgrade their workers' skills. For countries that cannot rely on domestic structures to ensure appropriate skill
formation, special economic zones (SEZ) where different trade and incentive regimes are established, may provide
appropriate support for on-the-job skills in particular (UNIDO, 2009). Thus, policies dedicated to the establishment of
such zones can complement the path towards the productive use of new technologies. Among others, supporting the
establishment of industrial zones is one of the key features of UNIDO's new Programme for Country Partnership (PCP).
This integrated service package generally supports host countries in various ways to accelerate inclusive and sustainable
industrial development (Box 3.3). Currently, the priority areas of the PCP implemented in Senegal, Peru, Cambodia and
Morocco include the development of such zones to promote sustainable industrial diversification.

Box 3.3. UNIDO’s Programme for Country Partnership (PCP)

UNIDO provides a new programmatic service to governments on industry-related issues to deliver a country-tailored
programme to support and accelerate inclusive and sustainable industrial development. The PCP identifies the main
opportunities and constraints for advanced industrialisation and uses this analysis to design and develop a holistic
programme for enhancing the host country's industrial development.

Through the combination of UNIDO'’s advisory services and multidisciplinary technical assistance, the PCP takes the
country’s job creation potential, its export opportunities and the ability to attract foreign direct investment into account.
Moreover, the PCP facilitates the mobilisation and coordination of public and private investment to support large-scale
industrial projects for prioritised industrial sectors.

To ensure synergies among different projects and programmes, various actors such as development partners, financial
institutions, the business sector as well as academic and civil entities build a multi-stakeholder partnership under the
lead of the host government. UNIDO facilitates the overall coordination of the programme and, depending on the
country-specific requirements, supports policy and strategy development, the expansion of industrial zones and eco-
industrial parks as well as skills training programmes.

Currently, integrated service packages through the PCP are being implemented in Ethiopia, Senegal, Peru, Cambodia,
Kyrgyzstan and Morocco. In 2019, new PCPs will be formulated for Cote d'Ivoire, Egypt, Rwanda and Zambia.

Source: UNIDO.

For more information, please visit: https.//www.unido.org/programme-country-partnership

In other words, if countries can harness industrialisation by addressing both the supply and demand side constraints,
a number of unemployed persons or those who work in informal jobs can be absorbed by the manufacturing sector.
This sector is thus the engine of growth for transitioning from a low- to a medium-income stage. As regards inclusive
development, the emergence of labour-intensive industries in the early stages of industrialisation generates a large
number of formal jobs that women and youth can perform. The advantage of formal employment lies in the reduction
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of economic risks, resulting in a less volatile income flow as well as access to social insurance (Braunstein, 2019). However,
overall female employment in manufacturing industries tends to fall during the transition towards medium- and
high-tech industries (UNIDO, 2017a). This could be due to limited access of women to education, which excludes them
from acquiring the necessary skills to work in technology-intensive industries. Moreover, gender discrimination may
further prevent equally skilled women from employment in such industries.

Braunstein (2019) suggests an inclusive industrial strategy to be guided by three main principles. First, avoid segregation
of women in the lowest paid (mostly labour-intensive) industries by providing them with access to capital- and tech-
nology-intensive jobs. This can be achieved through incentives for firms to employ women or direct support for women
to acquire necessary skills. Second, through the provision of sound labour standards, which protect women's bargaining
power, making gender discrimination less likely. And third, by applying the wage and employment conditions in the
industrial sector as a benchmark for employment in the service sector which traditionally employs women. Addressing
gender issues is indispensable for achieving inclusive industrial development.

As regards environmental aspects in relation to a sustainable future for developing countries, a reduction in both
emissions and in material use is part and parcel of an environmentally friendly growth path. It can be expected that
developing countries will most likely increase their emission levels along the path of structural transformation, as
industrialisation triggers the emergence of emission-intensive industries. This leads to a global imbalance in terms of
emissions, as high-income countries assert that the effectiveness of emissions stabilisation policy critically depends on
the commitment of developing countries to such policies. Many high-income countries have already implemented the
Kyoto Protocol by implementing low-cost emission reduction strategies. As low-income countries in an early stage of
industrial development are still at the beginning of establishing their industrial activities, they are key players for reaching
a global emission-per capita convergence target. One essential factor for reaching this global goal of emission reduction
is technology transfer from developed to developing countries. This can be achieved through specific industrial tech-
nologies or environmentally friendly technology transfers, which affects the entire production structure and the indi-
vidual production processes (Cantore and Padilla, 2010). The recycling of waste and materials, for example, is part of
such a green technological process. By transferring the relevant technological innovations and the required knowledge
to implement such processes, high-income countries can play a vital role in greening developing countries’ industri-
alisation process (UNIDO, 2015). An additional advantage of such a strategy is the cost factor of input materials. This
may serve as another driving force to switch towards more environment friendly technologies. Using input materials
more efficiently while simultaneously reducing emissions benefits both the environment and the manufacturing firm
in terms of costs (UNIDO, 2017a).

Figure 3.11 below highlights the main constraints to economic diversification that emerged from responses to the joint
OECD-WTO study involving both developing country respondents and their financing partners.

Of the 88 developing country respondents to the 2019 aid-for-trade monitoring exercise, 67 (76%) cited limited
industrial manufacturing capacity as the biggest constraint to economic diversification identified in their national
or regional development strategy. Among donor respondents, however, the same constraint is listed as the top 5%
constraint while low levels of training and skills made it to the top of the list of constraints to economic diversification.
South-South partners, like donors, identified low levels of training and skills as the leading challenge, followed by
an inadequate transport and network infrastructure, limited e-trade readiness, high input and trade costs and lack
of standards compliance. Fundamental concepts of industrialisation have been discussed so far in view of inclusive
and sustainable industrial development. The emergence of a new technological paradigm may, however, pose
new opportunities and challenges. The following section therefore discusses new emerging technologies and their
implications for the future of industrial development.
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Figure 3.11. Principal constraints to economic diversification
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THE CHANGING NATURE OF INDUSTRIALISATION AND PRODUCTION PROCESSES

The key driver for economic diversification and structural transformation is the expansion of the manufacturing sector.
Industrialisation provides distinct advantages in terms of value added and employment opportunities compared to
the agricultural sector, especially for emerging and developing countries. However, industrialisation is by no means a
homogeneous phenomenon and highly depends on country-specific effects (for example, quality of institutions, the
regulatory framework or the set of policy measures), resource endowments and the economy’s income level.

Figure 3.12 presents the long-term trends in formal manufacturing employment by region for 1970, 1990, 2010 and 2016.
While employment in formal manufacturing jobs has mainly decreased in industrialised countries, a relatively strong
increase in manufacturing employment can be observed for some developing and emerging regions of the world, i.e.
East Asia and the Pacific. There is empirical evidence, for example, that labour-intensive manufacturing activities tend
to be concentrated in countries with low labour costs while high-tech industries are more likely to emerge in wealthy
countries with access to a high-skilled workforce. This, inter alia, provides an explanation for the changing pattern of
manufacturing employment across the world (UNIDO, 2017a).
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Figure 3.12. Trends in formal manufacturing employment by region, 1970, 1990, 2010 and 2016
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This aggregated view illustrates the pattern of changes in manufacturing employment across world regions but does
not show the recent trends within certain industries.

To explore the changing nature of industrialisation and production processes, a more disaggregated view of the manu-
facturing sector is presented in Figure 3.13. It shows the use of industrial robots as part of the recent trend of automation
across industries, and indicates that increasing automation within certain industries plays a special role in the transfor-
mation of industrial development patterns through technological innovations. Due to their diverse characteristics and
distinct production processes, different manufacturing industries exhibit varying degrees of potential automation. The
heterogeneity does not only apply within the industrial sector but also across time, as Figure 3.13 reveals (UNIDO, 2017a).

Figure 3.13. Use of industrial robots in different industries
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The majority of installed automation devices are primarily found in three capital-intensive industries: 1) automotive, 2)
computer and electronic equipment and 3) electrical equipment, appliances and components. According to UNCTAD
(2017), low-tech and labour-intensive industries do not follow an intensive automation path and thus still provide oppor-
tunities for employment generation. Insights into the impact of new technologies on production processes within
a given industry as well as into the trends of structural transformation across different stages of development are
necessary to assess employment opportunities in general.

Autor (2015), for instance, considers workplace automation to be a multidimensional trend that will have heterogeneous
effects on future labour market developments. In his view, automation may actually complement labour inputs and
Create new opportunities for employment, thereby affecting income generation in various ways. However, automation
has a limited cost-reducing effect, as certain tasks can simply not be fully automated yet. Thus, labour can only be sub-
stituted by machines or robotic devices to a limited degree. Repetitive tasks, for instance, can be fully substituted by
robots while tasks that are more complex will continue, for the present, to rely on conventional labour inputs. This will
initially lead to a skill-biased technological development. The main implications of the changing nature of jobs, tasks
and required skills point to the significance of continuous human capital development (Acemoglu and Restrepo, 2017).
In the future, the nature of production may show that machines (robots or other automation devices) and workers
will interact with one another. For instance, tasks that require intensive use of manual labour can be divided in that
the workers' input is limited to supervision or control of machines. This division of labour between human resources
and machines may increase the individual worker's productivity as the exhausting manual tasks can be performed by
machines. The working time that becomes available due to the use of machines can be reallocated to tasks that require
more cognitive skills. Thus, semi-automation (interactions between workers and robots) may moderate the negative
employment effect that is often associated with the notion of factory automation (Litkenhorst, 2018).

A quantification of such automation effects on employment in a more disaggregated framework shows that the
manufacturing sector still plays a crucial role for total employment across industries and sectors (Autor and Salomons,
2018). Autor and Salomons’ study confirms that automation-induced productivity growth does indeed have a negative
employment effect within the respective industries. However, when separating the direct and indirect effects, the
results suggest that inter-industry and final demand effects may offset the negative effects for labour demand. These
effects may be reversed in particular through input-output linkages (i.e. becoming a supplier for intermediate goods for
another industry). Moreover, the increase in aggregate demand may lead to a positive net effect on employment. Autor
and Salomons’ estimates show that the electrical and optical equipment industry and the chemicals and chemical
products industries have registered substantial negative employment effects within their industries. Indirect effects
(input-output linkages and final demand) are actually one of the biggest contributors to job creation in the whole
economy.

The changes in industrialisation processes suggest that the trends in technology and globalisation fundamentally affect
traditional development patterns within the manufacturing sector. However, a study by Hallward-Driemeier and Nayyar
(2018: 139) finds evidence that, “manufacturing will likely continue to deliver on productivity, scale, trade, and innovation,
but just not with the same number of jobs". Thus, despite the emergence of a new paradigm, the role of the industrial
sector is still important.
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The new trends in industrialisation give rise to potential challenges but also to opportunities for developing and
emerging economies. A strong focus on human capital development and scaling up of technology adoption can
transform uncertainty into opportunities. UNIDO (2017a), for instance, finds that the information and communication
technology (ICT) revolution that began in the late 1970s has changed the required skill set of workers in the manu-
facturing sector. Additional skills are necessary to exploit the advantages of new technologies. Not only well-trained
workers, but the country’s general infrastructure play a crucial role in the optimal adoption of such technologies. Poor
quality of infrastructure (for example, sub-standard transport connections or unreliable telecommunication grids) is an
additional challenge developing and emerging countries face in the development of their manufacturing sector.

The establishment of new production systems and the upgrade of existing ones requires sound and reliable infra-
structure in order to absorb new technologies (UNIDO, 2017a). According to the OECD (2018), early adoption of digital
infrastructure such as a reliable telecommunication infrastructure (high-speed internet access) or more sophisticated
technologies (for instance, the Blockchain), may lead to ‘leapfrogging’ within the manufacturing sector and thus
promotes an inclusive and sustainable future development.

Another important implication of the changing nature of industrialisation concerns the demand and supply channel,
discussed at the beginning of the chapter. The shrewd use of automation technology may have two substantial effects
on the characteristics of the goods produced. Specialisation enhances the quality of the produced goods through
process and product standardisation. Increased demand due to higher quality can lead to the massification of products,
which in turn results in a price reduction. Both effects lead to stimulation of demand, thus triggering the expansion of
manufacturing capacities. This can compensate potential negative externalities such as wage decreases arising from
automation.

Connected to the interplay between demand and supply forces, globalisation opens another opportunity for the future
of a country’s manufacturing sector. Technological progress and innovations make global value chains and foreign
markets much more accessible. According to the OECD (2018), developing and emerging countries, in particular,
benefited from participation in global value chains through two channels. First, producing intermediate goods for
foreign industries triggers the expansion of industries supplying the required goods. Second, access to foreign markets
creates new demand, fuelling the virtuous circle of manufacturing consumption. There is, however, a possibility that
new technologies may diminish the comparative advantage of specific industries (mainly labour-intensive and low-tech
industries) in developing countries. For example, bringing back offshore production plants (reshoring) to high-income
countries through automation could potentially pose a threat for developing countries in the long term (OECD, 2018).
If reshoring occurs on a large scale, it might prevent developing countries from successfully entering labour-intensive
industries, which traditionally boosted initial industrialisation of developing countries, particularly in Asia.

Related to the employment effects, the new technological paradigm may have diverse effects on income distribution
and on gender aspects. Through the relative shift of demand from low- to high-skilled labour, income inequality is
expected to increase (OECD, 2018). There is no clear consensus on how severely automation may affect certain social
groups, like women, young workers or marginalised groups. In general, low-skilled workers and those who predomi-
nantly carry out repetitive tasks are more vulnerable in the face of automation and thus require special attention on
the path towards inclusive economic development. However, an intersectoral perspective suggests that automation
could in fact promote a path towards gender inclusive manufacturing development. The main reason is the declining
importance of physical strength due to advanced automation. Moreover, many governments have placed the creation
of gender-equal employment opportunities at the top of their agendas, thus promoting an inclusive environment for
future expansion (Alibhai et al, 2017).
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Finally, a careful analysis of any given economy is necessary to shape the future of the manufacturing sector
in a sustainable way. Once potential opportunities are identified, industrial policy can help promote beneficial
developments. To effectively deal with the challenges arising from automation and digitalisation in the manufacturing
sector, policymakers should prioritise human capital and skills development. Governments and policymakers can use
the changing nature of industrialisation as an opportunity for future development. A strong policy focus on education
and training pays off, particularly in the shift from low- to high-skilled labour demand due to automation in the
manufacturing sector. New skills and well-educated workers are essential for optimal implementation and operation
of new technologies. Thus, policymakers should prioritise and increase public investment in education infrastructure
to effectively deal with the challenges of new technology implementation. As automation may have negative effects
on employment in labour-intensive industries, special emphasis should be placed on retraining and redeployment
measures for workers who have lost their jobs. This helps promote socially inclusive development while using new
technologies in an optimal way (UNCTAD, 2016).

CONCLUSIONS

This chapter has shown that the process of industrialisation in general and the manufacturing sector in particular are
still major drivers of poverty reduction across the globe. The manufacturing sector boasts a higher productivity and
higher productivity growth rate than the agricultural sector, fostering persistent employment and income generation.
A distinction between the supply and demand side reveals the importance of technology and skill development for
the expansion of production capacities. Moreover, the virtuous circle of manufacturing consumption, as part of the
demand side, exposes the driving forces behind the diversification and massification of manufacturing demand. The
interplay between demand and supply forces shapes the process of structural transformation and thus has a significant
impact on the economy’s development.

Starting with the impact of trade on the industrial diversification process, we find that penetrating into new markets
has a significant effect on the entire economy through manufacturing consumption. Newly created demand, global
technology spillover effects and access to an established global production network play a pivotal role for the manu-
facturing sector’s expansion. Additionally, opening up for trade fosters FDI inflows to bring much needed capital and
know-how to developing countries, driving down the relative price of manufactured products through increased com-
petition and new product varieties which re-triggers the virtuous circle of manufacturing consumption.

These forces create employment opportunities, especially in developing countries. A major source foremployment inthe
countries is low-tech and labour-intensive industries related to basic human needs. Formal employment opportunities
are created, demand for manufactured products rises, thus significantly contributing to income growth. This oppor-
tunity should be used to foster human capital investments (education and skill development) to promote increases in
productivity by promoting the ability to implement new technological innovations in the future. Marginalised groups,
youth and women in particular can benefit considerably from successful industrialisation, which makes the industrial
sector a relevant factor for a sustainable and inclusive future.

The expansion of the manufacturing sector is often associated with an increase in harmful greenhouse gas emissions
and extensive use of natural resources. This chapter has provided a strategy to sidestep the environmental trade-off
pattern by implementing technological advances in production processes and production structures. Ensuring the
flow of green innovations and relevant knowledge from high- to low-income countries is indispensable. Developing
countries in particular will thereby benefit from existing technologies and can pursue environmentally friendly
production processes.

AID FOR TRADE AT A GLANCE 2019: ECONOMIC DIVERSIFICATION AND EMPOWERMENT - © OECD, WTO 2019



CHAPTER 3. PROMOTING ECONOMIC DIVERSIFICATION AND STRUCTURAL TRANSFORMATION THROUGH INDUSTRIALISATION

Linked to this, as industrialisation is a heterogeneous phenomenon, this chapter has placed special emphasis on recent
trends within certain industries. The changing nature of industrialisation is characterised by a process of automation
and we have highlighted the need for a disaggregated view to assess the actual effects of this process on employment
patterns. It turns out that despite negative direct employment effects within certain industries, demand and inter-
industry effects can exert a positive net effect and thus create job opportunities. Moreover, a strong focus on human
capital development and scaling up of technology adoption can transform the uncertainty related to this new paradigm
into an opportunity, especially for developing countries.

Finally, three core policy considerations for structural transformation to move towards inclusive and sustainable
industrial development have been discussed in the chapter: First, policies to foster production capabilities within firms
and improve the reallocation of production factors across firms are essential for the expansion of capacities in relevant
industries. Second, capturing domestic and foreign demand requires policymakers to provide investments and
establish a business climate in which development opportunities can be efficiently realised. Third, the responsibility of
industrial policy in the industrialisation process for harnessing inclusiveness and sustainability has been highlighted.
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NOTES

1. This is a measure for the total estimate of net-output of all resident manufacturing activity units obtained by
adding up outputs and subtracting intermediate inputs.

2. The Sustainable Development Goal 5 ("Achieve gender equality and empower all women and girls”) tackles this
issue in @ much more comprehensive way.

3. This relationship is also known as the Environmental Kuznets Curve (see Grossman and Krueger, 1991; Shafik and
Bandyopadhyay, 1992).
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CHAPTER 4

AID FOR TRADE
IN CHALLENGING CONTEXTS

Contributed by the Enhanced Integrated Framework (EIF) and
the United Nations Development Programme (UNDP)!

Abstract: The least developed countries face the greatest challenges in realizing the full potential of
economic diversification with all the benefits that it can bring for economic growth, development and
poverty reduction. While trade flows remain vital for LDC economies, their share in world trade is still below
19. LDC merchandise exports are highly concentrated in few products. Primary commodities account for
over 60% of the LDC exports making these countries very vulnerable to the external shocks. These trends
are even more pronounced in the LDCs which identified themselves as fragile under g7+ initiative. In those
countries top three export products represent at least 40% of their merchandise exports.

The Chapter provides an overview of the existing evidence on the linkages between export concentration
and fragility. While acknowledging that there is no one size-fits-all solution, it highlights several options in
addressing structural challenges of LDC economies. Building on the OECD Aid for Trade data, the Chapter
points out that Aid for Trade flows to LDCs are highly concentrated among key recipients, key sectors, and
key development partners. For the past five years, commitments have fluctuated, but disbursements have
remained stable. The flows to g7+ LDCs have remained broadly stagnant for the past five years. Finding a
better response in fragile contexts requires greater coherence between humanitarian, development and
peacebuilding efforts. Remaining cognizant of local contexts, institutional strengthening, and statebuilding
and peacebuilding efforts is key in designing future aid-for-trade programmes.

AID FOR TRADE AT A GLANCE 2019: ECONOMIC DIVERSIFICATION AND EMPOWERMENT - © OECD, WTO 2019



CHAPTER 4. AID FOR TRADE IN CHALLENGING CONTEXTS

INTRODUCTION

The least developed countries (LDCs) have made tremendous progress in development over the last 30 years with an
improvement in the Human Development Index of 51% since 1990, on average (UNDP, 2018). And yet, many challenges
remain because progress has not been even across or within countries: more than 300 million people in the LDCs live
in extreme poverty, and 237 million are undernourished (OHRLLS, 2018).

The Istanbul Programme of Action for the LDCs (IPOA) 2011-2020 defines specific milestones in the path of these
countries towards the realization of the Sustainable Development Goals (SDGs), including some important trade-related
objectives. The IPOA foresees in particular that half of the LDCs would meet the graduation criteria by 2020. To date,
five countries have transitioned out of LDC status since 1971 when the category was established, and Vanuatu and
Angola are scheduled to do so in 2020-2021. Ten additional countries are at different stages of meeting the graduation
thresholds,? which points to a heightened pace of graduation over the past several years.

Decisions on graduation from LDC status are made by the UN General Assembly based on recommendations by the
Committee for Development Policy (CDP) endorsed by the Social and Economic Council (ECOSOC). Every three years,
the CPD holds triennial reviews of the LDC category to advise on the inclusion of countries into and out of graduation
from the LDC list. The review is undertaken based on three criteria: Gross National Income (GNI) per capita, the Human
Assets Index (HAI) and the Economic Vulnerability Index (EVI). A country that meets two of the three criteria at two
consecutive triennial reviews of the CDP is considered for graduation. Alternatively, a country may be considered for
graduation if its income per capita is double the income threshold. As of to date, 35 LDCs are yet to meet at least two of
the three graduation criteria before they can be considered for graduation.

More broadly, graduation from LDC status requires triggering and sustaining a process of structural transformation to
allow these countries to generate growth that is pro-poor and environmentally sustainable. Economic and export diver-
sification, value addition in exports and upgrading in value chains is generally associated with economic transformation
(McKechnie, A. et. al, 2018). While this process is essentially nationally driven, the international community can assist by
creating an enabling environment for the integration of the LDCs into the world economy, such as through preferential
market access schemes and the provision of development cooperation, such as through aid-for-trade programmes, that
helps lift constraints in the LDCs.

This chapter reviews aid-for-trade flows to the LDCs and makes recommendations to enhance aid for trade’s effec-
tiveness as a tool to support economic diversification in the LDCs. The chapter discusses the special circumstances of
countries affected by fragility and conflict and how aid for trade can be more effective in responding to their needs.

Thisfocus echoes the call of a group of LDCs in accession, which during the 11t Session of the WTO Ministerial Conference
(MC11) held in 2017 in Buenos Aires, Argenting, issued a Declaration calling attention to the challenges of fragility and
conflict for development, security and peace. They underscored the importance of international trade for economic
growth, employment and development and the need to enhance cooperation to facilitate the effective participation of
these countries in the multilateral trading system (WTO, 2017).

This chapter is structured as follows: Section | discusses stylized features of the LDCs' economies to underscore that
economic and export diversification represents a priority for development and poverty reduction in the LDCs. This
Section further focuses on the particular circumstances of the g7+ LDCs — a group of self-designated countries that are
or have been affected by fragility and conflict — to underline the importance of economic and export diversification
in promoting stability and peace in such contexts. Section Il reviews the aid-for-trade priorities of LDCs and the g7+
LDCs for economic diversification and how aid for trade is responding to these. This section discusses support to the
economic foundations of the g7+ LDCs and the complexity of supporting economic diversification in fragile contexts.
Section Il concludes.
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THE IMPERATIVE OF ECONOMIC DIVERSIFICATION IN THE LDCs

“Trade is an engine of economic growth in the development process and is essential to
increasing productivity that stimulates export-led economic growth”. - Guinea, OECD/
WTO aid-for-trade monitoring exercise (2019).

Development and economic diversification in the LDCs

Economic development is associated with structural transformation, which can be defined as the shift of
resources from low to higher productivity sectors as well as improvements in productivity within sectors (McMillan, M.
et. al, 2017). Renewed interest in structural transformation is underpinned by recent growth experiences in developing
countries, particularly some LDCs in Africa, which have failed to create broad based economic growth, employment
and poverty reduction. This has focused policy attention to the pattern or quality of growth.

Theory and evidence indicate that structural transformation at early stages of development involves economic and
trade diversification (Papageorgiou, C, et. al,, 2012). While some LDCs have over time managed to change the structure
of their production and export base, the process has been uneven across the LDCs and, generally, the pace and depth
of change has remained below that of other developing countries.

Agriculture remains a major economic sector for the LDCs. The sector represents 22% of GDP value added in the
LDCs against 8.5% only in other developing countries (UNCTAD, 2018). Moreover, the rate at which agriculture sheds
labour in the LDCs is significantly slower than in other developing countries: between 2000 and 2017, the average
employment share of agriculture fell by 73% in other developing countries but only by 17% in the LDCs (see Table 4.Al
inthe Annex). On the other hand, agriculture labour productivity in the LDCs is only a fraction of that of other developing
countries (18.7% between 2011 and 2013), and the gap is widening, which explains the divergent trend in income levels
(UNCTAD, 2015).

“Agriculture is the main employer and source of income for the country which also
contributes to feeding the population. There is a need to support this field to guarantee
food supplies.” - Yemen, OECD/WTO aid-for-trade monitoring exercise (2019).

Box 4.1. Boosting export diversification in Togo

Agriculture remains essential for greater value addition of the Togolese economy, accounting for 40% of the GDP,
while employing over half of the population. With the mining sector still pronounced in the share of goods exports,
increasingly, Togo is becoming a services hub due to air and transport infrastructure.

Togolese exports are concentrated in 10 to 15 key products. The progress on export diversification is marked by two
products: palm oil and oilseeds (soybeans). While the macroeconomic impact remains limited, these two sectors have
significant potential for poverty reduction.

Both the private sector and development partners are playing an important role in supporting palm oil and soybean
value chain development. The Togolese palm oil sector received a USD 65 million investment from Kalyan Agrovet
Investments for the construction of a palm oil processing plant. With a USD 3 million of EIF investments, soybean farmers
have doubled soybean production in 2018 and improved their marketing capacities, which has been identified as a
problem for 84% of producers according to a recent survey.

Source: Adapted from the DTIS Update of Togo (2017).
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The LDCs represent 13% of the world population but less than 1% of world trade. The participation of the LDCs in world
trade remains marginal, and recently, it fell below the 1% threshold. Moreover, three LDCs — Angola, Bangladesh and
Myanmar — account for over half of the LDC share of merchandise exports. The top ten LDC exporters of commercial
services account for over 70% of the group’s services receipt (WTO, 2018). These figures point to very uneven patterns of
participation of the LDCs in world trade.

The composition of LDC exports vary significantly across countries. Fuels and minerals are the main merchandise
exports of the LDCs in Africa (47%), while Asian LDC exports are largely made of manufactures (72%). The Small Islands
LDCs export mainly food and agriculture products (82%) (Table 4.A2 in the Annex). There are no marked differences
in the composition of imports of the LDCs with manufactured goods accounting for more than two thirds of imports
(Table 4.A3 in the Annex).

The diverse composition of LDC exports reflects different paths, pace of economic diversification, and structural trans-
formation among these countries (UNCTAD, 2014). For instance, productivity gains have doubled in Asian LDCs that
export manufacture, compared with African LDCs, which export mainly fuels and mineral commodities. Kucera et
Jiang (2018) acknowledge the importance of manufacturing in the transition from agriculture employment. UNCTAD
notes that the largest productivity gains have been achieved through the shift of resources from agriculture to services.
However, additional employment in the latter sector has seen a greater increase in the informal economy with lower
productivity overall than in manufactures, thus failing to drive strong economy-wide productivity improvement and
growth. At the same time, both Guerrieri and Meliciani (2005) and Andreoni and Gomez (2012) provide evidence of new
opportunities resulting from complementarities between services and manufacturing, particularly for ICT-intensive
services and knowledge-intensive manufacturing.

Empirical analysis indicates that the complexity of production and exports matters for economic growth
(McMillan et. al. 2017) and that diversification is path dependent. The Hausmann et. al. (2007) product space analysis
suggests that countries may diversify their economies and exports building upon existing competencies and pro-
ductive capacities. On the other hand, Rodrick’s (2013) work on unconditional convergence suggests that labour pro-
ductivity in manufacturing activities across countries will converge regardless of country specific characteristics, such
as policies, institutions, etc. This would imply that building productive capacity in manufacturing would be particularly
valuable for improving the future quality of production and exports and converging towards high-income levels.

Mishra, S. et. al. (2011) explore whether diversification of services exports and particularly their sophistication can be a
driver of economic growth similar to manufacturing. Their results suggest that indeed, the sophistication of services
exports is associated with high growth, and that results hold after controlling for the size of the domestic services sector
and goods sophistication. Moreover, their results hold for low income countries, which leads them to suggest that high
quality services may provide a path for economic and export diversification for poor countries.

Exports by the LDCs of commercial services are increasing at a fast pace, but they remain negligible. Asian LDCs saw
exports of commercial services increase at an annual rate of 8.5% between 2009 and 2016. The growth rate for Small
Islands LDCs (6.9%), Haiti (5.4%) and African LDCs (11.1%) is also high (UNCTADstats 2019).

Merchandise trade flows in the LDCs tend to be volatile due to the composition of exports and their high
degree of concentration. Sixty-four per cent (64%) of LDC exports are made of primary commodities subject to a
relatively high price volatility (Figure 4.1). In 2015, for example, the price of oil fell by 47%, adding to an initial drop of
75% in 2014 (Box 4.2). The prices of other primary commodities, such as minerals, ore and metals, and agriculture raw
materials also fell, thus eroding the economic growth of the LDCs that year with real GDP growth estimated at 3.5%, the
lowest since 1994 (UNCTAD 2016). On the other hand, high commodity prices that lead to exchange rate appreciation
undermine the competitiveness of other sectors and economic and export diversification.

12 AID FOR TRADE AT A GLANCE 2019: ECONOMIC DIVERSIFICATION AND EMPOWERMENT - © OECD, WTO 2019



CHAPTER 4. AID FOR TRADE IN CHALLENGING CONTEXTS

“The Chadian economy is mainly based on cash crops (especially cotton) and extractive
industries (mining and oil). The strong economic growth - 7.4% between 2003 and 2015 -
was mainly due to the use of oil resources. The country is extremely vulnerable to the
external shocks including fluctuation of commodity prices. To diversify its economy,
the country will rely on sectors with high export potential including leather, sesame
and gum arabic identified in the DTIS Update of Chad. Improving organization of
those sectors will contribute to greater economies of scale thereby helping with greater
integration into the global value chains.” - Chad, OECD/WTO aid-for-trade monitoring
exercise (2019).

Figure 4.1. Commodity price index (2015=100)
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Box 4.2. Export diversification in Chad: The promise of gum arabic

The extractive sector — mainly oil - is the main driver of Chad’s economy. However, efforts towards economic diversification
have turned Chad into a significant player in the world trade of gum arabic — an additive contained in frizzy drinks, food and
cosmetics: Chad is among the top three world exporters. The Chadian market is dominated by two types of gum arabic:
hard, so-called Kitir, and friable, which sells for one third of Kitir IRAM 2013).

Chad exported over 13,000 tons of crude gum arabic between 2014 and2016 through N'Djamena airport or Douala port
in Cameroon (UNCTAD 2018).

Working together with the EIF, UNIDO, UNDP and ITC, Chad has made considerable progress in moving up the gum arabic
value chain. Today, a newly developed marketing label — “Cristal of Chad"” — is reaching new export markets. According to
[TC (2017), the volume of exports is expected to double in the next five years with India being among top target markets.

Replanting acacia trees has proven to be essential to ensure the sustainability of resources of gum arabic, thereby preventing
future environmental risks.

Source: Adapted from Chad's OECD/WTO aid-for-trade monitoring exercise (2019) questionnaire, ITC (2017), UNCTAD (2018) and
IRAM (2013)..
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Economic and export diversification would help the LDCs buffer the effects of external shocks. Koren, M. et.
al. (2007) note that economic diversification can increase the resilience of low income countries to external shocks
in particular by moving away from sectors that are highly volatile and correlated, such as mining and agriculture.
Papageorgiou, C. et. al. (2012) further make the point that export diversification is associated with lower terms-of-trade
volatility and that market diversification also builds resilience against external shocks.

Infrastructure services including reliable electricity and transport are key enablers in supporting economic
diversification and trade (Hoeffler, A, 1999). Unreliable and poor infrastructure increases costs to private enterprises,
hampering the development of the private sector.

“The country suffers from lack of infrastructure to support the production and marketing
of goods and services, difficulties of ensuring the connectivity of different entities as well
as the deficit in the supply of energy.” - Democratic Republic of the Congo (DRC), OECD/
WTO aid-for-trade monitoring exercise (2019).

Inadequate access to electricity for productive activities remains a barrier to economic diversification and structural
transformation in the LDCs. Despite significant progress in access to energy (45% of the population for the LDCs on
average), it remains significantly below the level of access in other developing countries (92%) (Table 4.A5 in the Annex).
Moreover, two thirds of energy consumption in the LDCs consists of residential use, mostly from traditional biomass
sources, such as charcoal and fuelwood (UNCTAD, 2017), alluding to the limited use of modern electricity for productive
economic activities in these countries.

In Africa, power generation capacity is low, and part of the existing capacity is unavailable due to poor maintenance.
Emergency or self-generation of electricity through diesel plants poses a heavy burden on the economy, estimated at
1% of GDP (McKechnie, A. et. al., 2018).

Transport infrastructure is another significant constraint for the LDCs. The median road density is 2,147 km per million
people in the LDCs, compared to 3,446 km per million people in 58 developing countries (UNCTAD, 2017). In addition,
only 22% of the roads in the LDCs are paved.

The Logistics Performance Index (LPI) provides a summary measure of the efficiency of the logistics sector that allows
goods to move across borders based on the perception of international operators in the sector. The index provides an
assessment of six components, including trade and transport infrastructure and the efficiency of customs and border
clearance. The LDC average ranking in the Aggregated LPP is 128, i.e, within the fourth lowest quintile among 167
countries, which indicates that the connectivity of LDC economies is limited.

On the other hand, the LDCs have made major progress in relation to Information and Communication Technologies
(ICT). Overall, the LDCs have significantly increased both access and affordability to the internet. According to ITU (2018),
the LDCs are on course to reach averages of 97% mobile broadband coverage of their population and achieve internet
prices of less than 5% of monthly GNI per capita by 2020. On the other hand, only 1in 4 persons in the LDCs will be using
the internet due to lack of necessary skills.

Economic governance institutions act as enablers to economic diversification and structural transformation.
A good investment climate provides opportunities and incentives for firms to invest productively, create jobs and
expand, therefore promoting economic growth and poverty reduction (Sinha, S. et al,, 2013).
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Using the World Bank's Ease of Doing Business rankings as an indicator of the quality of the business environment shows
that the LDC average stands at 147 (out of 190), indicating space for overall improvements. The rankings, however, vary
across the LDCs. Moreover, Afghanistan, Djibouti, Rwanda and Togo are among the top 10 reformers in the 2019 Doing
Business survey, suggesting that there is increasing awareness about the importance of reform and that the situation is
dynamic.

The discussion above underlines the importance of economic and export diversification for the LDCs to support
sustained economic growth. Shifting resources from low-productivity agriculture towards activities of higher produc-
tivity within agriculture and in services and manufacturing is essential for economic development that is more inclusive
and sustainable. Moreover, the production of high-quality products and services would be associated with higher
economic growth and, in the case of manufacturing, allow for unconditional convergence towards higher income
levels. Economic and export diversification would buffer the LDCs from the volatility of terms of trade, thus enhancing
growth stability. Evidence by Papageorgiou, C, et. al. (2012) on country experiences suggests that effective policy and
reforms to support economic diversification should be implemented in ‘waves, adapting to the changing external envi-
ronment and the evolving country conditions.

The process of economic diversification and structural transformation requires productive investments in the LDCs,
both public and private. Mechanisms to enhance domestic resource mobilization are therefore important in this context.
Reforms of the business environment would be essential for mobilizing private domestic and foreign investment.
Foreign direct investment (FDI) can help linking the LDCs to regional and global value chains, thereby creating oppor-
tunities for economic diversification.

In addition to broad policy fundamentals, more targeted policy efforts are necessary (UNCTAD 2014 and McMillan, M.,
et. al, 2017), and the international community can play a supportive role in this context. The development of human
capital and skills, especially among women and youth, is necessary to allow them to participate in emerging economic
opportunities. ICT skills in particular are essential for taking part in the emerging digital economy.

Different chapters in this volume discuss in detail policies and strategies to support economic diversification in
developing countries, including the LDCs.

Economic diversification in fragile and conflict-affected contexts

During MC11, several LDCs in the accession process to the WTO reiterated their commitment to the reform process,
underpinning accession while calling for enhanced cooperation to facilitate their effective participation in the multi-
lateral trading system.

They are all members of the g7+, which includes the LDCs and other developing countries self-designated as fragile
and conflict-affected. They work with development partners to improve the effectiveness of Official Development
Assistance (ODA) in fragile contexts. Their commitments were captured in the New Deal of Engagement in Fragile States
adopted at the High-Level Forum on Aid Effectiveness in Busan, Republic of Korea, in 2011.

This Section discusses why it is important for fragile and conflict-affected countries to diversify their economies beyond
the benefits concerning structural transformation for the LDCs mentioned above.

AID FOR TRADE AT A GLANCE 2019: ECONOMIC DIVERSIFICATION AND EMPOWERMENT - © OECD, WTO 2019

15



CHAPTER 4. AID FOR TRADE IN CHALLENGING CONTEXTS

Box 4.3. The New Deal of Engagement in Fragile States and the Peacebuilding and Statebuilding Goals

(PSGs)

The New Deal of Engagement encapsulates the commitment of countries affected by fragility and conflict, led by the
g7+ group, development partners and civil society, to improve development policy and practice in fragile contexts.
Partners to the New Deal committed to working towards one plan, under one shared vision and a commitment to
transparency, accountability, predictability of financing and shared risk management and to strengthening and using
country systems.

The g7+ proposes a fragility spectrum of five stages, starting at situations of crisis moving towards rebuilding and reform,
transition, transformation and resilience that cut across five PSGs, which the New Deal of Engagement in Fragile States
seeks to prioritize:

B PSGIl-Legitimate politics: fostering inclusive political settlement and conflict resolution;

B PSG2-Security: establishing and strengthening people’s security;

B PSG3-Justice: addressing injustices and increasing people’s access to justice;

B PSG4-Economic foundations: generating employment and livelihoods; and

B PSG5-Revenue and services: managing revenue and building capacity for accountable and fair service

delivery.

The g7+ group is composed of 20 countries* that share experiences and support each other and advocate for country-led
and country-owned processes in addressing fragility and conflict.

* The g7+ countries are: Afghanistan, Burundi, Central African Republic (CAR), Chad, Comoros, Ivory Coast, DRC, Guinea, Guinea-Bissau, Haiti,

Liberia, Papua New Guinea, Sdo Tomé and Principe, Sierra Leone, Solomon Islands, Somalia, South Sudan, Timor-Leste, Togo and Yemen.

Source: g7+ 2019 http:/g7plus.org/, https://www.pbsbdialogue.org/en/new-deal/about-new-deal/ .

Fragility and conflict

The g7+ countries partners in the New Deal, define fragility as “a period of time during nationhood when sustainable
socio-economic development requires greater emphasis on complementary peacebuilding and statebuilding activities.”
(g7+ 2013). The Group proposes a spectrum of fragility of five stages, from crisis associated mainly with conflict, to
resilience (Box 4.3).

The adoption of the SDGs has reinforced the principles of the New Deal through the recognition that peaceful and
inclusive societies, access to justice for all, and effective, accountable, and inclusive institutions at all levels encapsulated
in SDG16, are objectives of universal application and essential for advancing sustainable development.

Box 4.4. Channels of trade impact in policical stability and conflict

The opportunity cost mechanism refers to changes in real income and how these may increase or reduce the relative
value of engaging in violent activities. Declines in export prices, increases in import prices and declines in external demand
that reduce real incomes and thus income foregone by choosing to engage in violence increase the risk of conflict.

The rapacity effect refers to the incentive to fight for the control of valuable resources. This effect is particularly salient
for point-source commodities when prices increase.

The resource effect refers to the mechanism through which increases in the price of commodities under the control
(taxation) of parties to the conflict (e.g., government or rebel groups) can finance the means to suppress or enhance
fighting by either side to the conflict.

Source: Cali, M. (2015). Trading Away from Conlflict. Using trade to increase resilience in fragile states, World Bank, Washington, D.C.
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Economic diversification in fragile and conflict-affected contexts

The previous Section underlined the importance of economic diversification in the LDCs for structural transformation
and development. In the context of fragile and conflict-affected contexts, economic diversification could also be
important for peace: Research and empirical analysis suggest that economic specialization in certain products and the
volatility associated to trade flows under certain circumstances may increase the risk of violence and conflict.

This Section explains the mechanisms based on a framework provided by Cali, M. (2015) building on the work of Collier,
P, A. Hoeffler et. al. (2004) regarding the economic incentives of actors to resort to violence and conflict. Cali describes
three mechanisms through which changes in trade flows can influence political stability and conflict (Box 4.4).

The framework further makes a distinction between “point source” commaodities, such as oil and minerals, which are
very valuable, do not create significant employment and can be easily controlled, and “diffused commodities’, notably
agriculture, which are labour intensive and more difficult to control though may be important for funding of armed
groups controlling local areas (through taxation). Higher prices of point source commodities increase incentives to fight
for their control (rapacity effect). An increase in the price of diffused commaodities would increase the income of local
producers and thus increase the opportunity cost to engage in violence, thus reducing the risk of conflict. A fall in the
price of diffused commodities would have the opposite effect, i.e, increasing the risks of conflict (opportunity cost
effect), though it could make it easier for armed groups to finance their activities (resource effect), thus increasing the
risk of conflict or its duration.

Cali's cross-country analysis provides stronger evidence for the rapacity effect, indicating that swings in commodity
prices affect the probability of conflict by increasing the competition for point source commaodities that experience
rising prices. An analysis by UNCTAD regarding the relationship between international trade and civil conflict similarly
suggests that certain export commodities tend to have a stronger influence on conflict than others. This would be the
case of oil and gas and labour-intensive industries, for which an illicit and lucrative trade exists (UNCTAD, 2004), because
trade in such commaodities can finance conflict (mainly through financing of armed groups) (resource effect).

Another strand of research has emphasized the linkages between economic specialization and export concentration
in primary commodities and the quality of institutions. Fearon, J. (2005), makes the argument that oil revenues create
less incentives to build administrative competencies and control over the national territory in oil-dependent countries
and that it is the relatively weak state institutions compared to countries at similar per capita income levels that make
countries vulnerable to conflict. His evidence suggests that the same argument can be made about other primary
commodity exports, where the state revenue depends on their taxation, on average, though the evidence is weaker
than for crude oil. In either case, the prize of controlling a valuable resource provides incentives to engage in violence
and conflict (rapacity effect).

Other research has focused on the implications of the volatility of revenue as the underlying factor leading to conflict.
Guillaumont, P et. al. (2005) suggest that it is the instability associated with external shocks that matter for conflict as
opposed to the specialization in particular commodities per se. Building on work by Collier, P, and A. Hoeffler, (2004)
on the linkages between primary commodities and conflict, Guillaumont, P. et. al. (2005) find that “when instability of
exports, weighted by the openness rate, is introduced in the Collier-Hoeffler conflict occurrence model, not only the
coefficient of determination increases significantly, but the share of primary commodities in exports also becomes insig-
nificant. Guillaumont, P, (2007) further argues that “policy is weakened by structural instability”; for instance, through
pressure on public debt, the quality and rate of investments, etc, implying that over time, instability affects the ability of
countries to respond to shocks through adequate policies.

Cali argues that trade flows in fragile countries are ‘different’, because they are i) larger than other external flows; and i)
particularly volatile, partly due to their concentration in primary commodities. Both factors would amplify the impact of
changes in trade flows in fragile contexts. Trade flows in the g7+ LDCs seem to reflect these conditions.
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Using the LDC Group as a comparator, Figure 4.2 shows that the relative importance of trade for the g7+ LDCs is higher,
not falling below 70% of external finance over the past ten years. Figure 4.3 presents the export concentration index for
the g7+ LDCs and the LDCs. The Figure indicates that the export concentration of all g7+ LDCs is overall higher than the
average for the LDCs and that, whereas the LDCs have reduced the level of concentration of their exports since 2006
on average, the export concentration of the g7+ LDCs has not significantly changed over time, with the exception of
Yemen. Table 4.A5 in the Annex presents the top three exports of the g7+ LDCs. These represent at least 40% of total
merchandise exports for all these countries, reaching 99% for South Sudan. Finally, Figure 4.1 (above) shows the annual
variation in the commodities price index. It shows that over the period from 2006 to 2017, the price of fuels has been
particularly erratic. The exposure of g7+ LDCs to trade flows and their volatility suggests that changes in trade flows can
have particularly destabilizing effects in these countries.

Figure 4.2. Trade, remittances and FDI flows to the LDCs and the g7+ LDCs, 2006-2017
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Source: World Bank (2019, 2019a, 2019b), (accessed February 2019). )
StatLink Si=r http://dx.doi.org/10.1787/888933953261

The destabilizing effects associated with the volatility of export revenue can be buffeted against through different mech-
anisms, including stabilization funds that would allow smoothing investment and consumption in periods of low prices.
To reduce the incentive to capture the control of the valuable resource, such as oil or other point source commodities,
efforts should be directed to enhancing accountability and transparency around natural resource management.

A complementary, more structural response would consist of diversifying production and exports away from primary
commodities — particularly agriculture and mining — so as to reduce the exposure to risks associated with trade flow fluc-
tuations, thus building resilience to external shocks (Koren, M., and S. Tenreyro 2007 and Papageorgiou 2012).

However, economic specialization in natural resources does not doom countries to conflict, as the experience of
resource-rich countries such as Botswana, Chile and others would suggest. Neither would economic diversification be
enough in itself to eliminate the risk of conflict. Violence and conflict result from the interaction of a number of socio-
economig, institutional, political and other factors of a contextual nature that mediate how particular events, including
changes in trade flows, may influence violence and conflict.
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Figure 4.3. Export concentration in the g7+ LDCs
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Inequality — especially horizontal inequality — and exclusion can create a fertile ground upon which to build grievances
that undermine social cohesion and lead to violence (United Nations/World Bank, 2018). Horizontal inequialities refer to
uneven access to opportunities; resources such as land and other natural resources; and group-specific differences in
standards of living, etc,, which can create feelings of frustration and dissatisfaction, leading to group mobilization and
violence (Stewart, F, 2008).

The existence of high unemployment or underemployment, particularly of youth, has been associated with a higher risk
of conflict. The lack of economic opportunities and underlying economic and political barriers to youth participation
in society may create a sense of alienation and make youth vulnerable to mobilization in violence to secure a livelihood
(Stewart, F, 2008). Economic diversification may reduce the opportunity cost of resorting to violence by increasing
employment opportunities in alternative sectors, including for youth, further discussed in Chapter 8.

Inclusion, on the other hand, helps prevent conflict, stop it and avoid its escalation or recurrence (Paffenholz et. al,, 2017).
Creating space for the economic, social and political participation of youth and women could further contribute to
greater stability (United Nations/World Bank, 2018).

Export revenues constitute a major source of external finance to the g7+ LDCs, and the concentration of their exports
in very few products of relatively high volatility make them vulnerable to external shocks. The composition of exports
in certain valuable commodities may provide incentives to fight for, as well as undermine state institutions and thus
the quality of public policies, including to promote a good business environment for the development of the private
sector and to promote economic diversification. Whether instability arising from fluctuations in trade flows translates
into conflict depends, however, on contextual factors. Policies that promote inclusion and reduce inequality would
enhance the resilience of countries and societies to the risk of conflict.
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AID FOR TRADE TO SUPPORT ECONOMIC DIVERSIFICATION IN THE LDCs

“The capacity of Chad to expand its production of goods and services is fundamental to
strengthening both domestic and international trade with all the benefits that this can
bring for boosting public revenues and job creation. Aid for trade plays a vital role in
strengthening human capital, institutions and infrastructure and supporting the private
sector in order to achieve the objectives of sustainable development.

—H.E. Mahamat Hamid Koua, Minister of Oil and Energy on behalf of the Minister of Mining,
Trade and Industrial Development, and Promotion of the Private Sector

Aid for Trade

The international community has been assisting developing countries’ and the LDCs’ own efforts towards economic
diversification and structural transformation through development programmes, including aid for trade. Since 2006, over
USD 400 billion of ODA has been disbursed to build trade capacity in developing countries and the LDCs.

This Section reviews aid-for-trade flows to the LDCs and the g7+ LDCs seen from the prism of economic diversification.

“As a key priority for Comoros, further efforts on economic diversification aim at
broadening the export base of three main export products, meeting the domestic
demand, while targeting regional markets”. — Comoros, OECD/WTO aid-for-trade
monitoring exercise (2019).

The LDCs account for 27% of total aid for trade. They are the second largest aid-for-trade recipients, 12% behind
lower-middle income countries. aid for trade to the LDCs follows the same pattern as total aid for trade: for the past five
years, commitments have fluctuated, but disbursements have remained stable. Commitments to the LDCs increased by
28%in 2017, after a fall in 2016 (Figure 4.4). The LDCs in Africa account for 63% of aid for trade to the LDCs since 2006. The
g7+ LDCs represent close to a quarter of total aid for trade to the LDCs, with flows remaining broadly stable since 2009.

Figure 4.4. Aid-for-trade flows to the LDCs and the g7+ LDCs, average 2006-2017
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Aid for trade is unevenly distributed among the LDCs. The top five recipients — Afghanistan, Bangladesh, Ethiopia,
Mozambique, Tanzania — account for over 40% of total aid-for-trade disbursements to the LDCs between 2006 and 2017.
Four of the g7+ LDCs - Afghanistan, DRC, Haiti and Yemen - receive over half the aid for trade to the group.

The picture is more nuanced when looking at flows per capita: Small Islands Developing States (SIDSs) and Timor-Leste
come on top and significantly above the LDC's average, due to the small size of their population and the fact that the
cost of aid delivery is inherently more expensive in geographically dispersed populations (OECD, 2018) (Figure 4.5). Per
capita aid-for-trade allocations to most of the g7+ LDCs are below the LDCs' average. The responses to the OECD/WTO
aid-for-trade monitoring exercise (2019) from Burundi, CAR, and Comoros acknowledge limited progress in economic
diversification, due to insufficient aid-for-trade financing.

Figure 4.5. Aid-for-trade disbursements to the g7+ LDCs, per capita, 2013-2017
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Source: OECD-DAC CRS, aid activity database (2019); World Bank (2019d), (accessed April 2019).
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A few development partners account for most aid for trade to the LDCs. The World Bank, Japan, the United States
of America (USA) and the European Union account for over 60% of aid-for-trade disbursements to the LDCs since 2006.
The World Bank, USA, and EU are the top providers of aid for trade to g7+ LDCs, representing 70% of disbursements over
the same period.

Most of the aid for trade to the LDCs goes to infrastructure. Infrastructure (55%) and building productive capacity
(43%) account for most of the aid-for-trade disbursements to the LDCs. Disbursements to the g7+ LDCs follow a similar
pattern with infrastructure representing 56% of aid for trade to these countries (Figure 4.6). Support for trade policy and
regulations, including trade facilitation, represent 2% and 3% in the LDCs and the g7+ LDCs, respectively, over the same
period. The share of trade-related adjustment remains extremely limited.
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Figure 4.6. Disbursements by aid-for-trade category, 2006-2017

LDCs, USD MILLION, CONSTANT PRICES g7+LDCs, USD MILLION, CONSTANT PRICES
14000 2000
12000
10000 1500
8000

1000
6000
4000

500
2000 — | | | | | | |

0 ..-------------—----—.--....------------.----.—---.-.--.. 0

2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017

LDCs Building Productive Capacity Il LDCs Economic Infrastructure Il LDCs Trade Policy and Regulations

e 7+ DCs Building Productive Capacity g7+LDCs Economic Infrastructure = =« e g7+ DCs Trade Policy and Regulations

Source: OECD-DAC CRS, aid activity database (2019), (accessed April 2019). StatLink sz hitp//dx doLora/10.1787/888933953337

The LDCs identify infrastructure as a major constraint to economic diversification in the OECD/WTO aid-for-trade moni-
toring exercise (2019), followed by access to finance (LDCs) and high trade costs (g7+ LDCs).

“Support should be directed more towards promoting access to finance and strengthening
the country’s productive and trade capacities.” - Togo, OECD/WTO aid-for-trade
monitoring exercise (2019).

The DTISs of g7+ LDCs produced under the aegis of the EIF*, on the other hand, underscore the need for technical
assistance to improve trade policy formulation and implementation and to undertake trade facilitation reforms in these
countries (Figure 4.7).

Figure 4.7. DTIS Action Matrices: mapping priorities of the g7+LDCs
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Transport and storage receive the largest share of aid-for-trade disbursements to LDCs — over 30% since 2006, followed
by agriculture (Box 4.5). The sector allocation to the g7+ LDCs is similar, though transport and storage, and business and
other services are relatively more important in these countries than in the LDCs as a whole. (Figure 4.8)
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Box 4.5. Strengthening value addition of main cash crops in Comoros

In Comoros, close to half of the population works in harvesting, processing and exporting three cash crops: ylang-ylang,
clove and vanilla. These three products account for 80% of the country’s exports. Cooperation between UNDP, ITC and
the EIF has offered new opportunities for ylang-ylang farmers, distillers and small entrepreneurs in Comoros. Today, they
are better organized in different cooperatives, working together to improve productivity and increase income.

A newly established ylang-ylang cooperative includes 250 female ylang-ylang pickers, 50 planters and 47 male distillers.
In addition, small companies similar to Nectalab can now create greater value addition in the country with essential
oils and beauty products produced directly in Comoros. The results in the vanilla sector are gaining scale through the
Comoros Integrated Trade Programme of the Islamic International Trade Finance Corporation.

Source: Adapted from the Comoros DTIS (2015) and the OECD/WTO aid-for-trade monitoring exercise (2019) of Comoros.

Figure 4.8. Top sectors in the LDCs supported through aid for trade, 2006-2017
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Supporting the economic foundations of the g7+ LDCs

Close to 60% of total ODA to the g7+ LDCs since 2006 have financed interventions associated with the peacebuilding
and statebuilding goals.” In terms of the breakdown across the PSGs, the biggest investments are made on economic
foundations and revenue and services, but these flows are relatively more important in the LDCs than in the g7+
LDCs. This may be explained by the fact that these PSGs “cover many areas of standard development practice around
economic growth [and that] it is easier to implement more larger-scale projects where fragility is absent” (OECD, 2018)
(Figure 4.9).

Conversely, the PSGs related to legitimate politics, security and justice receive relatively larger investments in the g7+
LDCs than in the LDCs as a whole. This suggests a certain prioritization of these PSGs by the g7+ LDCs, which have
committed with their partners. Whether the right amount of financing is being provided to the PSGs as a whole and to
each of them individually is a highly contextual issue, since programming costs as well as the needs across dimensions
of fragility are context-specific (OECD, 2018).
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Nevertheless, the weight of humanitarian aid to the g7+ LDCs in total development assistance has gradually increased
since 2006, reaching 29% on average in 2017. The increase in humanitarian aid and other trends in ODA has reduced
the global amount of programmable aid, which fell below the 50% threshold in 2015 (United Nations, 2018). This overall
trend is of concern for the LDCs and fragile contexts, since ODA is critical to support strategic investments for SDG
attainment in these countries.

Figure 4.9. Breakdown of ODA to the New Deal’s Peace Building and State Building
Goals, by PSG, g7+ LDCs, 2006-2017
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Support economic diversification in the g7+ LDCs through aid for trade

In countries affected by fragility and conflict, reducing instability linked to trade shocks may contribute to reducing
violence and conflict, which is associated with the importance of valuable extractive commaodities in the economic and
trade profile of these countries. However, triggering economic diversification and structural transformation in these
contexts is especially challenging.

In fragile and conflict-affected contexts, physical infrastructure and security represent major constraints to the activation
of the private sector, but government policy and regulations also play an important role. At the same time, advancing
policy and institutional reforms in fragile and conflict affected environments can be polarizing and face more funda-
mental resistance than is expected in any change process on regular development situations. A good understanding of
the political economy of reforms and dynamics surrounding reforms is necessary.

The private sector can have predatory effects in weak institutional environments (Utterwulghe, S, 2014). Policy and
regulatory efforts can, for example, direct firm incentives towards productive rather than rent seeking activities and
improve transparency; supporting small- and medium-sized enterprises and microenterprises that make up most enter-
prises in low income countries, help sharing more broadly the benefits of economic growth. Establishing “equitable
oversight mechanisms regarding the use and management of extractives [.. ] can offset tensions; the role of the private
sector is essential” (United Nations/World Bank, 2018).
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The rapid expansion of productive jobs is critical for stabilization, long-term development and economic empowerment
(Box 4.6). Citing evidence from programmes and research on fragile and conflict affected environments, Dubwick, N,
et. al. (2013) argue for a more purposeful approach to job creation in fragile and conflict affected contexts, which would
require changing traditional sequencing of interventions that seek improving policy and macroeconomic environments,
the rule of law, etc, before the launching of private sector development programmes. An approach that works rather in
parallel would be desirable. The UN policy on post-conflict employment espouses this approach through work on three
tracks: i) stabilization of income generation and emergency employment; ii) local economic recovery for employment
opportunities and reintegration; and iii) sustainable employment creation and decent work (United Nations, 2009). The
three tracks work in parallel, though not with the same intensity, which varies over time as needs on the ground evolve
from crisis towards resilience as per the g7+ LDCs spectrum.

Box 4.6. New employment opportunities in the g7+ LDCs: roads for development in Timor-Leste

2017 marked an important achievement for the international development community in responding to a growing
attention to fragile contexts — the adoption of the Recommendation 205 “Employment and Decent Work for Peace
and Resilience” by the International Labor Organization (ILO). Recommendation 205 has replaced Recommendation 71
“Transition from War to Peace” adopted after the Second World War and which included the dimension of internal conflict.
The new Recommendation focuses on recovery and reconstruction in post-conflict situations, addressing root causes of
fragility, and building resilience. It calls for greater international cooperation, coordination and coherence. It also stresses
employment promotion, capacity development and institutional strengthening. Building on this recommendation, ILO’s
Jobs for Peace and Resilience programme focuses on job creation, skills development and entrepreneurship, thereby
contributing to social cohesion.

Since 2012, Timor-Leste, supported by Australia and the ILO, has successfully built over 300 kilometres of rural roads
and rehabilitated more than one quarter, thereby helping to connect the remote areas of the country to the markets,
improving access to schools and hospitals and ensuring much-needed jobs. With the renewed commitment to further
boosting road connectivity, the Government of Timor-Leste is funding all the remaining road works, while Australia
continues to support the ILO's technical assistance in the country until 2021.

Over the years, 14 g7+ LDCs have benefitted from the ILO’s support, including Afghanistan, Burundi, CAR, Comoros, the
Democratic Republic of the Congo, Guinea, Haiti, Liberia, Sierra Leone, Solomon Islands, Somalia, South Sudan and Timor-Leste.

Source: Adapted from ILO (2017), (2017a).

Value chains can help restore market links and build trust among different social groups (UNDESA, 2010). A USAID
synthesis report on lessons from value chain programmes in conflict-affected environments underscores the same
point, noting that trust-building activities, such as associations or value chain working groups, are useful in building trust
and linkages among firms related horizontally and vertically in the chain.

However, the integration into global value chains increases the exposure to external shocks, as the location of tasks
along the value chain in different geographies is dynamic based on lead firms' assessments of relative production costs
across locations (UNCTAD, 2013).

Value chains may also increase inequality, if they exclude segments of the population, notably small farmers or those rel-
atively isolated or who lack the productive assets to be able to participate. To enhance the contribution of programmes
towards resilience, the programme design should rather seek to create opportunities for the poor, especially youth and
those affected by conflict.
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Aid for trade to the LDCs and the g7+ LDCs is supporting the development of productive capacity and infrastructure
in these countries, which are important for economic diversification. More than a third of investments are concentrated
in the agriculture sector, which is critical for poverty reduction, and represent a path towards economic diversification
in low income countries. Nevertheless, a more balanced sector distribution of aid for trade can support diversification
through promising options outside of agriculture as well. Aid for trade is highly concentrated in a few LDCs, and
while total aid-for-trade disbursements to the LDCs have gradually increased, Aid-for-trade disbursements to the g7+
LDCs have remained stable for the past five years. The per capita allocations to most of the g7+ LDCs are below the
LDCs average.

Supportingeconomicdiversificationin the g7+ LDCs can make a contributionto stability and peace and the achievement
of the SDGs. However, triggering economic transformation through economic diversification in fragile contexts is
particularly complex. Programmes in such environments should be especially sensitive to the political economy of
reforms. Emphasis on employment creation, including through targeted sector and value chain programmes that help
build trust across actors, may be particularly useful. The involvement of local stakeholders, including youth, women
and people affected by conflict and fragility, is essential to build resilience and avoid conflict recurrence.

CONCLUSIONS

As a contribution to the reflections on the importance of economic diversification for sustainable development and the
role of aid for trade, this chapter has focused on the specific circumstances of the LDCs. A key finding is that the lack
of economic and export diversification is at the heart of the structural vulnerability of LDC economies and has serious
implications for the ability of these countries to sustain economic growth that creates opportunities for all, thereby
reducing poverty and inequality. Shifting resources from low productivity to high productivity activities in agriculture,
services and manufacturing will support higher economic growth and convergence towards higher income levels in
the LDCs. Public investments in infrastructure and human capital are important, as are policy reforms that create a pro-
pitious environment for private productive investment and targeted policies to promote sectors with the potential for
diversification and employment creation.

An additional finding is that efforts towards economic and export diversification in the g7+ LDCs has the additional
benefit of supporting stability and promoting inclusion to the extent that economic diversification creates better live-
lihoods and employment for the population, especially youth and women, as well as those affected by conflict. But
promoting economic diversification in fragile contexts is particularly challenging due to political polarization and weak
institutional environments and capacity resulting from fragility and conflict. Programmes to support economic and
export diversification need to be cognizant of political economy sensitivities and build coalitions towards reforms that
contribute to productive economic activities by the private sector, employment creation and poverty reduction.

Finally, the analysis finds that aid for trade is supporting the LDCs" own efforts to diversify their economies and exports
through investments into infrastructure and productive capacities. Nevertheless, the stagnation of aid for trade to LDCs
and g7+ LDCs and its high concentration in a few countries poses questions regarding the adequate level of flows to
these countries.Aid for trade per capita to most of the g7+ LDCs, which find themselves in fragile situations, is below
the LDC average. In this context, increasing aid for trade to the LDCs in line with international commitments would be
important.

In addressing the risks of violence, it is necessary to better align humanitarian, development and peacebuilding
efforts. Aid-for-trade programmes in fragile situations should be particularly sensitive to the way that programmes
may interact with the local context and support the broader statebuilding and peacebuilding efforts. In the g7+ LDCs,
a certain prioritization is these areas is taking place.
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NOTES

1. We would like to thank Frans Lammersen and Rachel Scott for the strategic guidance and Aussama Bejraoui for
sharing the latest Aid for Trade data (OECD), Ratnakar Adhikari (EIF), Michael Roberts and Evgeniia Shannon (WTO),
David Kucera (ILO), and Riad Meddeb from UNDP for their valuable comments.

2. Bangladesh, Bhutan, Kiribati, Lao PDR, Myanmar, Nepal, Sdéo Tomé and Principe, Solomon Islands, Timor Leste and
Tuvalu.

3. The Aggregated LPI combines the results of the six components over the last four surveys into one single measure;
https./Ipiworldbank.org/.

4. Based on the DTISs of 16 g7+ LDCs. The DTIS of Somalia is being planned, while the development of the DTIS of
CAR has been put on hold.

5. This analysis is based on the OECD States of Fragility 2018 categorization of CRS codes according to the PSGs.

See: http://www.oecd.org/dac/states-of-fragility-2018-978926430207/5-en.htm.
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Table 4.A1. Employment by sector in the LDCs, selected years (percent of total employment)

Country Employment in Employment in Employmentin Employment in
Category Agriculture Industry Manufacturing Services
2000 2017 2000 2017 2000 2017 2000 2017
G7+LDCs 66.9 609 9.3 10.5 6.0 64 237 285
LDCs* 72.7 60.2 8.6 126 6.2 78 18.7 27.2
oDC 43.8 264 223 239 16.7 139 339 49.7

Notes: * LDC aggregates excluding Kiribati and Tuvalu, for which data is unavailable

Source: ILOstat - Trends Econometric Models, ILO estimates and projections (accessed November 2018). Taken from UNCTAD Statistical Tables of

the LDC Report 2018.

Table 4.A2. Product composition of merchandise exports, 2015-2017 (USD millions and percent)

PRIMARY COMMODITIES MANUFACTURED GOODS
Total Foodand Fuels Minerals, | Total Labour- Low-skilland Medium- High-skill and
Country TotaIEx.p?rts Agriculture Ores and intensive and jl'echm.)logy— skilland :rechm.)logy- Unallocated
(USD million) Metals Resource- intensive Technology-  intensive
intensive Manufactures intensive Manufactures
Manufactures Manufactures
LDCs 153,328.9 | 64.2 17.0 280 19.2 35.1 29.7 15 1.5 2.8 0.7
African
LDCs and 90,0473 | 90.2 189 416 296 94 40 1.1 14 31 0.5
Haiti
Asian
LDCs 62,7233 | 268 13.7 8.7 44 723 669 20 1.5 24 09
lsland 5583| 891 829 22 40 | 67 18 27 08 18 42
LDCs
ODCs 7,280,988.1 | 28.5 8.7 131 6.8 70.8 144 6.9 196 322 0.7

Note: Data based on UNCTAD merchandise trade matrix, including estimates values.
Source: UNCTAD, UNCTADstat database (accessed November 2018).

Table 4.A3. Product composition of merchandise imports , 2015-2017 (USD millions and percent)

PRIMARY COMMODITIES MANUFACTURED GOODS
Total Foodand  Fuels Minerals, | Total Labour- Low-skilland Medium- High-skill and
Country T°ta|E)fP?rt5 Agriculture Ores and intensive and jl'echm.)Iogy— skilland jl'echnf:logy— Unallocated
(USD million) Metals Resource- intensive Technology- intensive
intensive Manufactures intensive Manufactures
Manufactures Manufactures
LDCs 234,381.6 | 334 19.7 10.7 3.0 65.0 18.6 109 215 17.8 1.7
African
LDCs 125591.0| 320 181 1.7 23 66.0 15.7 1.2 24.0 19.5 19
and Haiti
Asian
LDCs 106,584.3 | 34.8 214 9.6 38 639 221 10.6 18.6 16.0 13
fsland 2,206.2| 405 29.7 9.7 11 535 13.0 121 19.8 12.3 6.0
LDCs
ODCs 6,789,945.3 | 30.7 9.5 121 9.1 68.0 83 5.8 211 34.8 13

Note: Data based on UNCTAD merchandise trade matrix, including estimates values.
Source: UNCTAD, UNCTADstat database (accessed November 2018).
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Table 4.A4. Access to electricity in the LDCs, selected years (percent of total population)

Access to electricity, total

2000 2010 2016
g7+ LDCs 15 26 37
LDCs 20 33 45
ODCs 80 88 92

Source: World Bank, WDI database (accessed November 2018).

Table 4.A5. Top exports of g7+ LDCs (continued on following page)

Country GDP Top exports (HS4) Share of total Top imports Top export Top import
per capita, merchandise markets origins
usD exports

Afghanistan 1,940 Grapes, tropical fruits, 40% Broadcasting Pakistan, India, ~ UAE, USA,

insect resins equipment, wheat United Arab Iran
flours, peat Emirates (UAE)

Burundi 777 Gold, coffee, tea 62% Refined petroleum, UAE, Pakistan, Tanzania,

packaged Germany Uganda,
medicaments, China

delivery tracks

CAR 698 Rough wood, sawn 63% Cars, packaged France, Belarus,  France,
woods, diamonds medicaments, China Japan, USA
armored vehicles

Chad 1990 Crude petroleum, 92% Packaged USA, UAE, India  France,
gold, raw cotton medicaments, cars, China, UAE
wheat flour
Comoros 1,520 Cloves, vanilla, 90% Other furniture, used India, UAE, Tanzania,
essential oils clothing, smalliron France China, UAE
containers
DRC 801 Refined copper, cobalt, 64% Packaged China, Saudi China,
copper ore medicaments, glass Arabia, South South Africa,
bottles, refined Korea Belgium
petroleum
Guinea 1970 Gold, aluminium ore, 88.2% Refined petroleum, UAE, China, China,
petroleum gas rice, packaged India Netherlands,
medicaments India
Guinea-Bissau 1,610 Coconuts, Brazil nuts 92% Refined petroleum, India, Belarus, Portugal,
and cashews, non-fillet rice, malt extract Ghana The Gambia,
frozen fish Senegal
Haiti 1,780 Knit t-shirts, knit 71% Rice, knit t-shirts, USA, Dominican
sweaters, non/knit light rubberized Dominican Republic,
men’s suits knitted fabric Republic, USA, China
Mexico
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Table 4.A5. Top exports of g7+ LDCs (continued from previous page)

Country GDP Top exports (HS4) Share of total Top imports Top export Top import
per capita, merchandise markets origins
usbD exports
Liberia 812 Passenger and cargo 75% Passenger and Poland, UAE, South Korea,
ships, gold, rubber cargo ships, refined Switzerland China, Japan
petroleum, boat
propellers
Sdo Tomé and 3,240 Cocoa beans, other 69.7% Other sea vessels, Poland, Portugal,
Principe iron products, iron cars, rice Belgium, Spain  South Africa,
structures China
Sierra Leone 1,480 Iron ore, titanium ore 54% Rice, packaged China, China, USA,
diamonds medicaments, cars Belgium, Ivory India
Coast
Solomon 2,240 Rough wood, 79.6% Refined petroleum, China, India, Australia,
Islands processed fish, rice, cars [taly China,
palm oil Singapore
Somalia 434 Sheep and goat, 79% Raw sugar, rice, Oman, UAE, UAE, India,
bovine, insect resins rubber footwear Hong Kong, China
China
South Sudan 994 Crude petroleum, 99% Raw sugar, packaged China, Algeria, Uganda,
other oily seeds medicaments, cars Pakistan China,
Pakistan
Timor-Leste 2,140 Crude petroleum, 89.2% Delivery tracks, cars, Thailand, USA, Indonesia,
coffee, used clothing cement Singapore China,
Singapore
Togo 1,490 Gold, cement, refined 40% Refined petroleum, UAE, Benin, China,
petroleum motorcycles, crude Lebanon Belgium,
petroleum Netherlands
Yemen, Rep.of 2,510 Gold, crude 75.3% Wheat, refined Oman, UAE, China,
petroleum, other fruits petroleum, raw sugar ~ China Turkey,
Oman

Source: MIT, 2019, https:/atlas.media.mit.edu/en/.
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CHAPTERS

ECONOMIC DIVERSIFICATION:
LESSONS FROM PRACTICE

Contributed by the World Bank Group'

Abstract: Fconomic diversification remains a challenge for most developing countries and is arguably
greatest for countries with the lowest incomes as well as for those whose economies are small, landlocked
and/or dominated by primary commodity dependence. For such countries, economic diversification is
inextricably linked with the structural transformation of their economies and the achievement of higher
levels of productivity resulting from the movement of economic resources within and between economic
sectors. Rooted in examples of World Bank Group support, this chapter traces the boundaries of any
discussion of economic diversification by advancing a definition that encompasses two related dimensions
of diversification: (i) trade diversification (i.e. exporting new or better products, or to new markets) and (i)
domestic production diversification (ie. cross-sectoral rebalancing of output, driving the reallocation of
resources across industries and within industries between firms to increase total factor productivity). The
chapter raises awareness on the complexity of the diversification process and the state of knowledge
surrounding economic diversification. While the current global environment creates challenges for
poor, small, landlocked and/or resource-dependent countries, a range of new diversification routes can
be followed. This however requires that policy attention be paid to four key determinants of successful
diversification strategies, which development partners and International Organisations can support
through targeted Aid for Trade interventions. These are: (i) the supply of appropriate incentive frameworks;
(i) investments and policy reforms targeted at reducing trade costs; (i) effective policies to support
adjustment and the reallocation of resources towards new activities; and (iv) government interventions
directed at specific market, policy and institutional failures.
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WHY ECONOMIC DIVERSIFICATION MATTERS

Economic diversification is a key element of economic development in which a country moves to a more diverse pro-
duction and trade structure. A lack of economic diversification is often associated with increased vulnerability to external
shocks that can undermine prospects for longer-term economic growth. The world's poorest countries, many of which
are often small or geographically remote, landlocked and/or heavily dependent on primary agriculture or minerals, tend
to have the most concentrated economic structures. This creates challenges in terms of exposure to sector-specific
shocks, such as weather-related events in agriculture or sudden price shocks for minerals.

Figure 5.1. Export diversification in Sub-Sharan Africa, 2017
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Growth also tends to be unbalanced in the case of mineral dependent countries or slow and difficult to sustain in
agrarian ones. Poverty-reducing, trade-driven, growth has been particularly difficult to achieve in countries whose
economies are heavily dependent upon primary commodities. Countries whose geography implies a punishing lack of
connectivity to regional or world markets are also at a distinct disadvantage in attempting to diversify their product and
export mix. Figures 5.1 and 5.2 offer a snapshot of diversification levels across regions of the developing world, using
Herfindhal-Hirschman indices of market concentration.?

Figure 5.2. Export diversification in selected developing country regions, 2017
(Continued on following page)
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Export diversification (HHI) - East and Central Europe, 2017
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Figure 5.2. Export diversification in selected developing country regions, 2017
(Continued from previous page)

Export diversification (HHI) - East Asia Pacific, 2017
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Export diversification (HHI) - Middle East and North Africa, 2017
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Figure 5.2. Export diversification in selected developing country regions, 2017
(Continued from previous page)
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Diversification helps to manage volatility and provide a more stable path for equitable growth and development.
Successful diversification is all the more important now in the wake of slowing global growth and the imperative in
many developing countries to increase the number and quality of jobs. Trade expansion is central to creating new,
higher productivity, jobs that will facilitate growth through structural transformation. Moving labour from low produc-
tivity employment, mainly in agriculture, to higher productivity jobs in a range of mostly urban activities characterised
by strong agglomeration economies is imperative for sustained growth. Countries in East Asia made such a growth
transition in the 1990's through reliance on exports of labour-intensive manufactures. The challenge today for many
developing countries is not only to grow labour-intensive manufacturing, but also value-adding agri-business, horti-
culture, and selected services, activities that are all at once labour-intensive, tradable and value-adding. While rapid
increases in working populations offer many developing countries an opportunity for a demographic dividend, reaping
it may remain challenging in the absence of economic diversification and job-producing private sector growth. The
need for government action through well designed public investments and effective policy reforms that support a
more diversified economy remains centrally important.
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Economic diversification and structural transformation — the movement of factors of production within and across
different sectors towards higher productivity uses - are closely linked phenomena. Structural transformation can refer to
the shift from agricultural to non-agricultural sectors, or from manufacturing to services. A broad and well documented
trend has been the gradual decline in the importance of agriculture accompanied by an initial increase followed by
decline in manufactures and a corresponding increase in services that consistently shows across many countries as a
part of the process of economic development (Herrendorf, Rogerson and Valentinyi, 2014). Such a trend is perhaps most
visible in global labour markets.

The share of agriculture in total employment has been shrinking across all country income groups. Globally, it has con-
tracted by close to a third, from 44 per cent in 1991 to 28 per cent in 2018, with the largest contribution attributable
to middle-income countries (see Figure 5.3)2 The share of employment in manufacturing has also been decreasing
globally and is down slightly from 16 percent in 1991 to 14 percent in 2018, a trend driven primarily by high-income
countries, where advanced robotics and the adoption of other labour-saving technologies has made the greatest
headway (World Bank, 2017). The sectors in which the most significant employment expansion has occurred in recent
decades all relate to services, with construction, non-market (public) services and, most importantly, a host of market
services leading the way (ILO, 2019).

Figure 5.3. Distribution of employment by aggregate sectors, global and country income
groupings, 1991 and 2018 (percentages)
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Efforts at economic diversification could be made more daunting if new technologies and automation encourage a
reshoring of manufacturing production to developed economies. However technological change and globalisation are
also generating new opportunities for resources to shift within agriculture to higher productivity activities, and services
as well as manufacturing can drive diversification and structural transformation (Hallward Driemeir and Nayaar, 2017).
The recent years has seen countries at all levels of development witness a significant expansion of the role of services
in their economies, with technological change a prime driver of what has come to be called the “servicification” of the
world economy (National Board of Trade, 2010).
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Technological innovations in services such as mobile communications and associated value-added services
(e-commerce, e-payments), access to cloud computing and data storage are rapidly changing the very economics of
services delivery and the geography of trade and investment in the sector. In the future, Baldwin (2018) describes 'virtual
presence’ technology and instant machine translation that could enable talented foreigners sitting abroad to provide
services in offices and workspaces based in other countries. These developments hold potentially major welfare con-
sequences for households, and for women in particular. They can greatly enhance the ability of small firms to contest
markets and supply new products by improving access to information and the potential to deliver goods and services
to consumers/buyers on a much greater scale. New technologies allow small firms to sell into global markets as well as
to supply services to larger firms that participate in regional and global value chains and to domestic consumers (ITC,
2018). These trends illustrate the relevance of ongoing discussions on e-commerce and micro-, small- and medium-
sized enterprises (MSMEs) in the World Trade Organization and their increasing prevalence in latest generation
preferential trade agreements (PTASs).

Box 5.1. Chile and Zambia: contrasts in diversification trajectories

Chile and Zambia are both abundant in copper deposits and copper is both countries” main export product. They also
share similar population size but differ significantly in their income levels. Chile’s per capita income (PPP) is over USD
21,000 while Zambia's is just over USD 3,800. Fifty years ago, both countries produced similar amounts of copper. Both
countries have also had similar patterns of copper deposit ownership, with their state-owned companies playing a
major role. Yet their longer-term economic performance has been vastly different. Chile has steadily increased copper
production while Zambia has remained stagnant, although there has been a recovery since 2000. Whereas Chile
progressively lessened its level of resource-dependence, Zambia became more resource-dependent: copper currently
represents 50% of Chilean exports while accounting for 80% of Zambian exports.

Chile followed a two-track diversification strategy: (i) diversification “within” industry (increasing value added in the copper
industry by improving the quality of copper extraction and exporting processed products and complementing this with
the development of domestic ancillary/logistics services; and (ii) diversification “across” industries (development of fisheries:
high quality salmon exports, increasing exports of high value-added agricultural goods such as fruit and vegetables and
wine production). In addition, Chile set up mechanisms that allowed it to save the rents from mineral extraction and invest
in critical growth expenditures. Specifically: (i) a structural fiscal surplus rule that sterilizes the country’s spending levels
against copper fluctuations. This ensures macroeconomic stability and also generates accumulation of wealth when
copper prices are high; and (i) sovereign funds to administer the rents saved. Chile invested a significant amount of savings
on training in advanced skills (i.e. scholarships to enroll Chileans into top global universities) and financing and mentoring
to high growth start-up firms.

Unlike Chile, which enjoys a coastal location, Zambia is a landlocked country with high trade and transportation costs.
Growth has not been inclusive and poverty in Zambia is widespread, with 61.2 percent of the population estimated to
be living below the national poverty line. Sustained growth and continued political stability have produced only modest
improvements in Zambian livelihoods. The effect of economic growth on overall poverty reduction has been small, as
much of the benefits of growth have accrued to those already above the poverty line. Growth has been primarily driven
by mining, construction, and financial services and has done little to create jobs and expand opportunities beyond the
relatively small labour force already employed in these industries. Thus, for Zambia, economic diversification remains an
essential objective to deliver more inclusive growth in the face of declining prices for copper, and to create employment
for its fast growing, urban and youthful population.

Source: Meller and Simpasa (2011).
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Despite its apparent economic benefits, not all developing countries have pursued diversification and fewer still
have been successful in their efforts to overcome the dominance of natural resources and primary commodities or
the shackles of geography. In many developing countries, the extractive industries sector is both shaped by and, in
turn, influences political dynamics. A focus by policymakers on short-term rents from resources and their allocation
to ensure political survival has sometimes distracted from policies and investments necessary to sustain growth in
the long-term and has often been associated with increased internal conflict, with adverse effects for diversification.
Nevertheless, some resource-rich countries have been able to diversify successfully. Resource rich countries can tax
the rents from commodity extraction to fund critical investments in human capital, infrastructure and institutional
assets. Box 5.1 showcases the contrasted diversification trajectories of Chile and Zambia.

DEFINING ECONOMIC DIVERSIFICATION

Economic diversification can be defined as the shift toward a more varied structure of domestic production and trade
with a view to increasing productivity, creating jobs and providing the base for sustained poverty-reducing growth.
Domestic production diversification results from the shift of domestic output across sectors, industries, and firms. It
captures the dynamics of structural transformation, because successful diversification of domestic production entails
resource reallocation across and/or within industries from low productivity activities to those with higher productivity.
For its part, trade diversification occurs in three ways: (a) the export (or import) of new products (goods or services); (b)
the export (or import) of existing products to new markets, and (c) the qualitative upgrading of exported (or imported)
products.

Trade diversification, quality upgrading and the sectoral diversification of domestic production are often closely linked.
Trade is often a key factor behind economic diversification. Indeed, integration into the global economy lies behind the
success of countries in east Asia in diversifying into manufacturing which in turn has driven unprecedented poverty
reduction. Export diversification is an objective in itself to reduce vulnerability to adverse terms of trade shocks and
stabilise export revenues, as well as driving output diversification. Indeed, export diversification appears to be asso-
ciated with less output volatility in low-income countries as well as faster sectoral reallocation. The empirical evidence
also shows that quality upgrading of export products is closely correlated with greater impact of domestic production
diversification on productivity growth (IMF, 2014).

Economic diversification is no longer seen as simply requiring the emergence of new industries. In the past, the focus
was on the development of whole industries and the movement of resources between old (low productivity) and new
(higher productivity) sectors. This typically required investments in all elements of production within a sector. There are
today many more routes towards diversified economies.

Firstly, there has been an increasing focus on firms and firm-level characteristics and performance and the process of real-
location of resources between low productivity firms and high productivity firms, including within existing industries.
For example, there is now a considerable body of evidence to suggest that within sectors, firms that export enjoy
productivity and wage premia relative to those that do not. Secondly, technological change and the secular decline in
transport costs has led to the splitting up of production and the emergence of regional and global value chains where
distinct activities or tasks are undertaken in different countries according to where it is most efficient to locate activities
and manage the value chain. Thirdly, pro-competitive regulatory reform and the decline of communication costs has
enabled developing countries to greatly expand their participation in trade in services, many of which provide relatively
high productivity activities compared to traditional agricultural or manufacturing activity. By supplying three in five jobs
held by women worldwide, and four in five jobs within the G20 grouping accounting for 80 percent of global trade, the
trend towards increasingly service-centric forms of development also shows important gains in inclusiveness (Lan and
Shepherd, 2018; Sauvé, 2019).
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The above considerations recall how concentrating on the output of manufacturing sectors may not be sufficient to
identify the scope of opportunities for economic diversification. Furthermore, the splitting up of value chains implies
that countries should not just be looking to exploit opportunities to produce and export final products but also
exploring possibilities with regard to intermediate inputs. Diversifying the range and quality of imported inputs can
support quality upgrading and productivity growth in existing sectors and allow new varieties of products to be
developed. Producers of inputs can explore the densification of their value chains (diversification toward new uses of
a given product) to access new markets and reduce vulnerability to product-specific shocks. This not only means a
much richer menu for discussions on diversification but also the need for a more varied set of diversification metrics.

THE POLICY AND INSTITUTIONAL FRAMEWORK FOR DIVERSIFICATION

There is no magic recipe for diversification. There are, however, multiple paths to successful diversification. In countries
at very low levels of economic development, the priority is typically to get the fundamentals right. As countries develop,
multiple diversification paths may become available. Malaysia, for instance, was previously a primary commodity-based
economy. Today it is integrated into global value chains across a wide range of (primarily manufacturing) industries, has
expanded into new products and markets and upgraded the sophistication of its export mix. Chile opted for upgrading
its traditional resource-dependent export industry (i.e, development of ancillary and logistics services to support the
expansion of the copper exporting industry); and for domestic diversification toward new agricultural exports (i.e.
development of the salmon and wine exporting industry). Long an exporter of a limited mix of agricultural com-
modities (bananas and unprocessed coffee), Costa Rica has made insertion in regional value chains and the attraction
of FDI needed to sustain it a centerpiece of the country’s development strategy over the past decades. At latest count,
the country’s export mix exceeded four thousand products, chief among which medical devices and IT components
alongside a host of high value-added services. Much like Costa Rica, the United Arab Emirates are well-endowed with
an efficient bureaucracy, stable macro-economic framework, good infrastructure, and a privileged location. It followed
a diversification strategy focused on exporting new business services, exploiting agglomeration externalities and
building a low-cost business platform (Gelb, 2010).

Everywhere, the trade and investment policy agenda lies at the heart of a strategy for economic diversification. Providing
the foundations for structural transformation and private sector driven-growth is an essential element in achieving
a broader base of economic activities. No country has experienced sustained growth and significant reduction in
poverty without integrating into the global economy. Development partners can assist developing countries to put in
place the following key basic elements:

(i) an appropriate incentive framework through reforms to the business and investment climate,
reviewing trade and investment policies to remove bias against exporting and ensuring effective
competition in product and factor markets and in key backbone services such as transportation,
finance, energy and communications.

(i) investments and policy reforms that reduce trade costs — declining trade costs and efficient trade
logistics were at the heart of the success of East Asian countries in integrating into the global
economy and achieving more diversified economies with not only more, but also better jobs.

(iii) effective policies to support adjustment and the reallocation of resources to new activities —
from declining sectors but also from the informal sector and new entrants to the job market.

(iv) government interventions that target specific market, policy and institutional failures.
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This approach provides an analytical base upon which a country can define a strategy to address the essential policy
requirements for private-sector driven diversification. Each country should of course define its own route to a wider
range of trade and production activities that reflects underlying endowments, comparative advantages and national
characteristics, including the profile of poverty, availability of skills, institutions and governance conditions and pre-
vailing political economy constraints. This will typically lead to a mix of cross-cutting, sector-focused and geographically
targeted measures that will vary across countries, ideally defined in close consultation with the private sector (domestic
and foreign) and regularly fine-tuned as the development process unfolds. For example, the route to diversification for a
small resource-rich country with relatively high wages will likely be very different to that of a large resource rich country
with low-wages.

The approach described above also provides a general step-wise sequencing of priority measures. The initial focus
should be on addressing a country’s incentive framework. There will be little point in investing heavily in infrastructure
to reduce trade costs or in developing measures to support the movement of resources or targeting specific market
failures if the incentive framework remains highly distorted and there is a strong bias against exports or if the sectors
face significant entry barriers in the form of tariff or non-tariff barriers. In this case, active policies are likely to exacerbate
the misallocation of resources. On the other hand, in countries that have been able to put in place an appropriate
incentive structure and have efficient backbone services and relatively low trade costs, the policy focus can turn more
to facilitating adjustment and targeting more specific market failures.

The sequencing of policies targeted at economic diversification should also take account of the implementation
capacity of governments. For example, the implementation of industrial policies has often been undermined by
imperfect knowledge of the externalities and spillovers that warrant sector specific interventions and the vulnerability
of such interventions to corruption, manipulation, and rent-seeking conduct. Countries with weak institutions and
limited capacity to implement complex policies, typically those with lower incomes, will tend to face greater risks when
implementing industrial policies as opposed to focusing limited resources on removing disincentives to diversification
and delivering essential public goods.

Countries with weak institutions often face significant political economy challenges in implementing a diversification
strategy. Countries with a limited economic base, especially when dependent on high-value minerals, will often see
political activities focused on rent-seeking behaviour and efforts to capture available economic rents. Despite strong
economic arguments for the long-term benefits of diversification, this environment makes it difficult to implement
necessary economic reforms. Successful strategies for diversification will therefore be based on a careful understanding
of the underlying political environment, the main actors and how they wield power, the institutions that influence how
that power is moderated and the potential impact of external factors, including regional institutions and partners such
as the World Bank and other development agencies. For many countries, compliance with WTO disciplines, acceding
to the world trade body, regional integration schemes and deep preferential agreements entered into with key trading
partners can all represent powerful anchoring mechanisms to overcome domestic resistance to change by providing
binding commitments that help to lock in reforms necessary for diversification.

Effective collaboration between development partners and international organisations is essential to support the
implementation of a diversification strategy. There are a range of issues that require working together in partnership,
for example, on addressing infrastructure constraints that raise trade and logistics costs in coordination with reforms
that reduce trade barriers and increase competition among the providers of services along that trade-related
infrastructure. The effective implementation of reforms that address policy failures requires a careful assessment of
governance restrictions and political economy constraints. Efficient reallocation of resources across sectors or firms
depends upon labour market policies and access to finance, among other issues.
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THE INCENTIVE FRAMEWORK FOR DIVERSIFICATION

The World Bank Group’s experience in advising governments on economic diversification suggests that there are three
key areas of economic incentives that intersect to affect the framework for diversification. These are: i) business requ-
lation and investment policy; i) trade policy design; and iii) competition policy.

Business regulation and investment policy

Clear, transparent and predictable business regulation that provides a level playing field among investors - small and
large, domestic and foreign - are essential for economic diversification. Business regulations such as those governing
credit markets, the hiring and firing of workers, quality standards, the procedures and licenses required to start a business,
contract enforcement and insolvency — all form an essential part of the incentive framework to encourage investment in
new activities. In environments with a poor investment climate, the lack of competitive domestic suppliers, combined
with inefficiencies in factor markets and institutional capacity constraints, hinder diversification (Farole and Winkler,
2012). There are three main ways in which business regulation and the investment climate condition the incentives
towards diversification:

B By reducing the costs of investing in new activities and by improving the efficiency by which resources move
from declining firms and sectors towards more dynamic firms and sectors. The time and cost of opening
a business can affect entrepreneurship and the ability of firms to respond to emerging opportunities
within existing and in new industries. Similarly, effective bankruptcy regimes that facilitate exit and
encourage risk-taking constitute an important incentive for market entry. The effectiveness of entry
and exit regulations can also foster competition among incumbent firms and their incentives to
invest and innovate. Exit regulations affect how quickly resources trapped in unviable firms can
be reallocated towards more efficient uses. Restrictive entry regulations disproportionally penalise
industries characterised by greater experimentation, such as ICT-intensive sectors (Andrews and
Cingano, 2014; Aghion et al., 2006).

B By affecting day-to-day business operations and investment decisions. These include tax regulation,
credit market and labour market regulation. The extent to which these regulations are evenly applied
matters for the efficiency with which resources are allocated across different sectors and firms.
If discriminatory regulations allow less productive firms to survive and expand at the expense of more
productive ones, diversification efforts will likely fail (Bartelsman et al,, 2010; Hseih and Klenow, 2009).
Similar outcomes may arise when inefficient firms, including state-owned enterprises are propped up
through distortive subsidy practices.

B By proving a predictable and transparent business environment, reducing the risks associated with testing
new products and markets. Effective enforcement of rules and sound intellectual property rights enable
firms to internalise the economic benefits of innovation, encouraging investment. A transparent and
non-discriminatory regulatory environment, including appropriate investor protection laws,
can promote investment in riskier activities that have potentially long-term payoffs. An emerging
literature on economic policy uncertainty suggests a positive effect of predictability on investments,
especially for large firms and sectors characterised by irreversible investments (Baker et al,, 2015;
Bartelsman et al., 2010).
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Trade policy

The nature and structure of protection in overseas markets shape the opportunities for export diversification in
developing countries. This is especially so if overseas protection is biased towards products in which a country enjoys
a comparative advantage. For example, tariff escalation (the cascading of import tariffs according to the degree of
processing) in developed countries has long constrained opportunities for developing countries to add value to and
develop additional activities around agricultural and mineral products.* Similarly, for light manufacturing, import tariffs
on products such as clothing and shoes are typically much higher than those on textile fabrics and leather. To some
extent, this constraint has been alleviated by multilateral trade liberalisation through the WTO which has reduced tariff
peaks in rich countries and through the provision of non-reciprocal tariff preferences for developing countries, although
the latter are frequently undermined by unduly restrictive rules of origin. Nevertheless, an important challenge for
developing countries, especially the poorest, is to better leverage trade preferences to drive export diversification.

Regional integration and deepened South-South trade also represent effective mechanisms to increase new market
opportunities for exporting firms. Diversifying exports to higher income markets is often more difficult than diversifying
exports to regional markets. Standards are often higher, requiring larger investments to raise quality and meet higher
health and safety requirements (ITC, 2016). Developed country buyers may also demand very large consignments,
requiring substantial investments in capacity. For this reason, diversification through exports to nearby countries with
similar tastes and regulatory requirements — and hence potentially lower compliance costs - may prove easier. So will
South-South trade. Expansion in such markets can then provide the springboard for enlarged access to the global
market once experience with exporting has increased and awareness or product requirements in other markets has
been accumulated.

Tariffs on imports can act as a constraint to export diversification and to sustained insertion in regional or global pro-
duction networks. The level of import protection determines the incentives to produce exportable goods by directly
raising the domestic price of imports relative to exports. It has long been known that there exists a symmetry (or
equivalence) between the effects of an import tariff and an export tax on domestic relative prices. Import tariffs also
indirectly alter the price of exports relative to the prices of (non-traded) goods produced solely for the domestic market.
Since a tariff raises the price of imports, consumers will shift consumption toward non-traded goods and raise their
price if these two types of goods are substitutes. Thus, a tariff on imports will reduce the price of exports relative to
non-traded goods and shift production away from exports. Also, tariffs on intermediate inputs used by exporters in the
absence of well-functioning duty drawback schemes increase the cost of producing goods for export and therefore,
will reduce output of tradable goods. Tariffs on intermediates are of central importance to successful participation in
regional and global value chains.

It is also important to address non-tariff measures (NTMs) as part of a diversification strategy. Rules and regulations in
overseas markets governing issues such as border procedures, technical regulations and standards can raise trade costs
and limit entry by new exporters, especially when they are designed and/or implemented in a way that discriminates
againsttrade. Lackofinformationand uncertainty regarding export-related requirementsforexporting can undermine the
survival rates of exporting firms. Standards can facilitate exports, and product upgrading, by codifying the requirements
that are necessary to export to markets where demands for health, safety and for quality differ from the domestic market.
NTMs that limit imports to the domestic market can also undermine exports by limiting competition among suppliers
of key inputs and therefore access to new technologies. The WTO provides needed disciplines on discriminatory reg-
ulatory measures and a forum for challenging regulations that arbitrarily discriminate against suppliers through the
TBT Agreement and non-science-based food safety, animal and plant health measures through the SPS Agreement.
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More recently, the WTO Trade Facilitation Agreement provides a mechanism for the global adoption of best practices
regarding customs procedures as well as a forum to challenge discriminatory practices. Preferential trade agreements
that include provisions for harmonisation or mutual recognition of product standards can also help reduce the costs
associated with regulatory diversity and support diversification.

Services trade policies can spur diversification through the expansion of services exports. They can also promote the
diversification of goods exports through improved access to a wider range of more efficiently produced services inputs.
High costs for energy, telecoms, logistics, and finance, erode firms’ competitiveness and deter them from diversifying
production and exports. As countries develop, service sector liberalisation can help firms to meet supply requirements,
diversify, and integrate into global value chains in goods and services markets alike. Efficient services are also crucial for
taking advantage of modern distribution channels. For example, producers are increasingly using e-commerce to sell
directly to consumers through web-based outlets. However, diversification toward services exports can be hampered
by regulatory diversity. Regulatory heterogeneity affects the fixed cost of entry into a new market as well as the variable
costs of servicing that market (Kox and Nordas, 2007). To address this challenge, service sector reforms should go beyond
trade openness by focusing on the simplification, harmonisation, approximation or mutual recognition of domestic
regulations. (Gari, 2018; Polanco Lazo and Sauvé, 2017).

Rwanda’s recent development trajectory illustrates the economy-wide benefits that can derive from a determined
focus on diversification and value addition anchored in trade policy (see Box 5.2).

Box 5.2. Rwanda'’s export diversification path

Rwanda’s policy framework has enabled it to successfully diversify exports while simultaneously raising the value of
traditional commodity exports. Rwanda succeeded in growing its exports by about 20 percent annually from 2000 to
2016. Over the period, exports have become less dependent on the country’s three traditional export products: tea,
coffee and minerals. While their export share dropped from 41 percent to 25 percent, their overall export value more
than tripled, from USD 415 million to USD 4,125 million. Trade policy focused on value addition has helped to mitigate
the impacts of swings in international commodity prices. This is exemplified by the government'’s coffee strategy, whose
focus on improving quality has increased farmgate prices for certain varieties by a factor of 5. Such efforts helped to
offset drops in international prices between 2011 and 2015. By continuing to increase value-addition, Rwanda has laid
the foundations for resurgent farming earnings once commaodity prices rebound.

Rwanda has similarly transformed itself into a services economy, with aspirations to overcome the country’s landlocked
status by developing it into a regional hub for professional and business services. Half of Rwanda’s export earnings
already come from services, with mountain gorilla tourism leading the way, followed by transport, ICT, construction
and finance. Meanwhile, the improving quality and range of domestic services inputs contributes importantly to the
country’s rising competitiveness in goods exports.

Rwanda’s non-mineral industrial sector has also started exporting, particularly for agro-processing. While light
manufacturing has remained broadly constant in export share, the value of exports has witnessed a fourfold increase
since 2005, reflecting a rise in exports in a number of new industries, including apparel and leather products, mechanical
appliances and beverages.

Regional markets have played an important role in sustaining Rwanda’s diversification efforts. The country saw a
considerable increase in intra-regional goods trade following its accession to the East African Community (EAC) in 2009,
with improved connectivity to the ports of Mombasa (Kenya) and Dar es Salaam (Tanzania) playing a key role. While
conflict in the Democratic Republic of Congo (DRC) limited trade prior to 2007, greater regional stability has seen a
marked pick-up in commercial ties. By 2016, Rwanda exported more goods and services to the DRC than to the EAC.

Source: World Bank (2019). .
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Competition policy

Competition policy plays an important role in the expansion of an efficient and diverse private sector and goes beyond
implementing a legal framework for addressing dominant positions, collusion, unfair competition, and antitrust investi-
gations to cover legal enforcement, competition advocacy and institutional effectiveness. Anti-competitive behaviour
can seriously inhibit the scope and incentives to innovate and diversify (see Figure 5.4). Clear antitrust and competition
laws and their effective and predictable enforcement are necessary to complement regulations that enable firm entry
and rivalry. Left undetected, cartel agreements and abuse of dominant market positions can raise prices and discourage
firms from investing in new or better products. Empirical evidence shows that on average, stronger market competition
encourages innovation. In addition to increasing firms' incentives for “process innovation”, promoting competition also
encourages “product innovation”.

Competition policy can also support “disruptive innovation”, for example in service industries based on mobile tech-
nologies. Competition policy can enhance the impact of innovation programs on economic diversification. In Moldova,
for example, the introduction of competition principles (transparent allocation criteria) into R&D incentive programs
reduced the scope for selectivity bias toward connected firms, allowing less connected start-ups to access these
programs. The application of rules that guarantee competitive neutrality in markets with state-owned enterprises can
help firms to enter, expand and diversify based on their merits. By contrast, rules that discriminate against certain firms
in favor of vested interests can hinder economic diversification. Lack of political will or institutional capacity constraints
can limit the efficacy of competition policy reforms.

Figure 5.4. Competition policy and economic diversification
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Competition policy can also play a key role in increasing the efficiency of domestic input supplying industries
and support greater backward and forward linkages that foster diversification. Reforms that boost competition in
input markets have spillovers on downstream firms. In many developing countries, input markets (such as fertiliser,
cement, energy, finance and telecommunication markets), are often saddled with entry barriers and anticompetitive
behaviour, due to economies of scale, network effects and the presence of state-owned enterprises.

Fostering greater competition among service suppliers can prove especially important to lowering prices for consumers
and producers alike. While a host of other factors — small scale, weaker collateralisation of intangible assets, inadequate
access to finance, regulatory deficiencies — contribute to service sector inefficiencies, studies show that the pay-off
from increased competition and efficiency could be large. Scaling up services trade provides double benefits: services
exports represent a potentially important source of foreign exchange earnings that underpin diversification efforts.
Meanwhile, services imports can lead to greater competition, lower prices and increase quality, enhancing efficiency
gains and competitiveness in the process (Roy, 2019). Hoekman and Shepherd (2015) argue that the greater contest-
ability of services markets improves overall allocative efficiency by producing significant benefits for downstream
users, particularly in manufacturing. Using cross-country data for the world and East Africa, they find that a 10 percent
reduction in a country’s services policy stance (as measured by the World Bank'’s Services Trade Restrictive Index (STRI) is
associated with a 44 percent increase in manufactured exports from a country such as Rwanda.

Competition policy reforms can have tangible impacts on diversification, as the following examples show:

B InIndia, downstream manufacturing firms diversified production following far-reaching services
reforms enacted in the 1990s that promoted competition in key input markets (in particular, the
liberalisation of telecommunications, transport and energy markets).

B InKenya, competition policy reform was central to the emergence of mobile banking services. The
entrance of Mobile Virtual Network Operators into the banking industry led to the introduction
of new banking products, promoted the entry of new small businesses and resulted in significant
gains in financial inclusion.

B In Honduras, competition policy reform promoted the entry of new firms in agricultural input
markets (fertilisers and pesticides). The reform eliminated discretionary procedures and reduced the
registration time from three years to ninety days. Since the reforms were enacted, three hundred
new products were registered, and the price of some pesticides fell by 9 percent.

B In the Philippines, competition policy reform in the transport sector prevented incumbent
operators from discouraging new companies from serving certain routes. The reform is expected to
generate significant savings in logistics costs. In addition, new entry into the shipping industry may
improve the quality of shipping services and promote diversification toward new industries, such as
refrigerated shipping services.
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THE IMPERATIVE OF REDUCED TRADE COSTS

The single most important determinant of long-run trade growth is reducing the cost of getting goods to market —and
securing inputs for local producers at lowest cost. For landlocked and smallisland economies, transportation costs inflate
the costs of exporting and of sourcing inputs by up to 50 percent. While distance remains the most important source
of trade costs, the lack of facilitation at borders, the fragmentation of supply chains and limited access to affordable air
cargo opportunities or land transport corridors all contribute to the high cost of trading across borders (Rastogi et al,
2014). Investing in trade-related infrastructure, coordinated with relevant policy reforms and better governance, is key
to help reduce trade costs and support more diversified trade. Estimates from nine Latin American countries suggest
that a 10 per cent decline in average transport costs would be associated with an expansion of more than 10 per centin
the number of products exported (Moreira et al,, 2008). In LDCs, the focus should be on ensuring that basic port, border
and connecting transport infrastructure is in place. Best practices from trade and development projects implemented
by the World Bank and other development partners show the importance of coordinating such infrastructure inter-
ventions with aid-for-trade support targeted at: (i) measures to simplify border procedures and improve the standards of
treatment of traders and officials, including through training and other capacity building support; and, (ii) programs that
address institutional weaknesses and governance failures among those ministries involved in trade issues and border
clearance agencies, for example, by introducing performance based management of agencies operating at the border.

Trade logistics services are a critical determinant of countries’ connectivity to regional and global markets and their
competitiveness. The importance of trade logistics has increased with the splitting up of production on a global scale
and the increasing sensitivity of trade to transport and logistics costs. The decisions of firms on the country in which to
locate, from which suppliers to buy, and which consumer markets to enter are all influenced by the quality of logistics.
Thus, the cost, range and quality of logistics services available to exporters can define the scope for export diversifi-
cation. For example, slow and costly logistics can prevent entry of otherwise competitive suppliers into just-in-time
supply chains. Good trade logistics are crucial for the competitiveness of activities which rely upon imported inputs.

Logistics performance remains an area where performance improvement can support the diversification priorities of
developing countries. Available empirical evidence suggests that export concentration is often associated with poor
logistics (World Bank, 2017). A range of studies have indeed shown the importance of logistics for competitiveness and
the development of the light manufacturing sectors that can drive diversification such as apparel, leather products and
agribusiness (Huria and Brenton, 2016).

The trade logistics sector is often characterised by regulatory and institutional fragmentation and a lack of coordination
that can be just as costly to supply chains as direct transport costs. The sector provides a large set of activities which
includes all modes of transportation services and a range of related ancillary services including freight forwarding, dis-
tribution, packaging, warehousing services, transport management services, and supply chain consulting services.
Logistics services providers also require access to critical transport infrastructure (ports, airports, roads) in a non-dis-
criminatory manner and are dependent on the time and cost of satisfying border procedures. This implies that logistics
services are subject to many rules and regulations under the responsibility of different regulatory authorities, each with
different regulatory objectives, and often with little coordination. Such fragmentation compromises the underlying
network, increasing costs and reducing efficiency. It also aggravates the competitive disadvantage faced by some
countries by virtue of their geographical position.
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Regulations that support greater competition in the logistics sector and simplification of the requirements to meet
legitimate policy objectives can reduce the cost of trade logistics, raise quality and variety and so support a more
diverse production and export base. While high barriers remain in a number of countries, there has been a degree
of liberalisation of transportation services in developing countries that has reduced barriers that restrict foreign
participation or discriminate against foreign providers. Other components of the logistics services chain, such as cargo
handling, freight forwarding, still confront high barriers to entry. In addition, the regulatory framework governing the
operation of logistics services is often complex. While regulations are often necessary to achieve objectives such as
safety, they may be designed with the aim of protecting the interests of domestic industries. Full implementation of
the WTO's Trade Facilitation Agreement and deepened liberalisation commitments in the cluster of transport and
logistics-related services noted above assume particular importance as policy complements in this regard.

INTERVENTIONS THAT TARGET SPECIFIC MARKET, POLICY AND INSTITUTIONAL FAILURES

Effective government interventions to support economic diversification require a fluid dialogue and close coordination
with the private sector — both domestic and foreign. Appropriate institutional arrangements are needed to elicit infor-
mation from the private sector about potential opportunities for economic diversification; about existing bottlenecks
that prevent a country from taking advantage of such opportunities; and about concrete actions and policies best able
to remove such obstacles. Moreover, institutions must be able to cope with the challenge of sustaining interventions
over time and coping with the risk of capture and rent-seeking often inherent in public-private interaction. As institu-
tional capabilities vary greatly across countries, policymakers must be mindful of policies that match their existing capa-
bilities. Types of government interventions that can support diversification include the following elements:

Export Promotion Agencies

Export promotion agencies and initiatives can address information failures that affect firm entry and survival in foreign
markets. Low entry and/or low survival rates of exporting firms may result from information asymmetries such as dif-
ficulty in gaining information on product standards in destination markets. These can be mitigated when there is a
greater presence of exporters of the same country operating in the same export markets or with more experience in
exporting the same products. When such information is not readily available, export promotion agencies can usefully
fill the gap. These institutions can notably address information gaps for firms operating in non-traditional sectors, even
if they are not yet exporters.

However, export promotion agencies have a mixed record in promoting diversification. While some agencies have
made strong contributions to the export performance of their sponsoring countries, such models are not always easily
replicable. Evidence points to several features that contribute to successful export promotion. First, it works in policy
environments that do not exhibit a strong bias against exports (such as an overvalued exchange rate or high tariffs that
provide nominal and effective protection, or high trade costs). Special procedures, such as export processing zones or
special export finance facilities, can shield exporters from poor trade policy environments but they may need to incor-
porate sunset clauses and reward rather than pick winners (Lederman et al., 2010). Second, export promotion agencies
work best when they function autonomously, flexibly, and maintain open communication channels with private actors
to support a demand-driven strategy. Third, export promotion activities are best financed through general revenues
rather than through taxes on exports.
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Investment promotion agencies

Investment policy and promotion efforts can support diversification by attracting greater volumes of foreign direct
investment (FDI). Good practice is to refrain from using mandatory local content requirements (Sauvé, 2016); to promote
policy coherence between FDI linkages to local firms and investment incentives, notably through well designed supplier
development programs (see Box 5.3); and to provide a host of investor “after-care” services, including those targeted at
anticipating possible sources of tension between host countries and foreign firms (World Bank Group 2018). Fewer pro-
cedural steps required to establish wholly foreign-owned, domestically-incorporated, companies, and fewer restrictions
to the FDI arbitration process are associated with higher FDI stocks (Qiang et al,, 2015). International investment disci-
plines, particularly those embedded in PTAs, have been shown to increase FDI in participating countries. But restrictions
on foreign acquisitions, discrimination in licensing, restrictions on the repatriation of earnings, and inadequate legal
frameworks to appeal regulatory decisions can easily deter foreign investment.

Box 5.3. Stimulating product upgrading through supplier development programs

An increasingly effective means to increase exports is to deepen the domestic supply chain of value added. To the
extent that domestic suppliers can substitute for imports now going into exports, increasing value added contributes
to embodied exports. Doing so typically requires quality upgrading to improve linkages between domestic suppliers
and large international ‘anchor’ firms. This is particularly important because anchor firms often have detailed technical
and quality requirements for their supplies which may differ from generic quality certification. Globally recognisable
producers with brand names to uphold often require suppliers to comply with additional private standards linked to
social, environmental, labour, gender or safety norms which may exceed national legal requirements (UNIDO, 2013;
Steenbergen and Sutton, 2017).

A supplier development program can help develop domestic supply chains and promote important host country FDI
spillovers. This is done by bringing large anchor firms and potential local suppliers together, a task which investment
promotion agencies are well placed to perform, and then providing additional support and incentives to ensure
that suppliers get the appropriate training and upgrading assistance to ensure that their products meet the quality
standards of the anchor firm. Chile’s Supplier development program offers a model of ways to foster domestic supply
chains in a market supportive way. The program eschews mandated (and WTO non-compliant) rules for value-addition
but focuses instead on improving commercial linkages between SMEs and large foreign customers through various
‘marriage counselling/matchmaking’ services, subsidised credit and other fiscal incentives to promote linkages. Arraiz
et al. (2013) found that this program was significantly effective in increasing sales, employment and the survival rates of
SME suppliers. Similar programs have been launched in El Salvador, Colombia and Malaysia.

The role of FDI as an enabler of diversification depends on the type of investment. Not all foreign investment is the
same as far as positive spillovers to the rest of the economy are concerned. Mining shows fewer linkages than agri-
business. Joint-ventures between foreigners and local entrepreneurs unleash greater spillovers than projects financed
and run only by foreigners. So do projects that involve investors from neighbouring countries, who generally know the
receiving country better. The literature distinguishes four types of FDI: (i) natural resource-seeking investment (focused
on exploiting natural resources); market-seeking investment (serving large domestic or regional markets); strategic asset-
seeking investment (driven by investor interest in acquiring strategic assets through mergers and acquisitions); and
efficiency-seeking investment (focusing on export-oriented production).

As noted above, efficiency-seeking FDI is particularly conducive to diversification. This type of investment is typically
export-oriented and leverages local factors of production to reduce production costs. It involves the transfer of production
and managerial know-how, enhances access to distribution networks and sources of finance. Low and middle-income
countries that succeed in attracting “efficiency-seeking” FDI have greater success in diversifying their export structure.
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For example, in Honduras, FDI played a role in jumpstarting the country’s light manufacturing sector and in the diver-
sification of exports over the last decade. Thanks to FDI and its linkages with domestic firms, Mexico developed its
aerospace industry in less than two decades, taking advantage of closer regional ties (within the NAFTA) to insert local
producers into the continental production networks operating in the sector.

The impact of FDI on diversification also depends importantly on host country conduct. Countries with less education
or larger technological gaps generally find it more difficult to extract spillovers from inward foreign investment. The
impact that foreign investment exerts on the overall economy ultimately depends on the quality of the business envi-
ronment. All things equal, countries with better business regulatory environments tend to be more attractive to FDI. This
explains why foreign investments in Chile’s mining, Vietnam's agriculture, and Mauritius's IT sectors have helped raise
diversification of production and improve the productivity of workers and firms, including those that operate outside
the FDI attracting sectors.

Spatial Policies

Spatial Policies (SPs) can play an important role when growth is not regionally balanced and certain areas within countries
lag behind (Moreira et al, 2013). SPs involve policy interventions which aim to stimulate the economic development of
specific locations within a country by attracting the emergence of productive and innovate firms. The key character-
istics of SPs are that they: (i) target a specific area; (ii) are tailored to the specific context and history of a locality; (i) aim
to overcome coordination failures between different actors; and (iv) frequently involve stakeholders at the national and
local levels in the assessment, design and implementation stages. These activities can be organised around four types
of interventions: (i) growth poles; (ii) special economic zones; (i) economic corridors; and (iv) clusters.

Growth Poles emanate from a core location, where one or more critical industries or a group of firms are located. This
core is frequently identified with a city or area where substantial agglomeration economies occur, allowing dynamic
industries to exchange and diffuse new knowledge, innovation, share pools of skilled labour and infrastructure, all the
while minimising the costs of providing public goods and services. In growth poles, strategic public investments in infra-
structure can help to unleash the economic potential of selected locations and generate a catalytic effect on upstream
and downstream industries. Additional economic activity, innovation and economic growth are subsequently expected
to propel the economic dynamism of neighbouring areas through the diffusion of these activities.

Special Economic Zones (SEZs) have been used to support diversification. SEZs are typically established to achieve one
or more of the following aims: (i) attracting FDI; (i) serving as “pressure valves” to alleviate large-scale unemployment; (iii)
supporting a wider economic reform strategy; and, (iv) acting as experimental areas for the application of new policies
and approaches (Farole, 2011). SEZs, such as export processing zones or industrial parks, typically offer a mix of financial
incentives (e.g. tax breaks, subsidies), infrastructure facilities (e.g. uninterrupted electricity supply), trade facilitation
(expedited customs procedures, duty free access to imported inputs), access to land, and protection from government
interference, to induce a critical mass of private firms to enter, invest, and diversify economic activity. However, the
empirical evidence on their effectiveness is mixed. SEZs have been successful when they attract investment that exploits
a key source of comparative advantage—typically low-cost labour in developing countries. For example, in addition to
successful examples from China and Malaysia, countries such as the Dominican Republic, Honduras, Republic of Korea,
Madagascar, Mauritius, Taiwan and Vietnam have all seen a significant number of manufacturing jobs created through
export processing zones. However, there is also a substantial literature of examples of failed special economic zones that
did not generate new economic activity (Lederman and Maloney, 2012)The success of SEZs requires a flexible approach
that is not based solely on fiscal incentives, limited labor regulations and wage restraint but encompasses a broader
approach to providing an effective business environment and building firm-level competitiveness, linkages with the
domestic economy, innovation and social and environmental sustainability.
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Economic Corridors are characterised by the connection of two economic centers through connective infrastructure.
The aim of developing a corridor is to leverage and intensify the growth potential of the two nodes at each end of
the corridor by promoting the agglomeration of economic activity between the two nodes, along the physical infra-
structure connecting them. Economic corridors may encompass several smaller nodes along the way and could, in
certain cases, evolve into a branch shaped structure. Economic corridors can be subnational in nature (connecting to
sub-regional hubs, such as the Sulawesi Economic Corridor in Indonesia), national or even international (such as the
East-West Corridor connecting Myanmar, Thailand, Laos and Vietnam). Most corridors are multi-sectoral, although sector
specific corridors, such as agriculture focused corridors, also exist. Specific policy interventions within an economic
corridor approach typically encompass public and private investments. Crucial to the development of the corridor is
the transport infrastructure investments — often multimodal — connecting the two economic nodes. Private sector
investment projects, combined with trade and regulatory policy reforms to improve the overall business environment
of the corridor either take place simultaneously to the development of the basic infrastructure or ensue shortly after.
Furthermore, the development of sectoral development plans can help boost the competitiveness of specific industries
located within the corridor.

Clusters are geographic concentrations of interconnected companies and institutions in a particular sector. Prominent
examples are the financial industry in London, the IT cluster in Bangalore and the leather sector in Italy. A typical cluster
is comprised of firms in the same or closely related sectors, networks of specialised suppliers and service providers as
well as by the existence of infrastructure tailored to the specific needs of the firms and industries in the clusters. One of
the essential characteristics of a cluster is the presence of strong collaborative links between all the stakeholders in the
cluster, including firms, industry associations, government agencies, and universities and research centers. In clusters,
private companies tend to collaborate with one another. Collaboration mechanisms can include investing in research
institutes that conduct research on topics and generate knowledge that contribute to the advancement of the sector or
related sectors at the heart of the cluster. Pooling resources to enhance the quality of the cluster products and improve
their commercialisation and marketing offers another example. Local research centers, universities or consultancies also
often provide industry-specific training programs and basic and applied research relevant to the cluster. Government
agencies can provide support to the provision of infrastructure and a sound regulatory environment.

Firms in well-functioning clusters benefit from the agglomeration economies, described above, through pooled labor
markets, forward and backward linkages and knowledge spill-overs. Some clusters can appear spontaneously, as a con-
sequence of the functioning of market forces. In other cases, however, clusters require careful planning and support
in order to emerge and take off, especially in areas which lack sufficient economic density or where the coordination
among different stakeholders is difficult, because of limited density, too great a distance to the technological frontier or
institutional deficiencies. In these cases, cluster policies are needed in order to prompt the creation and consolidation
of new and emerging clusters, as well as the further specialisation of existing ones. Facilitating networking platforms in
order to improve coordination and generate knowledge spillovers, investments in specific infrastructure and programs
for academia-private-sector collaboration are examples of specific policy interventions that may help to trigger cluster
formation or propel the economic dynamism of existing clusters.
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POLICIES TO SUPPORT ADJUSTMENT

The labour market is often key to the adjustment process. The extent and speed with which labour moves between
occupations, firms, industries and locations, as well as the size of the adjustment costs borne by adversely affected
workers, is to a large extent determined by the functioning of the labour market. In general, investing in education
and skills contributes positively to economic diversification — telling examples include the growth of India’s software
industry, the increased sophistication of China's exports as well as rising exports of business services from the Philippines
(Agosin et al, 2012). However, high enrolment rates in secondary and tertiary education do not automatically translate
into high-quality learning. Skills development depends on the quality of educational inputs and a focus on learning
outcomes. Secondary schools and universities may produce graduates with narrow skills or with specialisations in fields
that are no longer in high demand. Alignment with labour market demand is critical to address skill mismatches and
support economic diversification. Addressing such mismatches is proving particularly important as a determinant of
digital uptake.

Improving public-private coordination is required to better identify the skills needed for current and future labour needs.
Despite improvements in the overall level of education among workers over the past five decades, firms continue to
struggle to find workers with the required skill-sets. Many countries have education and training systems that are not
developing the kinds of skills needed by the private sector. These are the skills that allow firms to deliver the products
and services demanded by the increasingly globalised markets in which they operate. Therefore, longer-term education
and labour reform needs to be accompanied by improved systems for skills development, particularly vocational
training. These systems need to be informed by the private sector so that they can deliver the range of skills that are
relevant to evolving market demands and to the firms that have the potential to deliver growth and productivity gains
in the near and medium term.

Gender inequalities act to undermine efforts to diversify. High levels of gender inequality are associated with lower
levels of export and output diversification and the available evidence suggests that gender inequalities are a cause of
low diversification (Kazandjian et al, 2016). Inequalities of opportunity, for example in education, constrain the pool of
human capital upon which diversification can be driven. Discrimination that limits the volume and nature of labour
force participation by women narrows the pool of talent from which employers can hire. It also limits the number
of female entrepreneurs. Hence, identifying and addressing gender disparities and constraints in education, training,
access to finance and information networks and in the labour market represent important elements of inclusive diver-
sification strategies.

A well-functioning financial sector is a further key element to support diversification. Financial instruments, interme-
diaries, and markets can facilitate the trading, hedging, and pooling of risks that firms take when they opt to diversify.
Deeper financial markets and the diversity of funding sources they offer support diversification into more complex
goods and greater varieties. They do so by allowing firms to access long-term capital financing and by funding riskier
investments. In Africa, for example, shallow financial sectors have been a major obstacle in efforts to diversify economies,
as firms become unduly reliant on a narrow range of risk-averse lenders, typically banks. Obstacles in the financial
sphere include complex credit application procedures, lack of collateral, high lending costs, inadequate venture capital
and non-bank sources of funding, and short maturities against the backdrop of low financial capability which prevent
firms from accessing finance.

Policies that support innovation and entrepreneurship and the reallocation of resources to innovating firms can be
important in supporting the move to a wider range of higher quality of goods and services. Investing in innovation
increases firm capabilities, facilitating the adoption of new technologies that improve productivity and product
quality. Both product and process innovation can help firms to diversify by reducing production costs and freeing up
resources that could be redeployed into innovative activities.
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FINAL THOUGHTS

This chapter’s discussion of the diversification challenges and paths taken by a range of developing countries suggests
that no single formula exists that can promote an orderly process of structural change able to enhance the resilience
of economies to external shocks and provide citizens with the more productive employment opportunities they crave.
Policy must always and everywhere adapt to the specific circumstances, differing geographies and endowments, and
contrasted institutional, governance and implementation capacities of countries at differing levels of development. The
success of diversification efforts ultimately depends on the mix, sequencing, and timing of investments, policy reforms
and institution building, and on their consistency with the underlying assets and related comparative advantages of any
given country. Investments in skills, infrastructure, institutions and governance quality (i.e. enhancing the transparency,
accountability, and predictability of government decision-making) increase the likelihood of success of diversification
but are in turn affected by the extent of diversification.

While every country follows a different path to diversification, a number of common features are apparent from
successful cases of sustained trade-led structural change. The experience of several countries suggests the following
are important drivers of successful diversification efforts:

(i) abroad level of political commitment within government and societal support towards the goals of
economic development, poverty reduction and social stability;

(i) afocus on export growth, FDI attraction and on increasing the range of goods and services exported;
(iii) the importance of a strong, technically capable administration to manage the diversification process;

(iv) the presence of influential stakeholders with interests in non-mineral exportable sectors, to offset in
part the political influence of the dominant sector(s);

(v) the importance of building both human capital and institutional capacity (Gelb, 2010).

In many instances, sustaining a diversification drive will require a multi-pronged approach targeted at stimulating
exports of agricultural and manufacturing products and services. In most country settings, no single sector can (nor
should) provide the necessary export growth on its own. Similarly, there are important and growing interdepend-
encies between sectors, notably between services and manufacturing, that prevent any sector from growing too large
without sufficiently competitive inputs from other sectors.

While the current global environment creates daunting challenges for poor, small, landlocked and/or resource-
dependent countries, this chapter has shown that a range of diversification routes can be followed. For such routes
to prove successful, however, policy attention needs to be paid to four key determinants of diversification strategies
which development partners and International Organisations can support through targeted aid-for-trade interventions.
These are:

i) the supply of appropriate incentive frameworks;

ii) investments and policy reforms targeted at reducing trade costs;

iii) effective policies to support adjustment and the reallocation of resources towards new activities; and

(
(
(
(

iv) government interventions directed at specific market, policy and institutional failures
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NOTES

1.

This chapter was drafted by Paul Brenton, lan Gillson and Pierre Sauvé from the World Bank Group’s
Macroeconomics, Trade and Investment Global Practice. The authors are grateful to Michael Roberts and to Sarah
Mohan for helpful comments and suggestions. Corresponding author: psauve@worldbank.org.

The Herfindahl index (also known as Herfindahl-Hirschman Index or HHI) is a measure of the size of firms in
relation to the industry and an indicator of the amount of competition among them. Named after economists
Orris C. Herfindahl and Albert O. Hirschman, it is an economic concept widely applied in competition law analysis.
The HHI is defined as the sum of the squares of the market shares of the firms within the industry where the
market shares are expressed as fractions. The result is proportional to the average market share, weighted by
market share. As such, it can range from 0 to 1.0, moving from a huge number of very small firms to a single
monopolistic producer. Increases in the Herfindahl index generally indicate a decrease in competition and an
increase of market power, whereas decreases indicate the opposite.

In low-income countries, 63 per cent of workers were still employed in the agricultural sector in 2018, down by
just 8 percentage points since 1991 (see Figure 1).

The growing vibrancy of South-South trade has drawn increasing attention to the fact that the tariff structure
of large emerging countries also features punitive elements of tariff escalation.

One probing example is the Southern Agricultural Growth Corridor of Tanzania (“SAGCOT"), a public-private
partnership initiated at the World Economic Forum (WEF) Africa (WEFA) Summit in Dar es Salaam in 2010
and whose implementation period runs for 20 years up to 2030. Its ultimate objective is to boost agricultural
productivity, improve food security, reduce poverty and ensure environmental sustainability through the
commercialisation of smallholder agriculture. See http:/sagcot.co.tz/
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CHAPTER 6

THE CRITICAL ROLE OF TRADE FACILITATION
IN SUPPORTING ECONOMIC DIVERSIFICATION
AND STRUCTURAL REFORMS

Contributed by the World Bank, the United Nations Conference on
Trade and Development and the Organisation for Economic Co-operation
and Development

Abstract: Two years after the entry into force of the WTO Trade Facilitation Agreement, it is time for an
initial stock-taking. The experience of the World Bank Group Trade Facilitation Support Program (TFSP) and
the UNCTAD Trade Facilitation Program, both major providers of trade-related assistance, as well as OECD’s
analytical work provides relevant insights.

In these early years, support has been generally directed to the “foundational” measures of the Agreement,
such as National Trade Facilitation Committees. These will oversee implementation; time release studies,
providing a baseline to measure progress; and risk management policies and procedures, a precondition
for implementation of simplified control and release processes. Progress is being made. TFSP and OECD
research find that the level of alignment with the Agreement is increasing, with notable improvements
in publication of measures, automation and streamlining of procedures and engagement with the trade
community.

Positive impacts from these aid-for-trade supported reforms have also been registered. Country reports and
periodic time release studies show reduction in customs physical inspections, elimination of unnecessary
documents, automation of manual processing steps, and consequent reduction of clearance times. World
Bank surveys (the Logistics Performance Index (LPl) and Doing Business) likewise show a positive trend in
these aid-supported countries.
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INTRODUCTION

Two years after entry into force of the WTO Trade Facilitation Agreement (TFA), an initial stock-taking of the progress
made by the developing and least-developed (LDC) countries in implementation of the agreement, and the impact of
aid in support thereof, is in order. The TFA has been ratified by 141 WTO members, or 86% of the total WTO membership.
Eighty-six developing and LDC members have notified their intent to take advantage of the special and differential
treatment provisions of the agreement and identified the measures of the agreement for which they require external
technical assistance and capacity building (TACB) implementation support. Trade facilitation has been identified as a
top Aid-for-Trade priority by 62 developing countries in their responses to the 2019 joint OECD-WTO Monitoring and
evaluation exercise (M&E)On the WTO donor member side, notifications to the WTO indicate that more than USD 1.6
billion has been disbursed worldwide on trade facilitation-related projects since 2014.2

In this chapter, we examine how aid for trade is supporting the implementation of the TFA and other trade facilitation
reforms. Part Il reviews what TACB assistance has been provided so far and why; what progress has been made by the
recipient countries toward implementation of the TFA; and what impacts can be detected at this formative stage as
a result of these aid-supported trade facilitation reforms. These questions will be examined in relation to the World
Bank Group's Trade Facilitation Support Program, which is one of the implementing agencies and primary vehicles
through which donor support to WTO developing and LDC members is provided. In Part Il of this chapter, we take a
prospective look at trade facilitation. In particular, we review how customs and other border clearance functions are
adapting to the challenge of e-commerce and how aid for trade can - and does - support this process.

TECHNICAL AND CAPACITY BUILDING SUPPORT AND ITS IMPACTS

The World Bank Group Trade Facilitation Support Program

The Trade Facilitation Support Program (WB-TFSP), managed by the World Bank Group’s Macroeconomics, Trade &
Investment (MTI) Global Practice, provides support to countries seeking assistance in aligning their trade practices with the
TFA. It prioritises assistance to countries with limited access to other donor support; particularly International Development
Association (IDA)-eligible, low-income, and fragile and conflict affected countries; and middle-income countries that act
as gateways to least developed countries and/or whose performance significantly impacts the performance of regional
LDCs. The program is financed by nine development partners, who have committed more than USD 45 million since the
program launch in 20142 Since its inception, the WB-TFSP has provided support to 47 countries, approximately 40% of
which are LDCs. About one-fourth of the countries in the program are located in Sub-Saharan Africa.

Figure 6.1. Regional Distribution of WB-TFSP Activities (by number of countries)
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Table 6.1. WB-TFSP collaboration with other organisations

Partner

Areas of Collaboration (lllustrative)

Her Majesty’s Revenue and Customs (HMRC)

B TFA gap assessments

International Air Transport Association (IATA)

B Air cargo, expedited shipment measures

International Plant Protection Convention (IPPC)

W “E-phyto” pilot implementation
B Sanitary and phytosanitary (SPS) diagnostics

International Trade Centre (ITC)

W Trade facilitation project plans

B National Single Window planning

TradeMark East Africa

B T FA gap assessment

United Nations Conference on Trade and Development
(UNCTAD)

Bl TFA gap assessments
B National Trade Facilitation Committees
M Risk management (ASYCUDA)

United Nations Economic Commission for Europe (UNECE)

B Capacity building

U.S. Agency for International Development (USAID)

B TFA gap assessments
B Time release studies

W National Trade Facilitation Committees

World Customs Organization (WCO)

B TFA gap assessments
B Time release studies
M Risk management

B Authorised operator programs

World Trade Organization

B TFA information provision
M TACB coordination

B Knowledge management and capacity building

The program also supports regional organisations, such as the Caribbean Community (CARICOM) and the Central
America Customs Union, to “address regional and sub-regional challenges” in their members implementation of
trade facilitation measures and to “promote regional and sub-regional integration” as prescribed in the TFA* WB-TFSP
technical assistance is commonly deployed in collaboration with other Annex D or technical or donor organisations, as
well as in support of World Bank Group trade facilitation-related lending projects. This collaboration may take the form
of a joint delivery of technical support, or it may be separately implemented but designed to complement the activities

of these other organisations.

The focus of discussion in this chapter is the WB-TFSP’s activities. Developing and LDC WTO members likewise receive
TACB support for trade facilitation through programs of other Annex D and other organisations, such as the UNCTAD
Trade Facilitation program. Accordingly, when evaluating the relationship between aid for trade and implementation
progress and the impact of reforms, as we do below, it will be important to take into account the total TACB contribution

made by all such development partners and organisations.
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WTO Country Demand for TFA Implementation Support

Notifications submitted by WTO developing and LDC members to the WTO Trade Facilitation Committee highlight
those TFA measures where technical assistance and capacity building support is in greatest demand and the types
and direction of support required. Under the TFA's special and differential treatment provisions, a WTO developing
or LDC member may, by notification to the WTO Trade Facilitation Committee within prescribed periods, designate

B those provisions of the TFA which it intends to implement upon entry into force (“Category A"),

B those provisions which it intends to implement following a delay period of its choosing (‘Category B”),
and

B those provisions the implementation of which will require provision of technical assistance and
capacity building support and a delay period (“Category C").

Arriving at the scheduling of commitments has been a collaborative process with Annex D and other organisations
offering TACB support. UNCTAD's trade facilitation program is profiled in Box 6. 1.

Box 6.1. UNCTAD Trade Facilitation Program

With over 40 years of experience in trade facilitation, UNCTAD has assisted over 55 countries in the drafting of national
trade facilitation plans, forming and training National Trade Facilitation Committees (NTFC), and creating roadmaps to
guide the implementation of the WTO TFA. Most of this has been recently done through the UNCTAD Empowerment
Program for NTFCs, which provides knowledge transfer training ensuring impact sustainability. The modules composing
this program are tailored to country-specific needs, which are developed by international experts. As of 2018, the
Empowerment Program has been conducted in 21 countries and will start in 6 other countries in 2019. (unctad.org/eptf).

To support developing countries and LDC's work on trade facilitation, UNCTAD has continuously collected and
updated information on more than 130 NTFCs all over the world. This has been made available in UNCTAD's online
repository (unctad.org/tfc). UNCTAD has also published 23 technical notes, which explains trade facilitation measures’
scope and rationale, benefits and opportunities, the role of different agencies and NTFCs, guidelines and next steps for
implementing the WTO TFA.

In pursuit of customs automation, UNCTAD's ASYCUDA programme has built capacity in Customs Administrations of
around 115 countries, 80% of which are already using ASYCUDA. With 51 operational projects, including seven regional
and interregional projects, ASYCUDA represents the single largest technical cooperation programme in UNCTAD

(asycuda.org).

UNCTAD's work on online Information Portals on foreign trade procedures, which promotes transparency in government
to facilitate business, trade, and investment, has resulted in the implementation of 68 systems in 37 countries with
around 3000 procedures documented online. This brought about an 80% reduction in business registration steps, forms,
and documents (businessfacilitation.org).

To learn more about UNCTAD's work on trade facilitation, please visit: http://unctad.org/tf.

As of February 2019, 114 WTO developing and least-developed members have made these notifications, in part or in
whole. Of those 114 countries, 63 developing and LDC members have classified measures under category C, signifying
a need for TACB support. Implementation support has been requested with respect to each and every measure of the
agreement by at least one WTO Member. However, certain measures of the TFA are in higher demand for support than
others. The TFA measures that have been identified by developing and LDC members as most in need of TACB imple-
mentation support are listed in Figure 6.2, below.*
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Figure 6.2. TFA Measures: Highest Technical Assistance and Capacity Building Demand’
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Single Window is the one measure of the agreement that the clear majority of developing and LDC members making
category C notifications have expressed a need for implementation support. High demand on this particular measure
is likely due to the complexity of designing and implementing a National Single Window, which typically requires inte-
gration of the processes and controls of multiple border agencies, involves an ICT component, and requires a gov-
ernance and legislative framework, among other conditions.

This list of high TACB demand measures may also suggest the authorities in developing and LDCs that are in particular
need of support. A common characteristic of the majority of the listed measures is that their implementation falls under
the responsibility of border authorities other than, or in addition to, the customs administration controls (such as the
border authorities responsible for sanitary and phytosanitary (SPS) and enforcing product standards and technical regu-
lations (i.e. measures falling under the Technical Barriers to Trade (TBT) Agreement ) and/or requires multi-agency coor-
dination. This need is consistent with experience in developing countries and LDC, where it is commonly found that the
customs administration is often further advanced in the trade facilitation agenda than its border agency counterparts.

Pursuant to TFA Article 16, the category C notification shall include “for transparency purposes” an indication of the
types of implementation support the WTO member requires per TFA measure.® Nineteen of the 63 countries that have
made category C notifications to date have not included this information.” However, with respect to the remaining 44
countries, where this information is provided, the types of assistance in highest demand are those listed in Figure 6.3.°

Asindicated by Figure 6.3, over 75% of the category C notifications request capacity building support and/or awareness
raising on some or all the subject measures. TFA measures requiring the heaviest demand for such capacity building
support are indicated in Figure 6.4.
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Figure 6.3. TFA Measures: Support Types Requested
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Figure 6.4. TFA Measures: Requests for Awareness-Raising and Capacity Building Support
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Demand for support for assessment and drafting enabling laws and implementing regulations is also relatively high.
Apart from advance rulings — a procedure unique to Customs - these high TACB demands suggest a need for support
in developing laws and regulations apart from or in addition to the customs legislation (e.g. general administrative leg-
islation on publication, administrative appeals, or rule-making).
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Figure 6.5. TFA Measures: Highest Demand for Legislation Support
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Requests for trade facilitation-related “hardware” — e.g. ICT, equipment, physical facilities — appear to be highest in
relation to implementation of the transparency-related measures, such as websites to support publication obligations,
or ICT support for Single Window implementation, and to the TFA measures that would typically implemented by the
technical border authorities other than Customs (e.g. Plant Quarantine, Food Safety or Standards authority), such as
laboratory equipment and testing facilities; storage facilities for perishable goods; and IT support for establishment of
“rapid alert” notifications for food and feed.

Figure 6.6. TFA Measures: Requests for ICT, Infrastructure and Equipment Support
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Finally, note that 22 WTO members - 12 of which are LDCs - have not vet ratified the agreement. Approximately 40
WTO members have not yet submitted or completed notification of their categories. And, where a WTO LDC member
made category C notifications, in most cases the country indicated that the types of technical assistance that it requires
for implementation is “to be determined.” These gaps suggest there continues to be a need for technical assistance
to support these WTO members’ complete ratification and notification obligations and identify their implementation
support requirements. The joint OECD-WTO M&E exercise highlighted the underlying rationale of Members and some
regional economic communities in pursuing trade facilitation reforms. Box 6. 2 provides further details.

Box 6.2. Comments from developing country respondents on trade facilitation

"The aid-for-trade priorities that have been taken into account with our development partners are the implementation of the
Trade Facilitation Agreement within the framework of the World Trade Organization and the implementation of the SADC Free
Trade Agreement.” — Angola

“Trade facilitation is important for connection to regional and global value chain. Challenges include coordination of multiple
actors. Key policies include ECOWAS Customs Code and ECOWAS Trade Liberalisation Scheme (ETLS). Aid-for-trade support has
been impactful in the completion and handing over of two joint border posts.” — Economic Community of West African
States Secretariat

"El Salvador continues with the implementation of the Trade Facilitation Agreement and the Regional Strategy for trade
facilitation and competitiveness, as well as advancing the process of regional integration, all with the purpose of increasing
the capacities of Micro, Small and Medium-sized companies for their insertion in international trade and take advantage of the
commercial opening derived from the Free Trade Agreements.” - El Salvador

“In terms of trade facilitation, we wish our practices to be consistent with the principles of the multilateral system in place to
facilitate trade." — Gabon

"Trade facilitation is a major objective to be achieved in Guinea’s economic development process as a factor contributing to
the promotion and enhancement of Guinea’s trade capacity. Trade facilitation, training and information for women in
modern trade techniques (compliance with export standards and documentation requirements) greatly assist women in their
empowerment.” - Guinea

"Trade facilitation to improve cross border trading with our only neighbour the Republic of South Africa is being pursued. Funding
is needed to expedite the process.” — Lesotho

“The ongoing creation of the Trade Facilitation Committee and its piloting, the strengthening of the capacities of the Single
Window in the sense of digitisation and the interconnection of this Window with the structures involved (Customs, Taxes,
Insurance, Banks, National Directorate of Veterinary Services, National Directorate of Agriculture, National Directorate of
Industry), the treatment of essential products within the framework of the Trade Portal Platform, support to the MERCATOR
programme at Customs level.” — Mali

"The PENX (National Strategic Export Plan) recognises that trade facilitation is relevant because of its impact on competitiveness
by helping to streamline and reduce the cost of trade. PENX incorporates it as one of its pillars. Likewise, the National Policy of
Competitiveness and Productivity proposes to consolidate the system of trade facilitation and coordination among the entities
involved, as well as the mechanisms to fight against customs crimes such as smuggling that are linked to high informality and
low financial intermediation.” — Peru

"On trade facilitation, Togo aims to become a logistics hub of excellence and a first-class business centre in the sub-region
(Strategic Axis 1 of the National Development Plan), based on its strategic positioning and in serving landlocked countries from
the autonomous port of Lomé.” - Togo

"Zimbabwe has requested technical capacity training from the WTO, UNCTAD and UNIDO for Trade Facilitation, trade in services
and industrial policy implementation.” — Zimbabwe

Source: Joint OECD-WTO Monitoring and evaluation exercise 2019
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Focus of WB-TFSP Activities

In the years leading up to the entry into force of the agreement (and continuing thereafter, albeit at decreasing levels),
the greatest demand was made for support on determining alignment of the country’s trade regime to the provisions
of agreement, identifying potential TACB needs and priorities, finalising Category A, B, and C commitments, and
developing the national implementation strategies and action plans. Since inception of the program, the WB-TFSP has
conducted over 50 such gap assessment missions for these purposes.

As countries move from the assessment and planning stage, demand for technical support has progressed toward
implementation. As is clear from notifications made to the WTO Trade Facilitation Committee and the results of national
needs assessments conducted prior to entry into force of the agreement, the level of alignment and support needs are
varied among different countries and within different border agencies in a given country. Nevertheless, certain general
patterns have emerged in provision of support. At present, the largest measure of technical assistance and capacity
building support is generally concentrated on a select number of measures of the agreement. This concentration is not
by chance, but the result of both client demand and a sequencing strategy applied by the countries concerned.

Thus, as indicated in Figure 6.7, more than one-third of all countries in the program have received technical support to
establish or improve the operation of their respective National Trade Facilitation Committees (NTFC). Priority is given to
establishment of the NTFC because it is an obligation of the agreement applicable to all WTO members from the date
of entry into force of the TFA. Moreover, consistent with the agreement, establishment of an operational NTFC is seen
by the countries concerned, as well as donor organisations, as essential to overseeing and managing implementation of
the agreement, including prioritisation and coordination of reforms and technical assistance. The rationale for concen-
tration to date on the other measures in Figure 6.7 largely follows a similar sequencing logic.

Figure 6.7. Percent of Countries Supported on Specific TFA Measures

23.2NTFC

74 Risk Management ]

1.1 Publication/1.2 Internet Publication |
7.6 Average Release Times

104 Single Window .

8 Border Coordination .

10.1 Formalities and Documentation

Source: World Bank Trade Facilitation Support Program Data
StatLink Sy=r http://dxdoi.org/10.1787/888933953565
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Risk management, the fundamental principle for the exercise of border inspection and control, is a precondition to the
proper operation of other Customs-related measures of the TFA, such as those on Authorised Operators and Customs
post-clearance audit, and has a direct impact on time and cost of clearance. There is therefore high priority demand for
technical assistance and capacity building to implement risk management systems and procedures of the customs and
other border agencies, such as veterinary and food safety authorities, as well as integration of those controls.

A time-release study provides the country with an initial baseline by which progress and impact of implementation
of trade facilitation reforms can be measured and therefore is important for early implementation. The WB-TFSP has
supported baseline and subsequent time release studies in approximately a dozen countries to date.

Box 6.3. TRS+ - a fuller picture of time incurred

Gaining insight into the time it takes for goods to pass through a border and the time to undertake other regulatory
requirements to either import or export is an important element in identifying key bottlenecks and areas for trade
facilitation and modernisation. The World Customs Organization Time Release Study (WCO TRS) is an approach to measure
the time taken for goods to complete all the processes associated with clearance and release at the border for export and
import as well as for goods in transit.

The WCO TRS, however, does not measure the time businesses incur to comply with regulatory requirements before the
goods are presented at the border. These include obtaining the necessary certificates, licenses, and permits and meeting
customs requirements to import and export. These processes take time, thus imposing a time cost on businesses.

To get a fuller picture of time required to comply with trade requirements, the WB-TFSP developed a “Time Release Study
Plus (TRS+)" approach that measures both clearance and release processes as well as the regulatory processes “away from
the border.” TRS+ has been piloted in Eswatini and Lesotho, and the methodology has been shared with the WCO with the
aim of collaborating on deploying this enhanced methodology in upcoming projects

Analysis of existing formalities and documentation requirements is a first step toward rationalisation and coordi-
nation of border agency processes and is, for example, necessary for Single Window implementation. Country expe-
rience shows that often this rationalisation of documents and formalities follows, and results from, analysis of a time
release study, which reveals bottlenecks and inefficient processes.

Single Window is identified in notifications of developing and LDC countries as the single TFA measure most requiring
implementation support,”" a level of demand that appears also in the group of countries supported by the WB-TFSP.
Greatest initial need for support for the national Single Window implementation is strategic planning; in particular,
assisting the various government agencies involved in the development and operation of the national single window
and private sector representatives to establish at the outset a common “vision” on all critical issues — governance, legal,
functional, operational and financing models and strategies, technical scope, and capacity building — to ensure imple-
mentation will be consistent with expectations.

Demand for support for the transparency measures of the agreement has been in establishing or maintaining Trade
Information Portals, or electronic portals that make cross-border information, such as regulatory information, easily
available. To that end, the WB-TFSP has facilitated the establishment and design, or assisted in implementation of six
portals in countries in East and South Asia, Sub-Saharan Africa, and the Caribbean.

To date, the form of support most commonly required of the WB-TFSP in relation to implementation of these priority
measures has been technical expertise such as the "know-how” and international “best practice” experience necessary
to design and implement a time release study, to develop a risk-based sampling framework for the animal health, or
to set up an effective stakeholder consultation mechanism, to indicate a few of the typical kinds of technical support
activities that have been undertaken to date.

170 AID FOR TRADE AT A GLANCE 2019: ECONOMIC DIVERSIFICATION AND EMPOWERMENT - © OECD, WTO 2019



CHAPTER 6. THE CRITICAL ROLE OF TRADE FACILITATION IN SUPPORTING ECONOMIC DIVERSIFICATION AND STRUCTURAL REFORMS

Figure 6.8. Forms of Assistance Provided 2017-2018
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Source: World Bank Trade Facilitation Support Program Data
StatLink = http//dx.doi.org/10.1787/888933953584

In these early years of implementation of the TFA, there has also been high demand for advisory support to establish
the general policy and strategic framework for trade facilitation reform, particularly support for development or vali-
dation of national and regional trade facilitation strategic and action plans and the Single Window “visioning” work
that is described above. There is also significant demand for support for review of laws and, where required, drafting
amendments or new legislation to enable proper implementation of the agreement. Support has been provided, for
example, on revision of customs acts, legislation to enable electronic exchange of information, animal health and quar-
antine laws, and legal measures to establish the NTFC, among others.

Demand for capacity building is also significant and will likely increase as new or changed laws, policies and procedures
are put into operation.

Technical assistance and capacity building support has been directed largely to the public sector to date. As indicated
by Figure 6.9, the government — which here refers to the executive authority and ministries of commerce, trade, foreign
affairs — is the public sector counterpart with whom support activities have been most frequently conducted in this
initial period. This includes support for developing and/or validating strategy and implementation plans, establishing
the NTFC, and preparing notifications and ratification of the agreement.

Figure 6.9. Public Sector Recipients of Support
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As implementation continues to progress, the focus of support will shift to Customs and the other border agencies.
Given that many of the provisions of the agreement fall under Customs implementation responsibility, Customs has
and will likely continue to demand a large share of support. However, efforts have been made to direct attention
to the technical agencies, particularly the SPS and Standards authorities, whose interventions at the border can
have significant impacts on time and cost of trade. As previously noted, it is frequently the case that these technical
authorities are not as aware of, or as advanced in, the trade facilitation agenda as the national customs authority.
Customs often has acceded to and/or implemented the Revised Kyoto Convention and other WCO trade facilitation
instruments, received capacity building support in trade facilitation and, as a consequence, is often much further
advanced in terms of modernised facilitative procedures, controls and technology. Typically, for example, the Customs
authority is partially or fully automated while other border authorities continue with manual, paper-based processes.

Implementation Progress and Impact of Reforms
In this section, we discuss the progress and impact of implementation.

By “progress’, we mean the extent to which the trade facilitation regime within individual countries has been brought
into alignment with the WTO TFA provisions. “Impact” refers to the effect, economic or otherwise, resulting from imple-
mentation progress in these countries.

Implementation Progress

To assist countries in monitoring their individual progress in implementation of the TFA, the WB-TFSP developed a “TFA
Alignment Tracking Tool." This tool enables a country to measure alignment with respect to each of the TFA technical
measures across three dimensions-

B the extent to which the legal or policy measures required to enable implementation of the particular
measure are in place;

B the extent to which operational or administrative procedures have been developed to implement the
TFA measure;

B the extent to which the measure is applied in practice.

The measurements take a whole of government approach, which means that all agencies relevant to the particular
trade facilitation measure should be aligned with the TFA's requirements in order for a country to receive full credit.”?
Moreover, the tool measures progress from the perspective of a full and effective implementation of the agreement. That
is, although the TFA legal obligation with respect to certain measures may be limited to “best efforts,” trade facilitation
benefits are greater where the country adopts a more ambitious implementation posture.”® For example, while TFA
Article 74 requires border authorities other than Customs to focus controls on high risk consignments and expedite the
release of low risk consignments “to the extent possible,” the tracking tool recognises a country’s full alignment with
Article 74 only if such border authorities in fact adopt and apply in practice such risk management principles.

Since 2015, baseline measurements have been recorded for some 24 countries and subsequent updates to the baselines
have been done for 18 countries. These limited measurements to date indicate progress showing that overall TFA
alignment has risen from an average of 45 percent to 53 percent, with largest improvements made with respect to
implementation of TFA measures on publication and the National Trade Facilitation Committee.

Apart from measuring progress, the WB-TFSP tracking tool and methodology provide a useful perspective of the actual
state of implementation on the ground. There appear to be discrepancies between the state of implementation as
measured by the tracking tool and the notifications made by developing and LDC members.
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Table 6.2. Percentage of countries aligned: comparison of Tracking Tool Assessments and

Category A Notifications

WB-TFSP Tracking Tool Baseline Category A Notifications

(% of countries fully aligned) (% of countries fully aligned)
101 Formalities and Documents 0 61%
76  Average Release Times 7% 52%
104 Single Window 3% 39%
1.3 Enquiry Point 0 54%
6.1  General Disciplines 0 60%
51  Notification Enhanced Inspections 3% 61%
6.2 Specific Disciplines Fees 7% 66%
77  Authorised Operators 0 46%
2.2 Consultations 7% 62%
10.2 Copies 7% 64%

Table 6.2 lists the bottom 10 TFA measures (least aligned) in terms of lowest average alignment of all countries tracked.
Comparison with data from WTO notifications indicate further discrepancies in perspective of alignment."

These discrepancies in views of the level of alignment may be due to differences in the populations measured. The
countries in the WB-TFSP are a subset of the 114 WTO member countries that have made Category A notifications,
and the WB-TFSP includes a higher share of LDCs. It may also be due to use of a different standard of alignment. As
noted, the WB-TFSP tracking tool measures alignment in terms of “full and effective” implementation of the agreement,
whereas Category A notifications may have been made by the countries concerned on basis of other factors, including
an assessment of technical legal compliance.

Impact of Reforms

Data available indicate that TACB is having a positive impact on factors that affect time as well as cost of clearance of
goods. These factors include the number of physical or documentary checks (reduced as a result of implementation
of risk-based controls), number of fees and documents required for clearance (reduced or eliminated through process
simplifications); and number of manual processes (reduced through automation of documents and processes) .

Box 6.4. Select country impacts reported

B Import cargo selected for red channel (physical inspection) reduced by 48% (Ethiopia 2014-2018)

B Obligation to present copies of tax certificates and bill of lading for export eliminated (Ethiopia 2017)
B Certificate of origin automated (Ethiopia 2017)

B Number of products requiring import permits reduced (Liberia 2016)

B Number of documents required for export reduced, cargo terminal handling fees eliminated through implementation
of simplified “local” clearance procedure (Montenegro 2018)

B Import cargo sent to “green channel” (no inspection) increased by 32% (Nepal 2016-2017)

B Import cargo selected for red channel (physical inspection) reduced by 54% (Sao Tomé and Principe 2018)
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Various metrics can be used to determine the impact of trade facilitation reforms over time and, therefore, indicate the
efficacy of technical assistance and capacity building. These include time release studies; trade facilitation surveys; and
nationally (or regionally) defined performance indicators. These are discussed in turn in the following sections.

B Assessing Impact with Time Release Studies
Given the overall trade facilitation purpose of the agreement is to “further expeditle] the movement, release and
clearance of goods, including goods in transit,”™ time is a critical metric to determine overall impact of reforms.

In principle, a properly structured TRS — conducted periodically in a consistent manner over the period during which the
reforms are put into operation — will provide reliable data for this measurement.'®

While the initial baseline TRS's have been completed with TACB support in some 30 countries, fewer countries have yet
repeated the measurement. These initial results do suggest that in those countries where the TRS has been repeated,
technical assistance and capacity building has in fact contributed to important reductions in clearance times.

Table 6.3. Results of time release studies

Country TACB-Supported Reforms Time Reduction

1. Bangladesh B Simplification of procedures 22.7%
(port of Chittagong) B National border agency coordination (11 days > 8.5 days)
Risk management
Trade Portal
NTFC
IT (on-line licensing module)
TRS
Legislation

2. Timor-Leste
(port of Dili))

Risk management 62.6%
NTFC (15.06 days-> 5.63 days)

TRS
Legislation

Cross-border coordination (Joint Border Post) 97.5%

Electronic document (10 hours > 15 minutes)
Simplification/integration of procedures

IT (customs processing system)

Legislation

3. Guatemala -Honduras
(land border/pilot study)

B Assessing Impact with World Bank and OECD Country Surveys and Indicators

Other perspectives from which the impact of trade-facilitation reforms might be assessed are the World Bank periodic
country surveys — the annual Doing Business report and the biennial Logistics Performance Index (“LPI") — and the OECD
Trade Indicators, updated on a two-year cycle.

The World Bank Doing Business report records the time and cost associated with the logistical process of exporting and
importing goods. A single “Trading Across Borders” score is calculated for each country each year based on the time and
cost (excluding tariffs) associated with documentary compliance (i.e. to obtain, prepare, process and submit documents
required of all government agencies to complete the transaction) and border compliance (i.e. customs clearance as well
as inspection procedures conducted by other agencies). The World Bank LPI survey includes an assessment of the “effi-
ciency” of the clearance process, which is defined as the speed, simplicity and predictability of formalities by Customs
and other border agencies.
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Box 6.5.The OECD Trade Facilitation Indicators (TFls)

The OECD TFIs were developed to support the negotiation and implementation of the TFA. They are the most precisely targeted
instrument for monitoring and benchmarking worldwide country performance on trade facilitation in existence today.

The TFlIs mirror the substantive provisions covered by Section | of the TFA, from Article | on Publication and Availability of
Information through to Article 12 on Customs Cooperation. Each indicator is composed of several specific and fact-based
variables related to existing trade-related policies and regulations and their implementation in practice. The TFls measure
the actual extent to which countries have introduced and implemented trade facilitation measures and their performance
relative to others.

The TFl database covers 163 countries, including economies at all income levels, as well as all geographical regions. Every
two years, publicly available information and direct submissions from countries are combined with factual data from
the private sector, so as to relate applicable regulation to a practitioner’s account on how things work on the ground.
The OECD verifies discrepancies with the aim of ensuring accurate information that is geographically comparable and
consistent over time.

The TFls are used to monitor and benchmark country performance on trade facilitation, helping policy makers assess the
state of their trade facilitation efforts, pinpoint challenges and identify opportunities for progress. They also play a valuable
role in helping identify and prioritise technical assistance and capacity-building needs.

The TFlIs dataset allows for comparisons by income group, geographical group and among regional grouping members;
for examination of the state of play by individual trade facilitation measure; and for assessing performance evolution over
time. They are also used as an evaluation tool to assess the economic impact of trade facilitation reforms and in particular
of implementation of the TFA.

The 2017 dataset showed that at the moment of entry into force of the TFA implementation of measures covered by
the Agreement was well underway, although performance varied across and within different income groups in most
policy areas. There have been early improvements in areas such as automation and streamlining of procedures and
engagement with the trade community. By far the biggest challenges are in the areas of domestic and cross-border
agency cooperation. The introduction and use of information technologies and the establishment of Single Windows are
amongst the most expensive elements of trade facilitation, but the biggest challenges relate to changing attitudes and
culture around border procedures, so training is critically important.

Source: OECD (2018).

Improvements do appear in both the Doing Business and LPI indicators for those countries implementing the TFA with
WB-TFSP support, as indicated in Figure 6.10.

It may take some time before TFA reform activities appear in improved Doing Business and LPI indicators. The Doing
Business and LPI time and cost measurements are based on surveys of logistics and trade-related businesses operating
in the country, and there can be a lag between the implementation of a reform and its perception by the surveyed
members of the business community. Moreover, the most recent LPI survey was taken between February 2017 and
February 2018, i.e. the first year of implementation of the TFA; similarly, data in the Doing Business 2019 report are current
as of 1 May 2018. Nevertheless, these survey results, even if early in implementation of the TFA, indicate an encouraging
positive trend.
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Figure 6.10 Percentage Improvement in World Bank Trade Facilitation Indicators
WB-TFSP Countries (2016-2019)

PERCENT
10
8
6
4
2
0
,'I 1 1 ! 1
2016 2017 2018 201
Reductionintime = =====- Reduction in time LPI Border Efficiency
to export (hours) to import (hours)
eeseesee Reduction in cost e ReduCtiON N COST ———— Trading Across Bord
to export (USD) to import (USD) score

Source: World Bank Doing Business and Logistics Performance Index data
StatLink == http;//dx.doiorg/10.1787/888933953622

B Other Perspectives (Assessing Impact through National/Regional Defined Performance Indicators)

The TRS and the international surveys and databases discussed in the foregoing paragraphs provide assessment of
impact of reform in terms of time and cost of trade, and generally from the perspective of business. This is appropriate
given the objectives of the agreement. However, there is also a distinct national perspective: countries will have broader
economic or social development objectives that they hope to achieve through trade facilitation reforms, apart from
reducing businesses’ time and costs alone. These broader objectives might include, for example, regional integration,
improving SME's access to international markets, export diversification, gender equality and women empowerment,
etc.

OECD research highlights how small and medium-sized enterprises (SMEs) are significant contributors to economic
activity and employment in developed and developing countries. However, their participation in international trade,
and therefore their ability to benefit from globalisation, remains limited relative to larger firms. Indeed, despite rep-
resenting the majority of enterprises, SMEs are responsible for an average of 33% of exports in selected developed
countries, and only 18% of exports in selected developing countries. Where imports are concerned, a similar pattern
emerges; SMEs represent, on average, 40% of imports in developed countries and about 34% in a range of developing
countries.

SMEs face limitations in terms of experience, productivity and access to finance, which make it harder to scale for inter-
national engagement, whether through imports or exports. In addition, the costs for shipping goods across borders
can be particularly onerous for small firms, which lack specialised human resources to deal with procedural aspects and
who may only ship infrequently or in small batches. This makes trade facilitation particularly important for SMEs seeking
to engage in international trade. Measures can address fixed or variable costs of trading in turn affecting whether or not
SMEs import or export (the extensive margin) or how much they import or export (the intensive margin) respectively.
Box 6. 6 below highlights OECD research on SME experience internationalising through trade facilitation.
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Box 6. 6. Helping SMEs Internationalise through Trade Facilitation (continued on following page)

The OECD sought to assess the relationship between the trade facilitation environment at the border — as measured through the
OECD Trade Facilitation Indicators (TFls) — and measures for international engagement of SMEs (using the World Bank Enterprise
Survey “WBES - and the OECD Trade by Enterprise Characteristics — TEC). Several patterns in the relationship between SMEs
and trade facilitation emerge from this analysis. While firms of all sizes from both developed and developing economies benefit
from improvements in the overall trade facilitation environment, smaller firms appear to benefit relatively more than large firms.

Figure 6.11. Trade facilitation policy environment supporting SMEs versus large
firms in developing economies

Effect of a 0.1 TFI improvement (average index of all 11 trade facilitation areas) on the
probability of becoming an exporter or an importer)
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Note: The figure presents percentage improvements in the probability to export (import) from marginal
effects of the probit model(s). The shaded area refers to the 95% confidence interval around the estimated
indicator effect.

Source: OECD (2019a) estimations based on the World Bank Enterprise Survey data.

Across both developed and developing economies, measures such as the inclusion of SMEs in consultation processes or
the efficiency of appeal procedures — measures which can be associated with higher fixed costs of trading — have a greater
impact on the propensity or probability of firms to engage in exporting and importing. In turn, measures such as fees and
charges, streamlining of procedures and automating border processes, which tend to be associated with reductions in
variable costs, have a bigger impact on the export and import values of firms.

AID FOR TRADE AT A GLANCE 2019: ECONOMIC DIVERSIFICATION AND EMPOWERMENT - © OECD, WTO 2019 177



CHAPTER 6. THE CRITICAL ROLE OF TRADE FACILITATION IN SUPPORTING ECONOMIC DIVERSIFICATION AND STRUCTURAL REFORMS

Box 6. 6. Helping SMEs Internationalise through Trade Facilitation (continued from previous page)

Figure 6.12. Trade facilitation policy factors underpinning SMEs exports and
imports in developing economies

Panel A: Effect of a 0.1 TFl improvement (by area) on the probability of becoming
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OECD research highlights that it is not only the trade facilitation environment in the domestic economy that matters.
The environment that SMEs face in the exporting markets or in the origin economies of their imported inputs also
affects their participation in, and gains from, trade. This underscores the potential of trade facilitation reforms to be a
win-win outcome across countries, with benefits increasing if all countries act together. Moreover, improvements in the
trade facilitation environment benefitting large firms might also support SMEs' indirect participation in international
trade. Upstream and downstream linkages to larger firms can be vital for many SMEs, particularly in the context of global
and regional value chains.

Ultimately, the OECD analysis suggests that trade facilitation reforms are not only efficiency-enhancing for firms of all
sizes, but they also promote more inclusive outcomes, by helping to level the playing field between large and small
firms. An encouraging message also emerges from the joint OECD-WTO M&E exercise in that Aid-for-trade financing for
trade facilitation was considered one of the best ways to support the economic empowerment of MSMEs by 50 partner
country respondents. Fifty-one partner country respondents also identified trade facilitation as an area in which aid-for-
trade support provided has been impactful for economic diversification.

However, in order to fully reap the benefits of trade for SMEs, reforms in the identified trade facilitation areas need to
be complemented with reforms and investments in other areas linked to firms' capacity to take advantage of new trade
opportunities, including provision of digital infrastructure and support with the adoption of new technologies, and devel-
opment of skills.

OECD research in Southeast Asia shows that, while greater participation of the region’s SMEs in global and regional value
chainsis linked to employment generation, benefits are not always shared equally across genders. While importing SMEs
in Indonesia generated more jobs for women than any other category of trading or non-trading firms, they generated
even more employment for men.” Reporting to the joint OECD-WTO M&E exercise underscores this point. Aid-for-trade
financing for trade facilitation was considered as in instrument to support women's economic empowerment by 38
partner country respondents.

Box 6.7. Montenegro Trade Facilitation Strategy (continued on following page)

In March 2018, the government of Montenegro formally adopted a National Trade Facilitation Strategy setting the
direction and priorities of reforms for 2018-2022. The strategy was needed due to the country’s various commitments at
an international and regional level. These include the TFA, which Montenegro ratified in 2016; Additional Protocol 5 of
the Central European Free Trade Area (CEFTA), which includes trade facilitation measures in addition to those of the TFA;
and obligations arising out Montenegro’s accession to the EU.

The goal of the strategy was to develop a realistic and unified approach to implementation of these commitments in a
manner that will best achieve Montenegro’s national economic development objectives. Moreover, the investment in
on-going reform programs of the border agencies - such as work on integrated border management and Customs long-
term business plans - and the limited resources available had to be taken into account.

The strategy was developed over an 8 month period by the National Trade Facilitation Committee, with technical support
of the World Bank. Relevant border and government authorities, as well as private sector representatives, participated in
the development of the strategy in a series of workshops to brainstorm, draft and refine the document.

The finished product —comprised of a strategy and detailed action plan — designates priority trade facilitation measures
to be implemented by 2023, and defines implementation responsibilities of border agencies (as well as private sector),
actions and time lines. Most importantly, the national strategy sets out key performance indicators (KPIs) for each action,
agreed by stakeholders, that will be used by the NTFC to measure progress and impact.
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Box 6.7. Montenegro Trade Facilitation Strategy (continued from previous page)

Figure 6.13. Montenegro Trade Facilitation Strategy 2018-2022 Action Plan KPI’s (excerpts)

MEASURE 1.1. INCREASE AVAILABILITY AND QUALITY OF INFORMATION ‘

Government competent authorities will publish and keep regularly updated, information and forms concerning import,
export and transit requirements, in compliance with the TFA and the CEFTA AP 5.

Indicator Value Timeframe Outcome
Start Target | Startyear End year
1. Percentage of information Tobe 100% | Article 1.1 Article 1.1. | All information required to be
published pursuant to Articles | established and CEFTA | and CEFTA | published under TFA article 1.1 and
1.1.and 1.2. of the Trade AP5.2018 | AP5:2019 | CEFTA AP 5is easily accessible on the
Facilitation Agreement and websites of the relevant government
CEFTA AP 5; competent authorities, including

description of procedures for
importation, exportation, and transit,
procedures for appeal or review,
required forms and documents, etc.

MEASURE 3.2. EXPAND USE OF SIMPLIFIED PROCEDURES

The Customs Administration, in coordination with the Food Safety, Veterinary and Phytosanitary Authority and business
associations, will develop and implement programs to increase the use of simplified import and export procedures by
economic operators.

Indicator Value Timeframe Outcome
Start Target | Startyear End year
1. Percentage of declarations 2% min 40% 2018 2020 At least 40 percent of total
processed within simplified declarations are made under
procedures in relation to the simplified procedures.

total number of declarations.

MEASURE 5.3. DEVELOP THE FOOD SAFETY INFORMATION SYSTEM

The Food Safety, Veterinary and Phytosanitary Authority will develop an automated system to support veterinary, sanitary
and phytosanitary inspection officer’s border control activities and enable paperless processing of supporting documents for
import export and transit of goods subject to SPS requirements, without the requirement of a paper copy.

Indicator Value Timeframe Outcome
Start Target | Startyear End year
1. Percentage of automated 0 70% 2019 2022 70 percent of the Food Safety
transactions in relation to the Veterinary and Phytosanitary
total number of transactions Authority transactions are fully
of the FSVPA. automated.

The National Trade Facilitation Strategy is published on Montenegro government websites.
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Establishment of a monitoring and evaluation framework is critical in the planning of national implementation. However,
the data needed to measure progress and impact against these broader national objectives needs to be created. An
important activity, undertaken in planning national implementation, is to agree on these national objectives; identify
and prioritise the trade facilitation measures that will achieve those objectives; and, define the indicators and processes
to be used to measure progress and assess the impact of implementation in relation to those national objectives. Itis an
activity appropriately undertaken by the NTFC, with strong private sector involvement, and produces a formal agreed
national trade facilitation strategy or similar action plan.

FACILITATION OF E-COMMERCE TRADE

This section examines how customs and other border clearance functions are adapting to the challenge of e-commerce
and how aid for trade is supporting this process.

Although “e-commerce,” as commonly defined, includes both national and international sales of both goods and
services'® , the focus of these comments is limited to the trade facilitation aspects of the e-commerce transaction,
namely, the cross-border delivery of physical goods purchased on-line.

General Characteristics

The characteristics of the cross-border e-commerce market have been the subject of previous studies and analyses.”
The largest portion of the e-commerce retail market involves individual, small-size packages containing low value
goods. Typically, the seller undertakes to deliver the goods direct to the consumer’s door or to a local “pick-up point’,
contracting with the postal service or an express-delivery operator who assumes responsibility for clearance at export
and import.?° Reliability of the seller; speed of delivery; ability to track and trace a package from the point of dispatch to
delivery; and ability to return goods easily are the key demands of e-commerce consumers. Given that speed of delivery
is an essential feature, air transport is typically involved.

The e-commerce market is reported to be large and growing rapidly. Although measurement of e-commerce is prob-
lematic, what information is available suggests at a minimum the proportions and trend of the market. Survey and other
data from consulting firms, for example, indicate that by 2021 global retail e-commerce sales will increase over 250% to
USD 4.8 trillion from a 2014 base of USD 1.3 trillion sales.?! The size of the B2B e-commerce market appears to be more
impressive still; total B2B e-commerce sales in some countries have been estimated as constituting 60 to 90 percent of
the total e-commerce market.?? Cross-border sales account for a significant and increasing share of the e-commerce
market. In 2015, cross-border sales constituted 15% of the e-commerce market and are expected to grow to approxi-
mately 22% of global e-commerce by 2020.

On-line platforms and marketplaces (such as Amazon, eBay, Alibaba and Wish, as well as home-grown developing
country platforms such as Jumia) provide a ready-made and cost-effective infrastructure to enable firms in developing
and least-developed countries to access global markets. By enabling firms to reach overseas buyers directly via the
internet, the costs of travel or physical presence in the export markets or use of intermediaries is reduced or eliminated.
Moreover, these e-commerce marketplaces offer services to sellers to more easily engage with third-parties for logistics
and delivery of goods.

E-commerce market thus creates new export opportunities for SME’s, which constitute the largest portion of firms
in most developing countries, benefits consumers through lower prices and greater range of choices, and benefits
government through new job creation, increased exports, and competitive pressure in the economy.? However, the
rapidly increasing volumes and the nature of e-commerce trade presents specific challenges for Customs and other
border agencies, which may require a particular focus to implementation of trade facilitation measures. These are
discussed in the following sections.
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Facilitating E-Commerce Cross Border Trade

In a general sense, the trade facilitation issues arising out of the cross-border delivery of goods that have been purchased
via a website are identical to those where the export sale is concluded in person, in writing or other such traditional
means. That is, goods shipped by an e-commerce seller are subject to the same border controls, document and data
requirements, customs formalities, fees, etc. required for release and clearance as goods that are sold through traditional
channels. A full and effective implementation of the TFA measures to eliminate inefficiencies in clearance processing,
rationalise fees, improve transparency of requirements, integrate border agencies processing and control activities, etc,,
will reduce costs of trade and thereby increase firms’ competitiveness in international markets and reduce prices paid
by consumers, regardless of the purchase channel.

However, it is also well-recognised that certain facilitation measures are of particularimportance to support cross-border
e-commerce trade, given its specific characteristics, and which should therefore be given emphasis by governments
in their implementation of the TFA to support growth of this trade. These key e-commerce facilitating measures are
the following -

B De minimis duty and tax exemptions

The TFA requires WTO members to “provide, to the extent possible, for a de minimis shipment value or dutiable amount
for which customs duties and taxes will not be collected.”” As the terms of the measure indicate, the de minimis
threshold may be defined in terms of the value of the goods or, less-commonly, the amount of duty and tax payable or
a combination of the value and duty and tax amount.

Figure 6.14. De minimis Customs Duty Amounts in 98 Countries
(Global Express Association)®
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Source: https://global-express.org/assets/files/Customs%20Committee/de-minimis/GEA%200verview%200n%20
de%20minimis_28%20March%202018.pdf

StatLink Si=m http://dx.doi.org/10.1787/888933953641

The de minimis exemption is of specific importance to B2C e-commerce trade. As noted above, the largest share of
packages delivered in the B2C channel are low value, and therefore would benefit from an appropriate de minimis
exemption or waiver. Moreover, apart from the savings in tax and duty, operation of a de minimis can reduce time
and cost of customs clearance by eliminating processing steps otherwise required for payment and collection. And,
as discussed below, a de minimis rule is important to support implementation of certain simplified release procedures.
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As indicated in Figure 6.14, a de minimis rule is not yet established in some countries. Where it is provided, the threshold
amount allowed may be minimal or subject to restrictive conditions. Also, where the amount is specified in legislation, there
may not be provided any legal or administrative mechanism for periodic adjustment, so that the rule can lose its facilitative
effect over time (absent regular amendment of the customs law).

The traditional justification for the exemption is that the administrative costs incurred by the trader and Customs in assessment,
payment and collection would equal or exceed the amount of the duty and tax at stake. However, it would be important
in setting the threshold to examine not only these administrative savings but overall economic impact, such as positive
economic benefits of increased e-commerce transactions.

A challenge that developing and least-developed countries face in implementation of a de minimis rule is the impact on
revenue collection and, possibly, domestic producers. There is also a concern of fraud in the use of the exemption by, for
example, misdeclaration of price paid. Technical assistance and capacity building support will be important to assist gov-
ernment in analysing these impacts, devising an appropriate facilitative de minimis threshold, and establishing appropriate risk
management and procedures to reduce the potential of mis-use.

B Simplified release procedures

The TFA requires WTO members to establish simplified documentation and procedures for release of expedited shipments,
such as packages arriving by air express delivery services, a category that describes much of e-commerce cross-border trans-
actions.?” These TFA provisions envisage the possibility of customs clearance and release of express shipments on the basis
of air cargo documents or a simplified declaration alone, as well as release followed by a subsequent declaration and com-
pletion of clearance procedures (for example, for purposes of assessment and payments of any duty and tax owed). It is
further envisaged that countries may limit the use of these simplifications to authorised persons or entities, such as express
delivery operators with the systems and procedures in place to ensure proper conduct of the operation and enable customs
supervision.

The leading instrument to guide implementation of these TFA principles is the WCO Immediate Release Guidelines.?®

The simplifications described by Category 2, which is linked to the de minimis exemption discussed above, and by Category 3
would cover a large portion of B2C transactions. As the WCO guidelines indicate, however, it is up to the country concerned
to design these simplifications and define conditions of their use in a manner appropriate to their particular needs and
environment.

There is large scope for technical assistance and capacity building support to developing and LDC members which have not
yet implemented these simplifications. Implementation of these procedures may constitute a radical alteration of existing,
traditional clearance processes. Expertise and capacity building would be important in the design of the procedures and
minimum document and data requirements; establishing qualification criteria and controls of express delivery and other
potential users of these simplifications; implementation of an appropriate guarantee system; evaluation and adjustments to
customs [T systems, etc.
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Box 6.8. WCO Immediate Release Guidelines

The WCO Guidelines are recommendations to customs administrations to assist in development of their national procedures
to cope with the increasing volumes of smaller consignments crossing borders as a result of the growth in the e-commerce
market. They are intended as possible “solutions” to enable administrations to combine the immediate release of such
goods with relevant and appropriate controls.

The guidelines recommend that consignments may be separated into four categories, each with suggested release
treatment and data and documentary requirements.

Ml Category 1: Correspondence and documents

- Goods cleared and released simultaneously (i.e. no post-release documents or procedures)

- Goods released on basis of a “consolidated declaration” such as a manifest or waybill

- Minimal data required

Bl Category 2: Low value consignments for which no duties and taxes are collected

(de minimis threshold)

- Goods cleared and released simultaneously

- Goods released on basis of a “consolidated declaration” or a simplified declaration

- Individual items in shipment reported

Ml Category 3: Low value dutiable consignments (simplified declaration)

- Goods cleared and released simultaneously, if a simplified or full declaration submitted prior to
arrival and any duty and tax is assessed and paid

- Otherwise, goods immediately released on basis of manifest/waybill or provisional declaration,
subject to provision of a guarantee and obligation to submit simplified (including periodic)
declaration following release and pay duty and tax

H Category 4: High Value consignments (full declaration)
- Normal clearance and release procedures apply

Under any category, Customs may perform documentary checks and/or physical examination of the goods
based on risk management.

The guidelines include an indicative list of data elements required under categories 1 to 3.

M Pre-arrival information

The TFA requires WTO members to allow submission of documentation and other information required for importation
— including both the manifest and goods declaration documents and information — prior to arrival of the goods so as
to enable Customs and other border authorities to process the information (determine required controls, assess duty
and taxes, etc.) in advance and thereby expedite release. Moreover, provision should be made, “as appropriate,” for the
electronic submission of this advance information.

In their notifications to the WTO Committee, the majority of WTO developing and LDC members indicate that they
have, in fact, already implemented these provisions on pre-arrival processing (Category A).

Moreover, of the 16 countries that notified the WTO Committee that they intend to implement the procedure with a

delay period but without need of external technical assistance (Category B), more than half indicate that the measure
will be implemented by the end of 2020.
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Figure 6.15. TFA Article 7.1 Pre-arrival Processing: Implementation Notifications
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Source: WTO Trade Facilitation Agreement Facility (TFAF) Database
StatLink Sw=m http;//dxdoi.org/10.1787/888933953660

Full and effective implementation of pre-arrival processing in the context of e-commerce trade presents developing
and LDC Customs and other border authorities with specific challenges not present to the same degree as in traditional
channels. Given levels of automation, declarations for small parcels moving through the international postal channel are
less likely to be submitted in electronic form or in advance. Because national legislation typically allows release on the
basis of simplified declarations for low value goods (e.g. based on the immediate release procedures described above),
less data is available to border authorities for risk analysis purposes. The occasional shippers who typically participate
in in e-commerce transactions may not be known to Customs (i.e. traders with no compliance history) and, because
they are typically not well-practiced in customs requirements, the data provided may not be as reliable. Thus, while the
rate of implementation of TFA Article 7.1 appears high, it may be that additional focus, with appropriate TACB support,
should be given to overcome these particular challenges to expedited release of goods in the e-commerce arena. In
particular, implementation of the various initiatives of WCO and Universal Postal Union (UPU) for advance electronic
exchange of postal data might be supported.?

B Simplified procedures for re-export/re-import of returns

To grow the cross-border e-commerce market, consumer demand requires facilitation of return of goods to the seller
and possibly, shipment of replacement goods. Implementation of simplified Customs procedures to expedite the
re-export (by the consumer) and re-importation (by the seller), as well as duty and tax facilities, including a simplified
drawback regime, would therefore be important to respond to this demand.

B Border agency coordination

Full and effective implementation of the TFA provisions on border agency coordination and cooperation are essential.
The facilitation benefit of Customs immediate release of an air cargo express delivery is limited if the operator must wait
for approval of other border authorities, such as quarantine services. Alignment of border authorities’ presence and
working hours at air cargo facilities, integration of their processing and controls, and sharing pre-arrival and risk related
information are essential to expedite release.

Coordination with national postal services (public and private) is of particular importance in view of the large and
growing volume of parcels and express mail service (EMS) items that move through the international postal supply
chain and that the clearance of such postal items is a shared responsibility of Customs and the postal service. As postal
service processes are often manual and paper-based, there is evident need for technical or other assistance to simplify
and integrate clearance processes, and to enable automated exchange of data with Customs, consistent with UPU and
WCO standards and recommendations.
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TACB for e-Commerce

The essential elements of a B2C e-commerce transaction are (i) a seller with an internet presence (a web page) to accept
on-line orders, (i) a buyer with internet access to place the order, (jii) a payment method (e.g. credit card, digital wallets,
cash on delivery, etc), and (iv) the delivery of goods.® Apart from the trade facilitation issues arising out of cross-border
delivery of goods as discussed above, developing and least-developed countries face specific challenges in relation to
each of these elements. These barriers include unreliable ICT infrastructure and power supply, limited access to interna-
tional electronic payment systems, weak legal framework for electronic transactions, and poor distribution and logistics
infrastructure. A valuable resource that can assist these countries identify specific barriers and the technical assistance
and capacity support required to participate more fully in the e-commerce market is UNCTAD's “eTrade Readiness
Assessment.”

Box 6. 9. Trade Facilitation and E-commerce: Two sides of a coin

Although e-commerce involves online buying and selling, it still depends on the physical delivery of goods. Poor logistics
remain a barrier to cross border e-commerce transaction in many developing economies. While transport costs are coming
down and shipping connectivity has improved, the gap between the best and worst connected countries is widening and
transport cost and delivery time often remain too high. Improving customs clearance, simplified border procedures and
facilitating e-commerce and ameliorate interoperability between transport providers is an all-time high priority for these
economies.

Such has been the reflection of the eTrade Readiness Assessment conducted by UNCTAD in 17 LDCs while investigating
the e-commerce readiness assessment. Outstanding elements that are parts of the Trade Logistic measures are present in
the findings of the assessment reports. Issues ranging from the Single Window to coordination between trade support
institutions have been labelled to be very important.

Feedback from the survey indicates that trade logistics and cross border facilitation measures are crucially important
to establish a full-fledged e-commerce domain. It goes to show that policy makers must specifically focus their trade
facilitation reforms on trade logistic and trade facilitation measures both within the country as well as across the border.
Digitalisation and enhanced coordination between trade support institution can help foster a sustainable and competitive
e-commerce regime.

Figure 6.16. Elements very important to create an environment conducive to ecommerce.
(The graph shows feedbacks from 9 LDCs under UNCTAD's eTrade Readiness Assessment.)
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Box 6.10. Correlation between TFA implementation and B2C internet use rating per region

A correlation is present between the implementation of TFA measures® relevant to e-commerce and the Business to
Consumer (B2C) internet use** within the countries.

Asillustrated in Figure 6.17, countries with higher Business to Consumer (B2C) internet usage tend to report higher WTO TFA
implementation of e-commerce measures® notified as category A commitments. High use of the internet by businesses
and consumers makes it easier to implement trade facilitation reforms that benefit such transactions.

Figure 6.17. Correlation between B2C Internet use and TFA Implementation
(E-commerce Measures)
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B2C INTERNET USE RATING

The earlier a country has notified TFA implementation, the higher the B2C Internet usage rating. Countries that notified the
implementation of Trade facilitation measures in 2014 have an average B2C internet use of 4.54 while the index is only 3.44
for those countries that notified in 2018.

Looking at the data regionally, as illustrated in Figure 6.18., on average, almost all regions have implemented at least half of
the TFA measures relevant to e-commerce. Africa has the lowest average implementation rate of TFA measures and has the
lowest average B2C Internet use rating.

Further compliance with the TFA measures can support e-commerce trade when it builds a secure, transparent, and less
costly environment to both businesses and consumers.
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Box 6.10. Correlation between TFA implementation and B2C internet use rating per region

Figure 6.18. Average percent of implementation of TFA measures and B2C internet use rating

per region
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Further compliance with the TFA measures can support e-commerce trade when it builds a secure, transparent, and less
costly environment to both businesses and consumers.

Source: UNCTAD

Notifications by WTO developing and LDC members indicate that demand for technical assistance support toimplement
the TFA provisions specific to e-commerce transactions is not particularly high. Just 25% of the developing and LDC
WTO members have indicated a need for external support to implement the TFA provisions on express delivery which
include the immediate release procedures, the de minimis waiver or exemption and other simplifications described
above?' An “e-trade” readiness assessment may usefully assist the government and stakeholders validate the current
situation, better understand the development potential and barriers to growth of its e-commerce market and, where
appropriate, re-focus implementation priorities and revise technical support needs.

E-commerce transactions do present specific challenges for border agencies that are not present to the same degree
as the traditional channel. The increased number of micro and small and medium businesses and consumers in the
B2C e-commerce supply chain, about whom there is limited information, is a specific challenge for Customs risk
assessment.*? The national postal service, which typically operates in a manual, paper-based environment, is a border
agency with which coordination and cooperation has heightened importance for e-commerce transactions. The
information requirements and modes of information access of SME firms, which typically engage only occasionally in
e-commerce cross-border trade, are not the same as those of firms which are regularly involved in traditional import or
export transactions.
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Nevertheless, the general foundations upon which these specific challenges can be addressed are being established
with TACB support. Thus, as indicated in Part Il of this chapter, developing and LDC members are, with technical support,
establishing or enhancing their customs and other border agency risk management systems and procedures and
improving risk analysis technique, which will be essential to enable the immediate release of low risk goods. Improved
coordination of controls and exchange of information among border agencies, progressing toward an electronic Single
Window, likewise promote faster release of low-risk goods whether arriving via the e-commerce channel or otherwise.
Implementation of trade information portals and publication of plain language guides to requirements - also a focus
of early support — are particularly important to enable SMEs to comply with border agency requirements (with which
they typically have much less experience than larger firms, and fewer resources to investigate) and to take advantage
of release simplifications.

Data suggest that such improvements in the trade facilitation environment is a potential catalyst for e-commerce.

Going forward, what is required to better facilitate e-commerce transactions is to extend and focus the reforms now
being undertaken in risk management, transparency, border coordination etc. to the specific challenges presented by
the e-commerce transactions. As previously suggested, a “e-readiness” or similar assessment would be valuable as a
starting point to identify gaps and support needs in that regard.

CONCLUSION

Considerable technical and capacity building support has been provided to bolster developing and LDC WTO members
in their implementation of the TFA. How does this financing support implementation, what progress has been made,
and what impacts have been registered?

The experience of the World Bank Group Trade Facilitation Support Program (TFSP) and the UNCTAD Trade Facilitation
Program, both providers of trade-related assistance, as well as OECD's analytical work provides insights to these
questions.

As detailed in this chapter, the focus of support has been determined by client demand and a sequencing logic
suggested by the Agreement, whereby certain essential measures are prioritised to enable implementation of others.
Priority has thus been generally given to establishment of National Trade Facilitation Committees, the national bodies
required to oversee implementation; carrying out time release studies, which provide countries with a baseline to
measure progress; and implementation of risk management policies and procedures, which are a precondition for sim-
plified control and release processes. The form of support required for these measures is most commonly technical and
analytical expertise, and has been largely directed to the executive authority and the Customs administration.

The current and future direction of aid is also indicated by the notifications made by WTO developing and LDC members
under the TFA's special and differential treatment provisions. There is high demand from these countries for technical
assistance in implementation of TFA measures on Single Window, risk management, time release studies and trans-
parency measures. Forms of support most commonly requested in notifications include capacity building, legislative
support, and ICT. This chapter suggests that these notifications reveal a particular concern for implementation capacity
and resources of the technical border agencies which typically are not as progressed in the trade facilitation agenda as
the customs administration.
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An important element of support is the establishment of mechanisms to measure implementation progress and to
assessimpact. A TFA Alignment Tracking Tool was developed by the WB-TFSP to enable countries measure their progress
towards a “full and effective” implementation of the individual measures of the agreement. Initial measurements using
the tool suggest that aid for trade has had positive effects improving rates of alignment to the TFA in countries receiving
WB-TFSP support.

OECD Trade Facilitation Indicators likewise show implementation of the TFA is well underway, although performance is
varied across and within different income groups. Early improvements appear in areas such as automation and stream-
lining of procedures and engagement with the trade community; the biggest challenges to be faced concern coop-
eration among the national border authorities and with their cross- border counterparts.

Trade facilitation reforms are producing positive impacts. Evidence from country reports indicate reduction in physical
inspections, elimination of unnecessary documents, and automation of manual processes through implementation of
TFA measures. Results of initial periodic time release studies show reduction of clearance times. The World Bank general
trade facilitation surveys also indicate that improvements are being made in reduction of time and cost in countries
receiving support. OECD research highlights the positive impact of trade facilitation on the internationalisation of SMEs
—amessage also echoed by developing country responses to the joint OECD-WTO Monitoring and evaluation exercise.
To better enable developing and LDC Members track and demonstrate progress and impact of reforms, this chapter
suggests that continued support is needed for establishment of appropriate monitoring and evaluation systems and
tools.

Finally, this chapter considered the specific question as to how aid for trade can support trade facilitation of goods sold
in e-commerce, a market with enormous export potential for SME's, which constitute the largest portion of firms in most
developing and least-developed countries.

The trade facilitation challenges arising out of cross-border trade in goods sold through e-commerce are generally the
same as those sold in traditional channels. Much the same response is needed, including full and effective implemen-
tation of the TFA measures. However, given the nature of e-commerce transactions, there are certain TFA and other
trade facilitation reforms that are of particular relevance to development of this market, including implementation of a
facilitative de minimis exception; TFA simplified release procedures for air cargo shipments; TFA pre-arrival procedures;
and closer border agency coordination, particularly between customs administration and the national postal service.
This chapter suggests that to assist development of e-commerce markets, aid for trade might be usefully deployed to
extend and focus the reforms now being undertaken in risk management, transparency, border coordination etc. to the
specific challenges presented by e-commerce transactions.
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NOTES

1. WTO Trade Facilitation Agreement Facility (TFAF) database, https.//www.tfadatabase.org/. Hereinafter “TFAF
database.” Information from TFAF database in this chapter is as of February 15, 2019.

2. TFAF database. Estimate is based on notifications made by WTO members pursuant to TFA Article 22.1. The
estimate is likely understated as Article 22.1 notifications for 2017 and 2018 are not complete and the estimate
does not account for support provided but not required to be notified (e.g. support provided by WTO
developing country members).

3. WB-TFSP development partners are the Department of Foreign Affairs and Trade of Australia (DFAT), Global
Affairs Canada, the European Union, the Ministry of Foreign Affairs of the Netherlands, the Ministry of Foreign
Affairs of Norway, the Swedish International Development Cooperation Agency (SIDA), the State Secretariat for
Economic Affairs of Switzerland (SECO), the Department for International Development of the United Kingdom
(DFID, UK aid), and the United States Agency for International Development (USAID).

4. TFA Article 21(3)(b).

5. WTO members formally agreed to launch negotiations on trade facilitation in July 2004, on the basis of
modalities contained in Annex D of the so-called “July package”. International Organisations identified as having
a role in the implementation of TF-related reforms and referred to in this Annex have subsequently been referred
to as Annex D Organisations. These include the IMF, OECD, UNCTAD, and the WCO. World Trade Organization,
Doha Work Programme, Annex D, WT/L/579 (August 2, 2004).

6.  TFAF database. In these notifications, certain WTO countries designated part of a TFA provision under one
category and part under a different category. For purposes of this discussion, a country is deemed to have
notified an entire TFA provision under a particular category if the country classified that provision either in whole
orin part under the category.

7. Inthis and other figures in this subsection, the percentage represents the number of requests (e.g. for Single
Window support) in relation to total number of category C notifications for all measures.

8. The time periods for making this notification are different between developing and LDC members.
“Developing Country Member Category C

(©) Upon entry into force of this Agreement, each developing country Member shall notify the Committee of the
provisions that it has designated in Category C and their corresponding indicative dates for implementation.
For transparency purposes, notifications submitted shall include information on the assistance and support for
capacity building that the Member requires in order to implement.

Least-Developed Country Member Category C

(0) For transparency purposes and to facilitate arrangements with donors, one year after entry into force of
this Agreement, each least-developed country Member shall notify the Committee of the provisions it has
designated in Category C, taking into account maximum flexibilities for least-developed country Members.

(d) One year after the date stipulated in subparagraph (c) above, least-developed country Members shall notify
information on assistance and support for capacity building that the Member requires in order to implement.”
9. These notifications typically state that such information is “to be determined.” All notifications of this type were
submitted by LDC's. The time period under the agreement for LDC's to provide this information (see footnote 8)
has not yet expired.

10.  Note, however, that these 44 countries include just 2 LDC members, and therefore the technical assistance needs
discussed herein may not fully reflect a LDC perspective
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11. See Figure 6.2, above.

12. Forimplementation to remain manageable, four agencies are defined per country as a proxy for the whole of
government: (1) Customs; (2) Plant Protection and Quarantine; (3) the Bureau of Standards; and (4) the agency
responsible for health.

13.  In design of the tool, the assumption was taken that the implementation objective is maximum economic
benefit through facilitation rather than technical legal compliance with the agreement. Using the OECD Trade
Facilitation Indicators (TFls) to monitor country progress in implementing the TFA, the OECD estimates that
the potential cost reduction from a “full” implementation of the WTO Trade Facilitation Agreement is 16.5% of
total costs for low income countries, 17.4% for lower middle income countries, 14.6% for upper middle income
countries; whereas in a less ambitious implementation, limited to compliance with mandatory provisions of the
agreement, the potential reduction reaches 12.6% for low income, 13.7% for lower middle income, and 12.8% for
upper middle income countries. OECD (2018), Trade Facilitation and the Global Economy, OECD Publishing, Paris.

14.  According to TFAF database, the measures with the lowest implementation rate are-
Art. 104 - Single window
Art. 7.7 - Authorised operators
Art. 5.3 - Test procedures
Art. 3 - Advance rulings
Art. 76 - Average release times
Art. 8 - Border Agency Cooperation
Art. 1.3 - Enquiry points
Art. 1.2 - Information available through internet
Art. 74 - Risk management

15. WTO Trade Facilitation Agreement Preamble

16.  Accordingly, the agreement “encourages” countries “to measure and publish their average release time of goods
periodically and in a consistent manner, using tools such as, inter alia, the Time Release Study of the World
Customs Organization.” Article 7.6, WTO Trade Facilitation Agreement (Establishment and Publication of Average
Release Times).

17. Significant data gaps still exist on the exact nature of barriers that women face in undertaking cross-border trade
and on the gendered impact of improved customs and border procedures. Filling these gaps is essential to
optimise the design and implementation of effective policy reforms and program interventions that maximise
the gains from trade for all. To this end, the WB-TFSP has initiated work to help fill some of the knowledge gaps
through the collection of data in face-to-face surveys. The work is being piloted East Asia and the Pacific region.

18.  OECD defines e-commerce as “the sale or purchase of goods or services, conducted over computer networks
by methods specifically designed for the purpose of receiving or placing of orders. The goods or services are
ordered by those methods, but the payment and the ultimate delivery of the goods or services do not have
to be conducted online. An e-commerce transaction can be between enterprises, households, individuals,
governments, and other public or private organisations.” OECD Glossary of Statistical Terms https./stats.oecd.org/

glossary/detail.asp?ID=4721

19.  See, e.g. UNCTAD, Information Economy Report 2015: Unlocking the Potential of E-commerce for Developing
Countries (2015); International Trade Centre, Bringing SMEs onto the E-Commerce Highway (2016); World Customs
Organization, WCO Study Report on Cross-Border E-Commerce (March 2017). These comments also draw on an
upcoming World Bank Group Note: Facilitation and Logjistics for E-commerce (Ankur Huria, author).
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According to surveys of cross-border e-commerce consumers, 61% of packages shipped are valued at less than
50 Euro and 84% weigh 2 kilograms or less. International Post Corporation, Cross-Border E-Commerce Shopper
Survey 2018 (January 2019).

eMarketer; Statista.

UNCTAD, Information Economy Report 2015 at 12.

DHL, The 21st Century Spice Trade : A Guide to the Cross-Border E-commerce Opportunity (2016).
UNCTAD, Information Economy Report 2015 at 6.

"8.2 Subject to paragraphs 8.1 and 8.3, Members shall.... (d) provide, to the extent possible, for a de minimis
shipment value or dutiable amount for which customs duties and taxes will not be collected, aside from certain
prescribed goods. Internal taxes, such as value added taxes and excise taxes, applied to imports consistently with
Article Il of the GATT 1994 are not subject to this provision.”. TFA Article 7.8.

Global Express Association global survey (including 28 EU countries) of de minimis customs duty amounts,

converted to U.S. dollar (https:/global-express.org/index.php?id=14). The average de minimis amount of the
countries surveyed is approximately USD 150.

“8.2 Subject to paragraphs 8.1 and 8.3, Members shall:

(@) minimise the documentation required for the release of expedited shipments in accordance with paragraph
1 of Article 10 and, to the extent possible, provide for release based on a single submission of information on
certain shipments;

(b) provide for expedited shipments to be released under normal circumstances as rapidly as possible after
arrival, provided the information required for release has been submitted;

(c) endeavour to apply the treatment in subparagraphs (a) and (b) to shipments of any weight or value
recognising that a Member is permitted to require additional entry procedures, including declarations and
supporting documentation and payment of duties and taxes, and to limit such treatment based on the type of
good, provided the treatment is not limited to low value goods such as documents]”

World Customs Organization, Guidelines for the Immediate Release of Consignments by Customs Version Ill (June
2018).

These include proposed Joint WCO-UPU Guidelines on the exchange of electronic advance data (EAD) between
Posts and Customs. According to the WCO, the guidelines are “aimed at providing policy and technical guidance
to designated postal operators and Customs administrations on how to establish the exchange of EAD, as well as
gain support within the respective organisations for the adoption of this development project on a priority. They
should be published in June 2019, once approved by the WCO Council.” http:/wwwwcoomd.org/en/media/
newsroom/2018/november/wco-upu-contact-committee-endorses-joint-guidelines.aspx..

UNCTAD, B2C E-E-commerce Index 2017 (October 2017).

TFAF database. Fifty-nine (60%) developing or LDC WTO members have classified TFA Article 7.8 (expedited
delivery) under category A, indicating that the measure is fully implemented.

WCO Study Report on Cross-Border E-Commerce

The data show the measures notified by WTO Members under category A, assuming that they have
implemented them.

NRI World Economic Forum data.

For all analysis done, the TFA measures relevant to e-commerce used are Article 7.1, 7.2, 74,76,78,8,10.1,and 104.
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CHAPTER 7

EXPORT DIVERSIFICATION AT THE TIME
OF SLOWBALISATION

Contributed by the United Nations Conference on Trade and Development

Abstract: Export diversification remains an important development objective of many commodity-
dependent developing countries. Today's global economic trends, however, suggest that the world may
be entering a period of “slowbalisation’, signified by slower growth of trade, foreign direct investment
and capital flows. Growing environmental concerns also raise questions over the viability of repeating
the pattern of massive export growth enjoyed by some developing countries in the past several decades.
Shifting patterns of economic growth call for a new focus in developing countries” export diversification
strategies. This chapter discusses that two areas - services trade and South-South trade — can provide
developing countries with untapped potential for continuing export diversification. The chapter then
discusses how South-South regional regulatory cooperation could enhance services trade and reduce the
trade-distorting impact of non-tariff measures. To conclude, the chapter explores the role of Aid for Trade in
enhancing export diversification through regional cooperation.
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EXPORT DIVERSIFICATION STRATEGIES - THEN AND NOW

Export diversification is part of a dynamic process of economic growth and economic diversification. To many com-
modity-dependent countries, expanding the content of their export basket with more manufactured products
or services is a sign of value addition and successful structural transformation. Between 1995 and 2017, developing
countries’ exports of manufacturing products increased from 65% to 74% of total exports.

Figure 7.1. Share of Manufacturing in exports, 1995-2017
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Figure 7.2. Herfindahl Hirschman index of product concentration of exports, 1995-2017
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However, this increase mostly reflected the growth acceleration and structural transformation of a handful of emerging
economies in Asia, particularly China (Figure 7.1). In 2017, Asia accounted for 88% of the manufacturing exports from
developing countries, and for 94% of “South-South” manufacturing exports, where East Asia alone accounted for 65
and 69% respectively. In contrast, African exports became more concentrated, rather than more diversified, particularly
in the years of the commaodities super cycle (2000-2008), which was largely driven by China’s increased demand for
primary products (Figure 7.2).

Export concentration in a few primary commodities makes a country more vulnerable to external shocks and can nega-
tively influence job opportunities in the exporting countries. A strong link can exist between the poor state of export
diversification and the dismal nature of employment creation (UNCTAD, 2018a). For example, Africa’s weak diversifi-
cation is a major factor behind unemployment in the region. Africa has the youngest population structure in the world.
It is estimated that of the 420 million African youth (i.e. aged between 15 and 35 years), about 31% are unemployed,
and over 70 percent are underemployed (Betcherman and Khan 2015). The African Development Bank projects that 18
million jobs need to be created annually between 2015 and 2035 in order to absorb youth entering the labour market
for the first time (African Development Bank, 2016).

Export diversification thus remains an important developmental objective of developing countries, particularly in Africa
with predominantly commodity dependent countries. In recent years, many developing countries placed measures to
increase their participation in global value chains (GVCs), often through export processing zone (EPZ) schemes, at the
core of their export diversification strategies. This was a logical choice particularly in the years between 1995 and 2008
when GVCs proliferated and there was a rapid expansion of trade in intermediate goods.

Today’s global economic trends, however, suggest that the world may be entering a period of “slowbalisation” charac-
terised by slower growth, or contraction, of trade, foreign direct investment (FDI) and capital flows." Since the latter part
of 2018, international organisations have repeatedly adjusted their global economic prospect downwards.? The World
Bank reported in its monthly highlight of March 2019 that global merchandise trade has lost the growth momentum of
2017. The year-on-year growth of the volume of container shipping was 5% in February 2018 but fell to 2% in February
2019. Likewise, the annual growth of new export orders turned negative in February 20192 As regards FDI flows, the total
value fell by almost 20%, from USD1.47 trillion in 2017 to an estimated USD1.2 trillion in 2018, a level equivalent to the
value of FDI just after the global financial crisis in 2009 (UNCTAD, 2019a).

Figure 7.3. GVC Participation Growth rate (%), 2000-2010 and 2010-2017
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The sluggishness in trade and FDI are closely related to the deceleration of GVCs (Constantinescu et al., 2018). The
growth of GVCs has come to a halt. The share of foreign value added (FVA), i.e. the value of imported goods and services
incorporated in exports, declined from 31% in 2010 to 30% of world exports in 2017 (UNCTAD, 2018c). The growth in
developing countries’ participation in GVCs has slowed down considerably in the past decade (Figure 7.3).* In the first
decade of the 21st century, developing countries increased their participation in GVCs on average by 13% annually. In
the years between 2010 and 2017, this has come down to 3%. The fall in GVC participation growth was particularly sig-
nificantin Africa and in LDCs. Heightened uncertainty over a potential trade war between the US and China may further
exacerbate these trends. UNCTAD estimates that the high volume of Chinese exports affected by US tariffs is likely to
contract East Asian value chains by about USD160 billion.®

The prospect of rapid trade growth in coming years is seemingly low, not only because of growing uncertainty over a trade
war but also because the significant trade liberalisation in tariffs that the world experienced in the post-Uruguay Round
years seems to have come to an end point. The simple average of world most-favoured nation (MFN) tariffs on manufac-
turing products in 2017 was only marginally lower than the level 10 years ago, while there was absolutely no change when
measured as a trade-weighted average. The same pattern applies to the average of preferential tariffs, i.e. those set under
preferential trade agreements including bilateral and regional trade agreements (RTAs) (UNCTAD, 2019¢).

Growing environmental concerns also raise questions over the viability of economic policy that focuses on repeating
the explosive exports growth —in primary commodities, agriculture or manufacturing — that some developing countries
experienced in the past several decades. Unchecked globalisation in past decades has radically reshaped the environ-
mental conditions that are faced today, which include climate change and “the sixth extinction” in terms of losing bio-
diversity, among others. In 2012, it was suggested that if the world’s 7 billion citizens consumed as much as the average
US citizen, 4 Earths would be needed to sustain consumption.®

In December 2018, the member states of the United Nations Framework Convention on Climate Change (UNFCCC)
agreed at the 24th Conference of the Parties (COP24) on a “rulebook” for implementing the Paris Agreement, i.e. to
keep global temperature rise in this century to below 2 degrees Celsius above pre-industrial levels by significantly
reducing greenhouse gas (GHG) emissions. International trade is considered one of the major drivers of GHG emissions
because of the need to transport goods by land, sea, or air (with transport still mostly dependent on fossil energy), and
the fact that it provides economic incentives for large-scale agricultural and industrial production. On the other hand,
through international trade, countries export goods and services produced based on their comparative or competitive
advantage and buy those that they do not produce, which results in an efficient reallocation of resources across sectors.

In the current sustainable development paradigm, elaborated by the 2030 Agenda for Sustainable Development and
the Sustainable Development Goals (SDGs), trade and export diversification strategies should be designed as an integral
element of a broader sustainable development policy. This suggests that developing countries, particularly commodity
dependent countries, African countries and LDCs, may need to shift the focus of their export diversification strategies
away from GVC participation to other strategies that could help them achieve trade and economic growth not only
quantitatively, but also structurally, in a manner that is environmentally sustainable and inclusive to all groups of people.’

The following section discusses the viability of services trade and South-South intraregional trade as two areas that are
likely to provide continuing if not greater market opportunities for export diversification and sustainable development.
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SERVICES TRADE AND SOUTH-SOUTH INTERREGIONAL TRADE

Services trade

The services sector has emerged as the largest segment of most national economies, contributing a growing share to
GDP, trade and employment, and becoming a major driving force of the world economy. Trade in services presents
continued growth potential even in light of the global economic slowdown. UNCTAD and WTO estimated that world
trade in services achieved an annual growth of 8% in 2018 (compared to 3% for the volume of world merchandise
trade), to reach almost USD 6 trillion (USD 19.5 trillion for the value of merchandise trade) (Figure 74).2 Several developing
countries have gained substantial benefits by exploiting trading opportunities in services, including modern exportable
business services and temporary movement of natural persons that provide services. Lower-income developing
countries, however, are yet to acquire the critical capacity to follow suit, relying heavily on traditional, non-tradable and
low-productivity services, including the informal economy (UNCTAD, 2018f).

Figure 7.4. Services exports by main groups of economies, 2010-2018
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The services sector has become the largest provider of jobs in many developing countries, as manufacturing value
chains are outsourced to services suppliers and as the final consumer demand for services increases with rising income
levels. Today, the services sector absorbs almost half of the employment worldwide. In all developing regions the share
of services employment has increased during the last decade. But the contribution of the services sector to employment
varies significantly among different developing regions (Figure 7.5).

With more than 60% of total employment, the services sector is particularly important for Latin America and the
Caribbean (LAC). In Africa, the services sector gradually increased its absorption of employment, but it is still at a lower
level than in other developing regions. This is indicative of the small share that services claim in the overall economy
in Africa? An UNCTAD study confirms that the impact of services trade on jobs in services has the potential to create a
higher number of jobs in absolute terms than trade in the manufacturing sector (Box 7. 1).
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Box 7.1. Trade in services and employment

In 2018, UNCTAD conducted the study “Trade in Services and Employment” (UNCTAD, 2018f) which looked into the
employment potential of trade in services.

The study confirms that the overall impact of services trade on jobs is weaker than that of trade in goods. But this is
influenced by the fact that the services sector in many developing countries remains relatively small.

When the smaller share of the services sector in international trade vis-a-vis the manufacturing sector is taken into account,
services have the potential to create a higher number of jobs in absolute terms than the manufacturing sector. The study
estimates that USD 1 billion extra value added exports of the services sector would create 112,000 new jobs in Mexico,
while the same amount in the manufacturing sector would only generate 36,000 new jobs. Similarly, a T per cent increase
in services exports increases employment in the sector by 42,000 jobs, while the same increase in manufactures creates
about 32,000 jobs.

The result, however, is not uniform across the other sample country cases used in the study. While the results for the United
Kingdom, France, Brazil, Japan, and Germany, and the United States are similar to the Mexican case, different outcomes are
observed for Turkey, India and China. In the latter group of countries, even the absolute effect of export growth is bigger for
manufactures than for the services sector. The difference between these two groups of countries is linked to the share of
services in total employment. This suggests that countries in Africa would experience a similar impact as the latter group.

These findings suggest that, from the perspective of job creation, diversification into services exports should be
complementary to and not a replacement of export diversification in goods as long as the services sector claims a small
share in a country’s economy. Additionally, some services sectors require an abundance of highly skilled labour, and are
unlikely to absorb unskilled labour at a large scale, which means that diversification in that case may not lead to inclusive
growth in trade.

It is also important to note that the services sector tends to attract proportionally more female workers than male workers.
An expansion of the services sector would thus improve job opportunities for female workers, but its developmental
impact should be considered with caution. Creation of new jobs through trade opening, for instance, has at times had a
negative relationship with the gender wage gap, as female workers tend to concentrate in lower-wage segments that are
stimulated by increased trade (see UNCTAD Trade, Gender and Development Program).

Figure 7.5. Employment in the services sector (% of total), 2000, 2010 and 2018
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Figure 7.6. Services Trade Restrictions Index by sector, regional averages
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Note: this figure compares the restrictiveness of services trade policy across regions based on simple averages
across countries of the World Bank Services Trade Restrictions Index, which ranges from 0 to 100. The World Bank
Services Trade Restrictions Database covers 103 countries (79 developing) and financial, basic telecommunications,
transport, distribution and selected professional services. The information for the database was collected between
2008 and 2010.

Source: World Bank Services Trade Restrictions Database.
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Services trade has the potential to contribute to export diversification through two different channels: the role of services
as exports, and their role as embedded inputs to economic activities. As exports, services trade can directly contribute
to vertical export diversification, by shifting exports away from primary products. In this way, countries would be able
to diversify their exports without going through an industrialisation phase (Ghani and O'Connell 2014). The tradability
of services is also increasing with the advancement of information and communication technology (ICT) (Ghani and
Kharas 2010) as innovations in ICT continue to decrease the costs associated with services trade (Ghani and O'Connell
2014). Initially the progress in ICT only influenced the financial services (e.g. via online transactions), but it now con-
tributes to development of trade in a variety of services, including education and health services.

In their role as embedded inputs, services are vital not only as linkages between different steps in value chains, such as
transportation services, but also as direct inputs in the production of goods (e.g. research, financial services, etc). The
increasing “servicification” of manufacturing, i.e. increased reliance of the manufacturing sector on services, in past
decades has made the role of services as embedded inputs all the more relevant.” Services reform that facilitated access
to competitive services inputs has increased the productivity and the competitiveness of the manufacturing sector, for
example in the cases of India, (Arnold et al. 2016), and Chile (Fernandes and Paunov 2012).

To further enhance services trade, trade policy matters. This is because services trade still faces substantial policy barriers,
though at varying degrees across countries and sectors. According to the Services Trade Restrictions Index, some fast-
growing developing countries in Asia have some of the most restrictive services trade policies, while other developing
countries are very open. Trade in professional and transportation services has remained restricted across the board,
while financial and retail services are usually more open (Figure 7.6). Additionally, restrictiveness can vary considerably
by mode across countries and sectors, which further complicates trade in services (Borchert, Gootiiz, and Mattoo 2012).2

South-South Intraregional Trade

The second area that can nurture export diversification of developing countries in the coming years is South-South
intraregional trade. Developing countries have already been exporting more diverse products, including processed
products, to neighbouring countries than to their traditional developed-country trade partners.

Figure 7.7 provides a detailed picture of the changes in the composition of exports experienced by different developing
country groups in the years between 1995-2017. Exported products are grouped into five categories: high-technology,
medium technology, resource-based and low technology, primary products and other, using the definition provided by
Lall (Lall, 2000)."® The right side axis reflects the share of exports to each respective market. In the years since 1995, Africa’s
exports to the South have increased significantly, from just over 20% of the total in 1995 to almost 50% in 2017. Africa’s
exports to the South include more low- and medium-technology products than their exports to the North, but the
main component remains primary products. This may be influenced by the high concentration in the primary sector of
Africa’s exports to China, which accounts for around 10% of Africa’s total exports.

Looking at intra-Africa trade, the breakdown of traded products is very different from the above. Intraregional trade as a
share of total exports has been gradually but steadily increasing in Africa and reached 20% in 2017. It is also more diver-
sified and contains much greater shares of low- and high-technology based products. Figure 7.8 provides the changes
in the share of medium and high technology products in Africa’s total exports in the years 2005, 2010 and 2017, grouped
according to the destination. The share of medium and high technology exports to the world increased from 9% in
2005 to 15% in 2017. But medium and high technology exports claimed almost a quarter of Africa’s intraregional trade in
2017, having increased by over 7 percentage point since 2005. This trend, i.e. a higher degree of export diversification in
intraregional trade, is consistent across different developing regions throughout the years. Intraregional trade appears to
encourage intra-industry export diversification, and exports with higher technology content than exports to the world,
as confirmed for the case of East Africa in (Na, 2019).
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Figure 7.7. Exports by technological category and partner, selected regions, 1995-2017
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Figure 7.8. Share of medium and high technology goods in African exports by destination
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Greater export diversification in South-South intraregional trade has happened despite the fact that market access con-
ditions or trade facilitation within intraregional trade are not always favourable to trade. ESCAP, for example, estimates
that the intraregional trade potential in South Asia is around USD 81 billion, of which only a third is realised due to the
high cost of trade, among other barriers.* There appears to be significant space for further reduction in trade costs in
South-South regional settings (WTO, 2018b).

As regards market access conditions, a significant impact upon trade costs increase is generated by technical regulatory
measures applied by importing countries, such as technical barriers to trade (TBT) and sanitary and phytosanitary (SPS)
measures. TBT and SPS measures are domestic technical measures with legitimate policy objectives such as protection
of human and animal health, safety and environment. TBT and SPS measures stem from policy objectives that are
not related to trade, but because of their significant impact upon trade flows, such technical measures can constitute
non-tariff measures (NTMs) that increase trade costs via, inter alia, high cost of compliance (e.g. laboratory testing and
certification).

Various studies have found that NTMs have a greater impact upon trade cost increase than tariffs.” The trade-distorting
impact of NTMs can be measured by estimating the ad valorem equivalent (AVE) of the cost of meeting NTMs, i.e. as a
percent of an import price. A study finds that NTMs applied in the food and agriculture sectors in Africa could raise unit
values of products traded intra-regionally by 15-30% compared to the average intraregional tariff in the same sector of
around 7% (UNCTAD, 2019b). The average AVE of NTMs in the manufacturing sector is estimated to be around 5% to
20%, compared to the average intra-Africa tariff of 5.4%.'¢

Technical measures tend to be costlier and more burdensome for smaller producers and businesses than for bigger
firms. According to the International Trade Centre (ITC), small and medium enterprises (SMEs) in developing countries
are disproportionally affected by procedural obstacles and NTMs, as they often lack the appropriate resources to deal
with these barriers (Rollo, 2016).
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SOUTH-SOUTH REGIONAL REGULATORY COOPERATION

Services restrictions, technical NTMs and, more generally, regulatory differences between countries can prevent
economies of scale in international markets for goods and services. For example, the costs attached to supplying
professional services (e.g. licenses or degrees for accountants, doctors, etc) must be paid separately in each market,
instead of being spread out across destinations. However, neither services restrictions nor technical NTMs can be
simply eliminated, as they are usually legitimate domestic measures serving a country’s socio-economic and environ-
mental objectives. Since economic, social and environmental standards that are unilaterally incorporated to a country’s
domestic regulation may inadvertently affect local and foreign producers, consumers and competition, there are gains
to be made from regulatory convergence or regulatory cooperation.

Regional (and global) regulatory cooperation can boost trade in services and intraregional trade, reducing the risk of
unintentional effects of regulation on local markets and trading partners. In this sense, regulatory cooperation can
encourage export diversification by reducing transaction costs associated with services trade and intraregional trade.”
Regulatory cooperation on services trade, for example promoting joint communication infrastructure and network
development, can create a more facilitative policy environment.

Developing regions already have multiple regional trade agreements (RTAs) in place, many of which include some pro-
visions on services trade restrictions and technical NTMs. Existing RTAs and emerging ones such as the African Continental
Free Trade Area (AfCFTA) can provide a platform for further regulatory cooperation, which in turn can improve regional
market access conditions, and with them increased likelihood for export diversification.”® Regulatory and institutional
frameworks that are best fit to local conditions and priorities are critical for a good functioning of services sectors, par-
ticularly infrastructure services, as their performance is highly dependent on the quality of regulations.

Regulatory cooperation beyond existing RTA provisions can take the form of mutual recognition of regulatory measures
or harmonisation, among others. Regulatory cooperation takes different forms depending on a number of factors:
existing regulation, financial and technical resources, the countries’ priorities in the trade-off between social goals and
competition in services, and the services or goods sector in question. For instance, cooperation in financial services is
more likely to take the form of harmonisation efforts of prudential regulation, perhaps through the adoption of interna-
tional standards such as Basel lll, whereas for professional services mutual recognition may be more suitable. In the case
of goods, evidence shows that mutual recognition agreements (MRAs) for technical NTMs have a larger positive effect
on trade for technology intensive industries (Jang, 2018).”

Multiple efforts in the direction of mutual recognition and harmonisation of regional regulation are underway. For
example, between 2003 and 2014 countries of the Association of Southeast Asian Nations (ASEAN) signed Mutual
Recognition Arrangements (MRAS) for tourism, accountancy, architecture, dentistry, engineering, medicine and nursing.
Although it is too early to determine the effect of these MRAs on trade with any certainty, they have already led to a
capacity building effort in member States to upgrade national regulation and training standards (Mendoza et al, 2016).
In the case of NTMs on goods, a number of Standards and Trade Development Facility (STDF) projects that seek to
use Good Regulatory Practices (GRPs) in the development or review of SPS measures have encouraged regional con-
vergence in regulation. For example, the Regional Feed and Food Safety Programme sought to advance regulatory
harmonisation with regard to trade in animal feed in ten countries in Latin America and the Caribbean. To that effect,
a number of specific tools were developed, such as common glossaries and comparative analyses of national and
regional regulation, among other activities, such as capacity building.”
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In cases where mutual recognition or harmonisation of regional regulation is too challenging, even increasing regu-
latory transparency among countries may already be an important step forward for regional regulatory cooperation.
Some innovative approaches for increasing regulatory transparency have started in South-South RTAs, such as the
African Regional Economic Communities (RECs) establishing the Tripartite Free Trade Area by bringing together three
African RECs, namely the Common Market for Eastern and Southern Africa (COMESA), the East African Community (EAC)
and the Southern African Development Community (SADC). Using the international classification of NTMs, developed
by UNCTAD and the Multi-Agency Support Team (MAST), the Tripartite Free Trade Area has developed a web-based
reporting mechanism (www.tradebarriers.org) that enables the private sector to directly report NTBs or NTM-related

trade obstacles they face when exporting to member countries.”’

The potential economic benefits from regional regulatory cooperation can be huge. An UNCTAD study on the
Economic Community of West African States (ECOWAS) suggests that regulatory cooperation on NTMs can reduce
trade restrictions by more than 25%, which can result in an increase in intra-ECOWAS trade of 15% and total income of
USD 300 million per year (UNCTAD, 2018d). Another study estimated that regulatory cooperation can increase welfare
by USD 21 billion in the AfCFTA and by USD 23 billion in the African, Caribbean and Pacific (ACP) Group of States. This is
more than five times the possible gain from total tariff elimination (Vanzetti, Peters and Knebel, 2017).

Regional regulatory cooperation can also prompt other benefits, such as income and employment generation, cost-
effective inputs and services within the region, and enhanced competitiveness due to higher competition within
the region, made possible through deeper regional market integration. This can, in turn, enhance progress in African
countries towards meeting the SDGs. The regional sphere is a particularly appropriate arena for incorporating
environmental and social dimensions into trade policy. Developmental challenges such as income inequality, gender
inequality, water scarcity, and environmental degradation, can be addressed more effectively and more efficiently via
regional regulatory cooperation than attempted individually. This is why the Addis Ababa Action Agenda recognises
“(.) the significant potential of regional economic integration and interconnectivity to promote inclusive growth and
sustainable development and commit to strengthening regional cooperation and regional trade agreements”.??

THE ROLE OF AID FOR TRADE

The regional regulatory cooperation, mutual recognition and harmonisation efforts described in the previous section
can become the vehicle that leads to export diversification associated with the achievement of multiple SDGs. While
these are, beyond any doubt, desirable outcomes, the deep integration process leading up to them is riddled with
political complexity, as well as being time- and resource-intensive. Additionally, as pointed out in (OECD, 2014), for
regional economic integration to materialise, trade-related infrastructure and processes need to be efficient.

As highlighted in (Lamersen, Muoio, & Roberts, 2019), the time, resources and preconditions required for a successful
process of regional integration provide a rationale for aid for trade under a number of the themes in the initiative:
improving trade-related infrastructure, facilitating trade, creating a trade-enabling environment and building pro-
ductive capacities. This means that even though in the period 2006-2017 only between 11% and 19% of aid-for-trade
disbursements were specifically dedicated to regional or global programs, many disbursements for national programs
contributed to the necessary preconditions for regional integration.?

Although aid-for-trade programmes with a specific global or regional focus represent a small share of total aid-for-trade
flows, the absolute amount of funds devoted to them increased threefold between 2006 and 2017, from USD 2.2 to
USD 6.6 billion.* These funds have mostly been devoted to building productive capacity (60-80%) and economic infra-
structure (12-29%.
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Funds aimed at supporting regional regulatory cooperation, mutual recognition and harmonisation efforts would most
likely be classified under global or regional funds destined for trade policy and regulation. This aid-for-trade category
increased from 248 million in 2006 to 565 million in 2017 but has remained fairly stable since 2011. In particular, the
RTAs item of this category (CRS code 33130), which contains work on TBT and SPS measures at a regional level, ranged
between 49 and 125 million since 2006. Even if the entire RTA category was dedicated to regional work on technical
NTMs, the funds assigned to that purpose would seem low, considering the potential economic benefits from regional
regulatory cooperation.?

There are a number of reasons why most aid-for-trade funds remain destined for the national level despite the large
potential benefits of some regional programmes, as explained in detail in (Lamersen, Muoio, & Roberts, 2019). In some
cases, regional externalities may be hard to appropriate, leading to the oversight of potential beneficial programmes.
Additionally, a number of characteristics of regional programmes makes their implementation more challenging.
Countries at different levels of development and with different political environments will find additional difficulties in
coordinating regional implementations. Similarly, differences in the real or perceived costs and benefits of implemen-
tation for each country can lead to complications in the implementation of a regional agenda. Moreover, countries are
usually involved in multiple integration processes simultaneously, making alignment of national and regional actions
more difficult. Also, it is commonly the case that the coordination of multiple donors, the private sector and civil society
are required for a successful implementation of a regional program.

Itis also important to highlight that partner countries responding to the 2017 Aid for Trade Monitoring and evaluation
exercise consistently stated export diversification and regional integration among their top aid-for-trade priorities.?®
The priorities of partner countries, together with the potential benefits of regional regulatory integration suggest
that this needs to be a priority area despite its implementation challenges. There is a continued role for aid for trade
in supporting efforts to develop institutional mechanisms and capacity building that facilitate local coordination of
regional programmes.
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Even though it was first coined by Adjied]j Bakas, a Dutch trend-watcher, in 2015, the term “slowbalisation” has
only been increasingly used since its recent appearance in The Economist, “Globalisation has faltered”, January
24th 2019. But the underlying trends in trade and FDI that this term describes have long been studied as detailed
below.

The World Economic Situation and Prospects 2019 estimates that global economic activity will expand by 3 per cent
in 2019 but considers that growth may have peaked amid escalating trade disputes, risks of financial stress and
volatility, and an undercurrent of geopolitical tensions (UN, 2019).

The World Bank Group, Global Monthly, March 2019.

GVC participation is defined as in (Koopman et al,, 2014).

UNCTAD Press Release, Trade Wars: The Pain and the Gain, 4 February 2019.

Tim De Chante, “If the world population lived like. .., August 8, 2012. De Chante used a subset of the data
produced by the Global Footprint Network (GFN).

Paragraph 9, Transforming our world: the 2030 Agenda for Sustainable Development.
UNCTAD, Trade in Services, 2018: First Annual Estimate, 2 April 2019.

In Africa, agriculture still accounts for a significant share — around 58 per cent — of total employment.

For example, specific telemedicine services enabled by broadband technology are increasingly used in
Afghanistan (Rocha 2017).

We follow here the definition of “servicification” used in (Miroudot 2017), which refers to the increased reliance of
the manufacturing sector on services, whether embedded as inputs or bundled with outputs.

Services trade is defined by mode of supply: mode 1 corresponds to cross-border supply, mode 2 to
consumption abroad, mode 3 to commercial presence and mode 4 to presence of natural persons.

Exported products are classified according to the 3-digit SITC, revision 2 classification. See Lall (2000) for more
details on the classification of exports according to technological content.

ESCAP (2018), Press Release, “Regional Cooperation Critical for Sustainable Trade”, 16 October 2018.

For instance, see Kee, Nicita and Olarreaga (2008).

Cadot et al (2015) estimated that the average AVE of all NTMs existing in the animal and vegetable sectors is in
the range of 26-27 per cent. That is, complying with NTMs imposed by importing countries when exporting
animal or vegetable products would cost on average around 26-27 per cent of the product price. This is
significantly higher than the average tariff barrier in the same sector, which is in the range of 7-8 per cent.

Regulatory cooperation is in fact an important component of trade facilitation. Improved trade facilitation is
associated with an expansion in the range of products exported (Dennis and Shepherd, 2011; Beverelli et al,, 2015).

Research on preferential trade agreements (PTAs) suggests that regulatory cooperation can benefit small firms

in terms of market gains relatively more than large firms (Baccini, Pinto, and Weymouth, 2017). Additionally, a
growing number of PTAs incorporate provisions explicitly mentioning MSMEs, either promoting cooperation on
MSMEs or exempting them from PTA obligations (WTO, 2016). With regards to women empowerment, new PTAs
increasingly contain explicit gender considerations, generally included in labour provisions. Evidence shows that
agreements with labour provisions contribute to narrowing the gender gap in participation in the workforce, and
at least for some countries, the gender gap in wages as well (ILO, 2017).
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Interestingly, the effect is also larger for trade between non-OECD countries.

http:.//www.feedfoodseguro.org/el-proyecto

The MAST group is composed of the following international organisations: Food and Agriculture Organization
(FAQ), International Monetary Fund (IMF), International Trade Centre (ITC), Organisation for Economic
Co-operation and Development (OECD), United Nations Conference on Trade and Development (UNCTAD),
United Nations Industrial Development Organization (UNIDO), World Bank, and World Trade Organization.

Paragraph 87 of the Addis Ababa Action Agenda of the Third International Conference on Financing for
Development (July 2015).

The lion’s share of bilateral aid-for-trade funds targeted economic infrastructure and building productive
capacities, with 51-62 and 36-47 per cent of total disbursements each between 2005 and 2017.

These values are expressed in 2017 prices.

The examples to that effect mentioned earlier are an additional USD300 million per year of trade in ECOWAS
(UNCTAD, 2018d), and a USD 23 billion increase in welfare in the African, Caribbean and Pacific (ACP) Group of
States (Vanzetti, Peters and Knebel, 2017).

When asked to list their top 5 aid-for-trade priorities, 65 out of 86 respondents included export diversification,
and 35 also mentioned regional integration (the first and fourth most frequently listed priorities respectively).
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CHAPTER 8

EMPOWERING YOUTH FOR SUSTAINABLE
TRADE

Contributed by the International Trade Centre

Abstract: Youth economic empowerment is tied to the future of small and medium-sized enterprises
(SMEs). This chapter looks at the role of internationally competitive SMEs in providing jobs for young people
and examines how improved youth skills and innovation promote the export capacity of SMEs. Firm-
level data show that access to finance is more of a challenge for youth-led firms than firms with older
leaders. The chapter finds that Aid for Trade programmes which improve access to financial services for
youth entrepreneurs, and improve the skills of young people, promote SME competitiveness for trade while
helping young people find gainful employment.
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INTRODUCTION

The question of whether and how trade contributes to inclusive growth remains high on the policy agenda. Decades
of trade liberalisation have helped reduce poverty, but have been accompanied in many countries by a growing gap
between rich and poor (Draper, 2017; OECD, 2015; Winters and Martuscelli, 2014). Although economies are increasingly
interconnected, world trade growth appears to be stagnating (WTO, 2019).

This has led some people to question the ability of trade to deliver benefits for all. Policies that boost the participation
of women, youth and other marginalised groups in global commerce can make trade more inclusive and promote
economic empowerment.

A focus on youth in trade is particularly relevant today, given that young people account for a large and growing pro-
portion of the population in many developing countries. There are 1.2 billion youth aged 15-24 years around the world
(UNESA, 2015), yet 66 million young men and women are jobless and 145 million are working, but poor (ITC, 2019a).
Youth are three times as likely as adults to be unemployed (ILO, 2017), and this can lead to migration pressures.

At the same time, small and medium-sized enterprises (SMEs) struggle to find the skilled employees they need to be
competitive and to trade. Although SMEs account for more than a third of gross domestic product (GDP) in developing
countries, skill shortages restrict their capacity to change, compete and connect to key markets.

The twin problems of youth unemployment and SME competitiveness can and should be solved jointly. Youth economic
empowerment is an objective in and of itself: indeed, Sustainable Development Goal (SDG) 8 urges the international
community to provide full and productive employment and decent work' for young people.

Youth feel empowered economically when they have well-paid, interesting jobs. This is more likely to happen when
companies are competitive and hire young people. With SMEs accounting for most jobs in developing countries,
they are well placed to hire local youth and provide on-the-job training and experience that can be a gateway to a
career. In fact, SDG 8 stresses that SME growth is vital to sustainable development. But to grow and be able to hire in
today’s globalised economy, small enterprises must boost their competitiveness and attractiveness to youth as a viable
career option.

In this chapter, we examine the connections between youth economic empowerment and the international competi-
tiveness of small companies. We find that the objectives of youth economic empowerment and SME competitiveness
are synergistic — that is, the relationship goes both ways. Improved youth skills and innovation promote SME competi-
tiveness and exports, while internationally competitive SMEs provide more and better jobs for young people. We also
assess the characteristics of youth economic empowerment programmes that are essential in helping young people
to find gainful employment in small firms, as workers or entrepreneurs.

YOUTH SKILLS FOR EXPORT READY COMPANIES

Education and skills are important to youth development, and they influence economic and social outcomes. In the
economic literature, the concept of a person’s human capital encompasses ability; formal education and qualifications
(whether academic or vocational); and skills, competencies and work experience (Blundell et al, 1999). The human
capital of youth is especially important, given their current and future role in national economies.

One of three people in the world today is younger than age 25 (Khokhar, n.d). When infant mortality rates decline but
fertility rates remain high, the result is a so-called youth bulge: a high proportion of young people in the country. In
the world's 48 least developed countries, children and adolescents comprise a majority of the population (Gupta et al,,
2014). In contrast, a lower share of the population of developed countries falls in the 15-29 age bracket: 7 percentage
points lower, to be exact (Yifu Lin, 2012). The youth bulge meant that in 2014, 90% of people between ages 10 and 24
lived in developing countries (Gupta et al., 2014).
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When the growing number of young people find quality jobs and earn a decent income, society as a whole benefits in
what is known as the ‘demographic dividend'. In many cases, however, this has not happened.

In the Middle East and North Africa, for example, about 25% of youth are unemployed (Purfield et al., 2018), and double-
digit youth unemployment rates are common in the developing world (see Figure 8.1). The International Labour
Organization estimates that 13% of young people between 15 and 24 years of age are unemployed around the world
(O'Higgins, 2017).

Figure 8.1. Youth unemployment rates across countries
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Note: Unemployment, youth total (% of total labour force ages 15-24) (modelled ILO estimate). Youth unemployment refers to the share of
the labour force ages 15-24 without work, but available for and seeking employment. The designations employed and the presentation of
material in this publication do not imply the expression of any opinion whatsoever on the part of the International Trade Centre concerning
the legal status of any country, territory, city or area or of its authorities, or concerning the delimitation of its frontiers or boundaries.

Source: World Bank Development Indicators from International Labour Organization, ILOSTAT database. Data retrieved in September 2018.
StatLink Si=r http.//dx.doi.org/10.1787/888933953831

Even when young people have a job, it may be poor-quality employment with bad pay, long hours or substandard con-
ditions. Long periods of unemployment and underemployment can permanently damage a person’s long-term career
prospects (Pikoko and Phiri, 2018; Weidenkaff, 2018).

Research underscores the risks posed by large numbers of unemployed and underemployed young people. The dis-
satisfaction of jobless youth can lead to social unrest and political instability (World Bank, 2011). Young people — defined
here as those between ages 15 and 24, unless stated otherwise — are more likely to emigrate if they have no job at home,
which impacts both their country of origin and the destination country (Fernando, 2018).

Some 600 million jobs will be needed by 2028 to absorb the current number of unemployed across the globe (World
Bank, 2012) and to provide job opportunities to the 40 million people — mostly youth — who enter the labour market
each year (ILO, 2012). The magnitude and importance of this challenge have been made clear in the 2030 Agenda
for Sustainable Development, which calls on the international community to ‘substantially reduce the proportion
of youth not in employment, education or training’ (SDG target 8.6). Therefore, tackling youth unemployment and
underemployment is crucial to foster long-term growth and avoid undesirable social outcomes.
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Small enterprises have a key role to play

SMEs have significant potential to create jobs for young people in developing countries. They are the cornerstone of
most economies. Small and medium-sized enterprises engage upwards of 70% of a country’s workforce, account for
35% of GDP and generate 34% of exports (WTO, 2016). In developing countries, these businesses tend to employ the
poorer, more vulnerable segments of society (ITC, 2015a).

Small businesses in developing economies hire substantial numbers of young people. Data from ITC SME
Competitiveness Surveys in nine developing countries indicate that one in four employees of small and medium-sized
businesses is between 18 and 24 years old." SMEs offer important opportunities to absorb the demographic bulge and
transform it into a dividend.

Youth skills can help companies go global

Yet SMEs suffer from critical skill shortages that inhibit their hiring of young people and their competitiveness.
Globalisation and trade offer new market opportunities, but they have also upped the competitive pressure on firms.
The job-relevant knowledge and personal attributes of workers, as well as their understanding of what is needed to do
the job (Bacchetta et al, 2017: 27), affect the ability of an enterprise to meet cost, quantity and time requirements for
competitiveness.

Human capital can be particularly important in dynamic economic environments, where technological evolution is
fast and volatile. In this case, greater human capital can encourage technological diffusion in both the firm and the
economy, promoting economic growth (Barro, 1991). This is related to the fact that a skilled workforce can help a
company anticipate and adapt to changes in the business environment (Woessmann, 2011).

Investments in human capital, such as preservice education and in-service training, enhance the productivity of
SMEs (Miller and Upadhyay, 2000; Vandenberg and Trinh, 2016), contributing to their international competitiveness.
The impact of human capital on productivity and competitiveness can help to explain why it is an important deter-
minant of economic growth (Woessmann, 2011).

Some research suggests that there is a significant positive relationship between the level of human capital in SMEs and
their tendency to internationalise (Onkelinx et al,, 2015). Firms with higher-skilled workers may be better able to adapt
their goods and technologies to the national economic environment, facilitating domestic economic diversification
and enabling exports of adapted products to neighbouring countries (Bacchetta et al, 2017; ITC, 2017a). Empirically,
higher levels of human capital are associated with higher export diversification rates (Cadot et al,, 2011).

Workers with education and training can enable companies in developing countries to upgrade their position in
global value chains, including by helping them to meet the quality standards of foreign clients (Jansen and Lanz,
2013). Moreover, internationalisation can require soft skills such as presentation, communication and language skills
(CEDEFOP, 2010).
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Investing in youth skills is a promising strategy to boost human capital for trade. Many developing countries have sig-
nificant numbers of under- and unemployed young people who could be skilled to measure for the future needs of the
labour market. As noted above, the Sustainable Development Goals emphasise the connection between youth skills
and employment. SDG 4.4, for example, calls for a substantial increase in the number of youth who have relevant skills -
including technical and vocational skills — to promote employment, decent jobs and entrepreneurship.

In its response to the 2019 OECD-WTO Aid for Trade Monitoring Questionnaire, the Government of Papua New Guinea
highlighted the difficulties that its youth face in securing jobs after graduation and the need to equip young people
with the skills to encourage their participation in the economy. Investment in youth education and training has clear
long-term benefits in terms of increased employee productivity.

Skill shortages and mismatches curtail employment

Employers in both developed and developing countries complain about the difficulty of finding workers with the skills
they require. In Europe, roughly four out of 10 businesses report such problems. About 30% of employers in Peru and
Colombia say it is difficult to fill vacancies. Similar or even higher figures can be found elsewhere in the developing
world, including in Panama (40%), Mexico (40%), India (60%) and Brazil (70%) (World Economic Forum, 2014).

Skills mismatches typically occur when the skills taught by education institutions do not match the demands of the
labour market. This is a well-known source of economic inefficiency (Jansen and Lanz, 2013) that has considerable
economic and social costs, particularly youth unemployment.

SMEs that are unable to find employees with the skills they need may hire fewer workers, including youth. Conversely,
enterprises that manage to find youth or other jobseekers with appropriate skills are more likely to hire them. Indeed,
firm-level survey data suggest that companies that highly rate the availability of skilled people for hire tend to have hired
more young workers (see Figure 8.2).

Figure 8.2. Skill shortages and youth employment in SMEs
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A total of 1784 firms were surveyed in Ghana, Kenya, St Lucia, Ukraine and Zambia in 2017 and 2018.

Source: ITC SME Competitiveness Surveys.
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When skills are mismatched, businesses may hire unprepared staff. Indeed, one in four adults surveyed in OECD countries
reports a mismatch between the skills they have and the skills they need for their current job (World Economic Forum,
2017).In a survey conducted in six developing countries, about 28% of company managers reported that the skill set of
their workforce did not match the needs of their firm.2

Weaknesses in the skill mix available in the labour market are likely to affect SMEs disproportionally, because they
have very limited resources to invest in training. ITC survey data indicate that more than half of large companies in the
Gambia provide in-house training, compared with just 38% of micro and small enterprises and 33% of medium-sized
enterprises (ITC, 2018a). This is similar to the situation in some OECD countries, where SMEs offer less training than large
businesses (Almeida et al,, 2012; Green and Martinez-Solano, 2011; Kubisz, 2011).

Giving young people appropriate skills

Ensuring that young people have appropriate training for the workforce can help prevent skills mismatches and the
unpreparedness of employees that results. A considerable amount of analysis focuses on effective ways to empower
youth by giving them the skills that SMEs need to internationalise.

Official development assistance has helped to address skill shortages to promote the capacity of firms to trade. However,
current definitions of Aid for Trade exclude support for technical and vocational skills as well as entrepreneurship pro-
grammes. As such, assistance to improve youth skills for trade is not counted in multilateral measures of Aid for Trade.

Initiatives to tackle skill shortages have facilitated consultations between public and private stakeholders. Such collabo-
ration can create solutions to address skills mismatches and the implementation of programmes to support market-
relevant technical and vocational training for youth.

Box 8.1. Building skills for tourism in Myanmar: An ILO STED case study

In 2017, the International Labour Organization partnered with the Government of Myanmar to assess the future skills needs
of the tourism sector. ILO's Skills for Trade and Economic Diversification (STED) technical assistance tool provided strategic
guidance for the assessment of skills development needs. The methodology anticipates sectoral growth opportunities
based on global competitive position and market development. Combined with an analysis of skill supply and demand,
STED forecasts existing and future skill shortages and supports the formation of skills in demand by the labour market,
thereby avoiding skills mismatches and unemployment among young people.

STED was used to conduct an in-depth analysis of the tourism sector and outlook that assessed its growth path and the
business development constraints faced by tourist guides. This fed into a forecast of the number of tourist guides that
would be needed in the future and the identification of deficiencies in their current skill set.

The project highlighted the need for training on delivering quality customer service, organising and managing small
and large groups of people, using social media and other technologies, and applying quality and/or sustainable tourism
standards. It also identified a gap between the tourist guide training offered by the Government and what the industry
demands in terms of curriculum and specialisation, for example in cultural interpretation, heritage and history.

Recommendations from the project included a call for the Government to continue developing policies for the tourist
guide sector. The project also suggested that establishing public-private sector mechanisms could make it easier to share
knowledge and perceptions from industry with policymakers to ensure that tourist guides in Myanmar receive appropriate
skills training.

Source: Steve Noakes, Paul Rogers, Ma. Concepcion Sardana, Qingrui Huang, Sandar Win. 2016. Skills for Trade and Economic
Diversification: Tourist Guides Sector, Myanmar. Geneva: ILO.
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Providing foundational skills can be an important contribution of such programmes. Skills in information and communi-
cation technologies can help young people secure jobs and succeed as entrepreneurs (Coward et al., 2014). In addition,
financial literacy and life skills training can assist youth in preparing for new economic opportunities.

Forging effective partnerships

Partnerships between the private sector, government and local education institutions are vital for upskilling and
reskilling. Learning programmes are more effective when all stakeholders are involved, with co-funded models showing
strong potential. These are typical of successful vocational education systems, such as that of Germany (ITC, 2018b). Aid
for Trade programmes that strengthen the ability of technical and vocational education and training (TVET) institutions
to meet industry needs have documented positive and significant impacts on youth employment (Tripney et al, 2013).

Nevertheless, building sustainable public-private partnerships for vocational training and education is not straight-
forward. For instance, it has been difficult to replicate successful apprenticeship systems in countries that lack the
relevant historical and institutional arrangements.

Linking training programmes with job placement

Formalised mechanisms for collaboration between private enterprises and educational institutions help ensure that
training actually leads to employment. Informational and operational linkages between TVET institutions and industry
enables the private sector to provide input in the design of market-relevant training for young people. This means the
sectoral, skills and technological focuses of training programmes can equip graduates with the capabilities that busi-
nesses seek when hiring.

The risk of a mismatch between training and the jolb market can be minimised, for example, through improved pro-
gramme design (The Mastercard Foundation, 2015). The Skills for Youth Employment Fund is a results-based com-
petitive funding approach that aims to ease the transition from skills training programmes to the world of work. To
obtain support through the fund, which ITC and the Gambia’s National Accreditation and Quality Assurance Authority
launched in February 2017, training programmes must target identified skill shortages and lead to work or to the estab-
lishment of small viable businesses. This requires participating TVETs to engage closely with industry to ensure post-
training placement, and to understand start-up potential and opportunities. Moreover, to link these programmes
to measurable outcomes, part of the funding is dispensed only upon proof of the successful employment or self-
employment of trainees.
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Customising skills programmes to ensure inclusiveness

Opportunities to develop skills are not available to everyone. Rural youth, for instance, often struggle to find appropriate
training (ITC, 2018: 42). Customised training programmes could be created, or core training modules adapted, to include
disadvantaged youth.

The A Ganar Vencedoras programme deployed donor funding to offer skills training to young Brazilian women.
The programme found that they were dealing with specific problems — such as domestic violence, low self-esteem or
child-care issues — that hindered their entry into the labour market. Staff realised that the training had to be adapted to
address these issues in order to maintain engagement in the programme (Multilateral Investment Fund, 2012: 14). Training
for disabled youth and indigenous groups may similarly have to be customised to address their particular challenges.

Table 8.1. Checklist of best practices to skill youth for employability and exports

1. Public-private collaboration to identify v Informal and/or institutionalised collaboration between TVETs and firms
skills mismatches and design training in private sector

/ Identification of missing skills
v Design of appropriate training programmes

2.Ensure trained youth get jobs by v Improve capacity of TVETs to deliver job-relevant training programmes
strengthening training institutions v Monitor participant placement in employment or entrepreneurship

3. Customise training programmes v Ensure programme structure and logistics facilitate participation
for disadvantaged youth by female and rural youth

v/ Address their constraints to employability

PROMOTING SELF-EMPLOYMENT AND ENTREPRENEURSHIP

Some young people are agents of change in their society who create jobs and solve social problems through the enter-
prises they create. Youth are 1.6 times more likely to start-up a new business than people over age 35 (Schott et al,, 2015).
Many new businesses are created in developing countries, which on average have more nascent and young companies
than established firms (Kew et al,, 2013).

Youth self-employment and entrepreneurship can be an enticing career option in this context. Indeed, 60% of youth
in developing countries consider entrepreneurship to be a good career choice and believe that having a successful
business brings a higher status in society (Kew et al, 2013).

Oneinfouryoung peoplearoundthe world are entrepreneurs or self-employed, according to the Global Entrepreneurship
Monitor (GEM) 2015 survey.* This section follows GEM and the literature in defining youth entrepreneurs as those
between 18 and 34 years of age. Although some youth turn to entrepreneurship because of a limited job market, others
do so by choice. Roughly 40% of young people who start their own business do so out of necessity. The remaining 60%
of young entrepreneurs are seeking to capitalise on an opportunity they have identified (Schott et al., 2015).

When young people are driven to self-employment out of necessity, they risk exposure to poor working conditions
and a struggle for subsistence. Many youth are self-employed in precarious informal sector activities in a vulnerable
employment situation (ILO, 2010). In this context, support should help young people find a better, decent job. In other
situations, youth entrepreneurship can involve decent working conditions with real potential to lead to improved live-
lihoods, competitiveness and participation in international trade.
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Figure 8.3. Youth entrepreneurship rates
by country and gender
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Entrepreneurship is popular, but difficult

Entrepreneurial activity varies widely from one country
to another. Figure 8.3 ranks 60 countries according to the
percentage of youth between 18 to 34 years of age who
are creating, or already own, a business. In Senegal, 40%
of young men are engaged in entrepreneurial activity,
compared with just 1.6% in Malaysia.

Entrepreneurial activity also varies across gender, with
men more likely than women to start their own busi-
nesses. Still, there are significant cross-country differences
in the ratio of male to female entrepreneurial activity
among youth. In the Philippines and Peru, for instance,
young women are more entrepreneurially involved than
men, while in Chile and Lebanon, the opposite is the case.

In light of high rates of youth entrepreneurship, it is not
surprising that youth-led firms account for a substantial
share of new businesses. Almost 44% of the world's entre-
preneurs are between 18 and 35 years of age. Yet many
youth-led start-ups do not survive: the evidence indicates
that the established business rate among youth is signifi-
cantly lower than for adults (Decent Jobs for Youth, n.d.:
4).

Analysis of data across countries indicates that young
entrepreneurs tend to be on average more oriented
towards exports than older entrepreneurs (Schott et al,,
2015). The relative propensity of youth-led firms to import
and export, compared to companies led by older entre-
preneurs, appears to vary by country, sector and the
length of time the firm has been operating.

Firm-level data from ITC SME Competitiveness Surveys
offer mixed evidence on whether youth-led firms are
more or less likely to internationalise. Youth-led enter-
prises in Ghana and Hungary are less likely to export
than businesses led by their elders, but the opposite is
the case in Kenya. GEM data show that youth-led firms
export relatively less in the manufacturing and primary
sectors, though they appear to export as much as other
companies in the services sector.

Finally, young entrepreneurs tend to hire more young
workers, according to firm-level data (see Figure 8.4).

AID FOR TRADE AT A GLANCE 2019: ECONOMIC DIVERSIFICATION AND EMPOWERMENT - © OECD, WTO 2019

221


http://dx.doi.org/10.1787/888933953850

CHAPTER 8. EMPOWERING YOUTH FOR SUSTAINABLE TRADE

Figure 8.4. Young managers hire more young people
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Source: ITC SME Competitiveness Surveys 2016-2018 in Morocco, Argentina, Saint Lucia, Hungary, the Gambia,
Kenya, Ghana, Zambia and Ukraine.

Management skills are essential for competitiveness

Given that youth lead a significant share of new enterprises and contribute to the innovative capacities of SMEs, the
obstacles they face are an important constraint to economic growth. Young people around the globe identify common
obstacles to their entrepreneurship, including access to finance and the lack of appropriate skills, infrastructure, support
structures and mentorship. Indeed, in its response to the 2019 OECD-WTO Aid for Trade monitoring exercise, Madagascar
cited the "lack of experience and start-up funding’ as major barriers to youth entrepreneurship.

Research indicates that a substantial proportion of young people who start businesses have no entrepreneurial edu-
cation and, as such, lack knowledge about financing possibilities and business support services as well as the mana-
gerial capacities necessary for success (Schoof, 2006; Schott et al,, 2015: 27). Youth-led firms are not alone in contending
with inadequate managerial skills; many small enterprises fail for this reason.

SMEs are often limited by the inability of their management to set up and implement strategies to develop skills, adopt
new strategies and technology, expand into new sectors or new markets, or even to prepare effective requests for
financing. This impedes their growth and is reflected in higher failure rates.
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Box 8.2. Mashrous3i youth entrepreneurship in Tunisia

Mashrous3i (my project’ in Arabic) is a joint project of the United Nations Industrial Development Organization (UNIDO),
the United States Agency for International Development, the Italian Development Cooperation and the HP Foundation.
Mashrousi is designed to facilitate youth employment in Tunisia and to support the creation and growth of enterprises.

Mashrou3i empowers aspiring entrepreneurs to succeed in running their own businesses, creating jobs for themselves and
others. The project leverages the HP Foundation’s Learning Initiative for Entrepreneurs (HP LIFE) e-Learning program to
equip young people with entrepreneurial skills and mindsets to start and grow their businesses. It also provides deep-dive
business coaching and technical assistance to startups and existing enterprises in areas such as finance, communication
and marketing.

Focus is also placed on ensuring young people have the information and networks they need to pursue their business
ventures. To strengthen the entrepreneurial ecosystem, Mashrou3i enhances the capacity of local business support
institutions and is also enriching the curricula of higher education institutions with business and IT tools.

Source: UNIDOQ.,, https://mashrou3i.tn/wp-content/uploads/2017/07/Mashrou3i Brochure EN WEB.pdf

Learning even elementary management skills in planning, marketing and financial literacy can improve management
practices, increase the willingness of owners to pay for follow-up training and boost survival chances (Otsuka and
Sonobe, 2011; Sonobe and Otsuka, 2006). Research indicates that the performance of a company is closely linked to the
competence of its manager (Hambrick and Mason, 1984). Management practices can improve productivity (Syverson,
2011), as well as growth and longevity (Bloom and Van Reenen, 2010).

Although there are interventions to teach proper management skills, empirical evidence on their impact is statistically
weak. The impact of such training programmes is much stronger, however, if they are provided to owners of firms
that are struggling to survive, where the lack of managerial skills is a major impediment to innovation and growth
(Yoshino, 2011). As such, entrepreneurial training programmes for youth-led firms close to survival can be a valuable
form of technical assistance insofar as they address management capacity gaps that would otherwise decimate the
youth-led SME sector.

Youth entrepreneurship spurs innovation and fosters diversification

Investments in youth entrepreneurship yield benefits that stretch beyond the young people in question. Youth-led
companies can stimulate innovation across the SME landscape. Both globalisation and rapid advances in new tech-
nologies have put the creation and delivery of innovative products and services at the forefront of competition. Firms
need to innovate to strengthen their competitive position.

A firm’s capacity to innovate — its ability to generate innovative outputs (Neely et al,, 2001) or more broadly, its ability to
continuously transform knowledge and ideas into new products, processes and systems for the benefit of the firm and
its stakeholders (Lawson and Samson, 2001) — is strongly linked to its technological capabilities.

Young entrepreneurs may bring new technologies to the business landscape that can help SMEs connect to global
markets. They use foundational technologies, such as personal computing and productivity tools, and connectivity
tools such as the internet and mobile technology. They have an online presence and use social networks alongside
enterprise-enabling cloud-based services.

Furthermore, as recent graduates of educational programmes, they may have recent experience in research and devel-
opment that bodes well for innovation. Although young entrepreneurs often base their firms on new ideas and have
inherent innovative potential, their ability to spend money on research and development depends on their access to
finance, the scale of their enterprise and its age.
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Youth innovate in response to local problems and opportunities. Young people are deeply rooted in the social and
economic context of their country, and craft innovative solutions that they commercialise through entrepreneurship. As
digital natives' who grew up with online technology (McPherson, 2008), they adapt information and communication
technology (ICT) to local conditions, thereby helping to create appropriate ICT for firm competitiveness (EY, 2016). In the
Gambia, for example, young people (under age 35) owned half of the ICT firms that were interviewed in 2017 for the ITC
SME Competitiveness Survey (ITC, 2018a).

Box 8.3. Youth IT start-ups in the Zaatari refugee camp in Jordan

The Jordanian population is approximately 7.9 million, with an estimated 1.3 million Syrian refugees.® The International Trade
Centre’s Refugee Employment and Skills Initiative seeks to help Jordan improve the economic resilience of refugees and
equip them with the right skills to be able to return home and earn an income when peace is restored.

The project provides vocational training to help young refugees in the Zaatari refugee camp in northern Jordan develop
their ability to work as freelance entrepreneurs in online services. During the training programme, participants are taught
how to register for digital platforms, boost their activities on online marketplaces and manage online transactions and sales.
They develop specific capacities in online services such as graphic design and web development with support from online
coaching and one-on-one mentoring. In addition to building skills, the project helps young people generate sustainable
sources of income.

Furthermore, ITC partners with a select group of Jordanian enterprises to include specific inputs from Syrian refugees and
integrate them into export value chains for business process outsourcing services. In parallel, the project assesses Jordan’s
positioning and offerings of these outsourcing services for export, analyses the structure of the sector and identifies specific
gaps in relatively low-skilled areas that can be filled using the capacity of Syrian refugees assisting Jordanian nationals.

Source: ITC

Young entrepreneurs are increasingly associated with efforts to find business solutions to social challenges and to leverage
new technologies. Indeed, there is greater representation of social entrepreneurs than nascent commercial entrepreneurs
among those between ages 18 and 34 in the Middle East and North Africa, sub-Saharan Africa and Western Europe
regions (Fernando, 2018). Additionally, young Africans with novel approaches on how to address social and environmental
problems head many of the start-ups participating in accelerators in Nigeria's ‘Yabacon Valley' (ITC, 2019b).

Youth entrepreneurship can also promote economic diversification. Youth-led businesses catalyse economic activities
in new, higher-growth sectors and activities (ITC, 2015: 22).

In China, for example, research shows that young returnee migrants in south Jiangxi start up new businesses in their
natal communities that promote the economic diversification of the region (Murphy, 2000). Nigeria is targeting edu-
cation and business environment reforms with a view to facilitating youth entrepreneurship for economic diversifi-
cation into new sectors (Akpomujere, 2017; Joel et al,, 2017).

Youth entrepreneurship is also being encouraged to take advantage of export diversification opportunities through
incremental changes to activities within existing export industries. In several African countries, for instance, youth-led
companies are pioneering in agribusiness activities that build on existing agricultural sector expertise and extend it to
higher-value and more stable exports into global value chains.
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Youth-led firms need a supportive business ecosystem

The success of young entrepreneurs depends on the supportiveness of their business ecosystem (Business 20, 2015).
Can a young e-business pioneer acquire financial literacy training? Is financing available? Helping youth-led businesses
internationalise and grow entails strengthening the environment in which young entrepreneurs operate as well as the
level of assistance they receive.

Components of a business ecosystem differ, depending on whether they support a small or a large enterprise, a start-up
or a mature firm, a high-tech or a low-tech company (ITC, 2018b). The business ecosystem of youth entrepreneurs
includes both formal and informal institutions. For-profit organisations — including buyers, suppliers, distributors,
financial actors and certifying bodies — and non-profit bodies — including education providers, standard-setters and
chambers of commerce — make up their business ecosystem.

Local infrastructure is also part of the business ecosystem of youth entrepreneurs. This is because high-quality, local
digital and transport infrastructure is a prerequisite for using new, digitally driven technologies to innovate and for inter-
national trade. In sum, the business ecosystem starts at the boundary of the enterprise and ends at the border of the
country with national institutions or regulations (ITC, 2018b).

Facilitating access to finance and business support institutions

Deeply rooted prejudices against lending to youth and disadvantaged groups, as well as collateral and other requirements
(discussed in greater detail below), are preventing many young people from accessing financial services. Finance from
friends and family helps to some degree, particularly in the early stages. One survey found that, on average, 51% of
youth-led start-up financing comes from personal savings, while 22% comes from family savings, 19% from a bank or
other financial institution, 3% from friends and 5% from other sources (Schott et al,, 2015: 22). Other funding sources are
needed as firms expand and mature, but these are not always available (ITC, 2019b).

Youth trade accelerators can help address this issue by offering training, coaching/mentoring, institutional support and
access to finance to aspiring young entrepreneurs. Programmes create an ecosystem of institutions, advisers, mentors
and investors to support youth-owned SMEs with tailored services as springboards to access international markets.
Such institutions can help youth obtain appropriate information, including on markets, networking and investment.

In the absence of accelerators and other youth-centred programmes, business support institutions can provide access
to financial literacy training and business development support services. This is crucial for young entrepreneurs to
create, develop and scale-up sustainable enterprises.

Social networks can nurture an entrepreneurial spirit

Social norms can shape the attitudes of young people towards entrepreneurship, taking initiative and leadership,
affecting their decision to start a business and their subsequent choices as business owners (Schoof, 2006).

One social norm that can deter potential entrepreneurs from setting up a business is the fear of failure. The 2015 Global
Entrepreneurship Monitor Global Report reveals that respondents in the European Union have the greatest fear of failure
(40.7%), followed by those in Asia and Oceania (37.5%). Negative peer pressure, social stigma, lack of confidence due to
insufficient knowledge and skills, absence of respectable exit routes without economic penalties and low aspirations
can aggravate these fears (UN-ESCAP, 2012).

Providing entrepreneurial skills can address these fears to some extent. GEM found that people who are confident that
they possess the skills to start a business are four to six times more likely to be involved in entrepreneurial activity (Kew
etal, 2013:17).
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The social networks to which young people belong can also allay the discouraging effects of certain social norms,
while providing connections for SME success. Networks and peer-to-peer support provide young business leaders
with sources of motivation, ideas, information, business partners, employees, customers and advice. Networks can help
identify promising opportunities, mobilise financial resources, diffuse information, find affordable technology and foster
innovation (Stuart and Sorenson, 2005). The nature of networks varies widely, from private networks (family and friends)
and market networks (business collaborators) to identity-based networks (e.g. ethnic affiliation), as does the strength of
ties between actors (OECD, 2014).

Evidence from India shows that business counselling and assistance had a significant and immediate impact on the
business activity of female participants — but only if they were trained in the presence of a friend. Those trained with
a friend were more likely to take out new business loans (Field et al, 2015). Indeed, entrepreneurs who network with a
new business owner before they themselves create an enterprise are more capable of discovering and exploiting inter-
national opportunities and eventually exporting (Evald et al,, 2011).

The availability of high-quality mentoring has been central to the success of initiatives that help young entrepreneurs
go global. Survey data from young entrepreneurs show that programmes facilitating mentorship improved their con-
fidence, decision-making skills, business development and self-understanding, eventually yielding benefits in terms of
successful business creation and higher turnover (Middlesex University and Youth Business International, 2016).

Mentors give young entrepreneurs expert advice from relevant business networks. While youth accelerators and
other brick-and-mortar forums are crucial in this respect, not all young people can access a physical entrepreneurial
space. Online forums for learning and collaborating are thus essential.f The Libyan Online Entrepreneurship School, for
example, is a virtual learning space that facilitates continuous growth for young Libyan entrepreneurs. This platform
gives them the opportunity to attend courses, access resources, exchange ideas, and communicate with mentors and
with each other.

Tailoring support for young women entrepreneurs

There is an opportunity to better incorporate a gender perspective into Aid for Trade initiatives for youth entrepre-
neurship. Recent evidence suggests that young men and women start businesses using different approaches and have
different needs. Some studies indicate that young businesswomen are more entrepreneurial than their male coun-
terparts. One reason for this is that young women seem to enjoy their independence and the ability to expand their
options more than young men, who often turn to business because formal employment opportunities are limited (ILO/
ECA, 2009; Solomon, 2010).

Women in low-income countries tend to be more self-confident about their ability to become entrepreneurs than
women in developed countries. They are also less afraid to fail than women in middle- and high-income economies.
Rates of female entrepreneurship tend to be higher in developing countries than in developed economies, perhaps
because women face greater barriers to enter the formal labour market in the developing world and turn to entrepre-
neurship as an alternative (Minniti and Naudé, 2010a).

Nonetheless, young women say they have lower levels of entrepreneurial competencies than young men (see Figure 8.5),
who are 1.2 times more likely to be confident in their ability to run a business (‘self-efficacy’) and 1.3 times more likely to
personally know a start-up entrepreneur than young women (Schott et al,, 2015).
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Figure 8.5. Self-reported youth entrepreneurial competencies, by gender
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Source: Global Entrepreneurship Monitor, 2015. Future Potential — A GEM perspective on youth entrepreneurship: 24.
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Even when women have the skills and knowledge, opportunities and incentives may prevent them from starting or
continuing a business. Young mothers are more likely than non-married women to become entrepreneurs, but they are
also more likely to quit a business voluntarily. Furthermore, evidence suggests that female entrepreneurs in developing
countries are involved in multiple projects. They are portfolio entrepreneurs rather than serial entrepreneurs as they
attempt to diversify income sources (Minniti and Naudé, 2010b).

These findings suggest that many young women choose entrepreneurship as a way to escape unemployment and
poverty. Still, while the data confirm that young women are more likely than young men to start a business out of necessity,
the difference is small: 41% cite necessity as the reason they began their business, compared with 35% of men (Schott
et al, 2015: 25).

Still, it is clear that the primary concern motivating the business strategy of some female entrepreneurs is survival rather
than growth. Helping these enterprises can have a very strong impact on the Sustainable Development Goals, because
income earned by women is more likely to be invested in children’s education, health and nutrition (Morrison et al,, 2007).

Interventions can help such firms move along the continuum of business development from a focus on survival to
growth and export. At the same time, it should be borne in mind that some women-led businesses in the developing
world start with the aim of growing and innovating.

Regardless of the motives and origins of young female entrepreneurs, supporting them requires an understanding of
their unique business environment.

Women entrepreneurs face specific challenges in building a successful export business (ITC, 2015b). Pervasive and per-
sistent discrimination affects their relationship with customers, their security in the marketplace and their access to
services (Solomon, 2010). Discrimination also excludes young women from the social networks that their male peers
use for information, advice and finance (Schott et al,, 2015: 25). In some countries, there are legal impediments to female
business ownership and success, such as business registrations that require the approval of a male family member and
the absence of government sanctions on gender-based decision-making in financial institutions.
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In Indonesia, more than three quarters of female entrepreneurs interviewed by ITC said that women-led enterprises do
not internationalise as much as those owned or led by men. Some of them blamed the perpetuation of gender roles.
However, others said it was because women were less confident and competitive, and 80% said that being a women-
owned company negatively affected the credibility of their business (ITC, 2017b).

ITC business surveys on non-tariff measures show that exporting firms headed by women report procedural obstacles
to trade more frequently than those led by men. In particular, female-owned micro firms report more procedural
barriers due to ‘informal or high payments’ and ‘discriminatory behaviour’ than male-owned micro firms (ITC, 2016: 50).

Furthermore, gender-blind trade policies may have gender-biased impacts — for example, through tariffs that are higher
on goods produced by women (such as textiles and clothing) and non-tariff barriers that are particularly stringent in
women-dominated sectors (such as agriculture). Considering these factors when negotiating and applying trade rules
can facilitate the development of a gender-responsive trade policy system (Avsar and Piovani, 2019).

Table 8.2. Checklist of best practices to support youth entrepreneurship

1. Improve access of young entrepreneurs v Improve the scale and quality of entrepreneurship education and skills
to relevant skills development, coaching and mentoring

/ Facilitate the acquisition of management skills and financial literacy

2.Link youth-led companies to appropriate /' Create youth accelerators and other brick-and-mortar support centres

business ecosystem v Support peer and mentoring networks

v/ Promote and enhance online hubs and communities for young

entrepreneurs
3. Tailor support to address barriers v Address legal impediments
affecting young female entrepreneurs / Reduce procedural obstacles

 Make trade policy gender-responsive

Source: ITC and the Global Initiative on Decent Jobs for Youth, Youth Entrepreneurship and Self-Employment thematic area action document
(ITC, ILO, UNIDO, UNCDF, UNCTAD).

Aid for Trade initiatives are beginning to address the constraints that young women face when starting a business
in developing countries. Peer training and mentoring, along with consideration of the constraints that young busi-
nesswomen face when training initiatives are designed, improve programme effectiveness (ILO/ECA, 2009; Solomon,
2010). ITC's SheTrades initiative gives young women entrepreneurs from around the world a unique network and
platform to connect to markets.

GOVERNMENTS CAN STIMULATE YOUTH EMPOWERMENT

The competitiveness of firms that hire young people (and are led by them) are affected by the national environment in
which they operate. This chapter has thus far examined the role of firm-level capabilities and the business ecosystem
in youth economic empowerment. Yet the broader national context — and government action in particular — affects
whether firms hire youth, and influences whether these businesses thrive and go global.

Governments have an important role to play in fostering youth economic empowerment through a conducive national
policy environment. Public policy can address market failures that hinder the ability of young people to play a part in
supporting the competitiveness of the country in international markets.

In addition, governments are uniquely positioned to assess future opportunities in global markets. Through multi-
stakeholder consultations, they can identify value chains where today’s targeted programmes could prepare youth for
tomorrow’s exports.
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Policy can help tackle market failures that exclude youth

Several categories of market failures can limit the ability of young people to contribute to the country’s international
competitiveness.

As argued above, skills mismatches can undermine youth employment and SME competitiveness. Governments can
help reduce skills mismatches by establishing suitable national educational curriculum and facilitating collaboration
between trade-related and education-related institutions.

In Singapore, for instance, the Ministry of Trade and Industry and the National Manpower Council created an inter-
locking system of communication and interaction among government bodies, the private sector and higher education
and training institutions to ensure that workforce skill demands were translated into changes in the population skill set.
These initiatives have been crucial to the country’s successful upskilling of its workforce in the last 40 years (Kuruvilla
etal, 2002).

Financial market failures can exclude young people from formal credit. Young people often lack the collateral and credit
history that banks require before providing credit. For this reason, start-ups founded by 18-24 year olds are 6% less likely
to use financing from banks and other financial institutions than those run by 35-64 year olds (Schott et al,, 2015: 25).

Firm-level survey data from ITC indicate that youth-led businesses are more constrained by poor access to finance, with
76% reporting that access to financial institutions is an obstacle to current operations, compared to 59% of non-youth-
led companies (see Figure 8.6). Some established youth start-ups appear able to obtain family and personal savings to
compensate for the lack of formal sector financing. However, no data are available on the number of youth-led enter-
prises that were not created, or whose potential was severely curtailed, because of financial constraints.

Figure 8.6. Access to finance is more of an obstacle for youth-led firms
Youth-led

No obstacle Some obstacle
24% 76%

Other

No obstacle Some obstacle
41% 59%

Note: Firm response to the question ‘To what degree is access to financial institutions an obstacle to current opera-
tions?’ Choices included 5= very severe obstacle, 4= very bad obstacle 3=bad obstacle 2= somewhat an obstacle
1= small obstacle 0=no obstacle and do not know. All respondents who chose anything besides 'no obstacle’

are categorized as selecting 'some obstacle’. Firms are considered youth-led if their top manager is below 35 years
of age.

Source: ITC SME Competitiveness Surveys. A total of 1308 firms were surveyed in Argentina, Hungary, Kenya,

Morocco and The Gambia in 2017 and 2018.
StatLink Si=m http//dx.doi.org/10.1787/888933953888

Governments can step in to correct these financial market failures through credit guarantee programmes, seed capital
and financial literacy initiatives. The Government of Kazakhstan, for example, has provided credit guarantees to young
entrepreneurs through its support to the Damu Entrepreneurship Development Fund (OECD, 2018). The Government of
Mauritius provided seed capital to the SME equity fund, which invests in domestic early-stage SMEs. In South Africa, the
public sector Financial Services Board collaborated with the South African Insurance Association to develop financial
education materials and trained many educators and learners in their classroom use (Sibanda and Sibanda, 2016: 15).
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Legal and social restrictions may prevent young people, and particularly women, from owning land and/or businesses.
Regulations that prohibit age and gender-based discrimination can help youth gain control of the assets they need to
boost productivity, innovate and become globally competitive.

Investment in the information and communications technology infrastructure, and indeed basic infrastructure, can improve
SME competitiveness through access to web-based job portals to identify qualified youth. Enhanced ICT infrastructure is
also crucial to the ability of youth-led enterprises to go global, because it can help them access markets overseas.

Mobile phones have proven to be an important business tool, especially for young rural female entrepreneurs, as they
enable them to expand their business through improved marketing, location of customers, improved communication
and time savings (UNCTAD, 2014). In addition to improved information and connectivity, ICT can allow youth to multiply
the benefits they reap from access to new technologies, such as green technologies, crowdfunding and credit platforms.

Figure 8.7. How Aid for Trade can best contribute to youth economic empowerment
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Note: Developing country governments were asked, through the Aid for Trade monitoring and evaluation survey, ‘How best can Aid for Trade
make a contribution to youth economic empowerment?’ They were allowed to choose up to five options. In all, 84 governments responded.
Figure 8.7 reflects the percentage of the total choices that were accounted for by each option.

Source: OECD-WTO Aid for Trade monitoring exercise (2019). ]
StatLink S http://dx.doi.org/10.1787/888933953907

Official development assistance can also play a role in addressing these issues. Indeed, when asked how Aid for Trade
can best contribute to youth economic empowerment, developing country governments reiterated these priorities
(see Figure 8.7). An important share of responses highlighted how Aid for Trade could help provide access to finance,
upgrade skills and improve access to information and digital connectivity, echoing the need to address the market
failures described in this subsection. Respondents also noted opportunities to improve access to global value chains,
which as the next subsection notes can be facilitated by Aid for Trade to government sectoral strategies for youth.
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Strategies to identify and create opportunities for youth

A coherent government strategy can identify priority sectors and skills that have export potential and are interesting to
young people. Besides generating jobs for youth and helping SMEs become more competitive, this can improve the
national trade balance and encourage growth.

The International Trade Centre has worked with several governments to help craft youth and trade roadmaps. By
focusing attention on the role of young people in key sectors, youth and trade strategies can stimulate diversification of
production, value addition and exports.

Stakeholders can guide decisions on youth trade strategies

Consultations with stakeholders not only generate quantitative information about the economy, but they also draw
attention to strategic opportunities for youth in the economy. Consultations solicit input from policymakers, trade and
investment support institutions, the private sector and civil society during meetings that help to identify sectors and
activities where youth can promote the country’s exports (ITC, 2018d).

It is crucial to listen to young people and to empower them to solve the problems they face during the consultation
and strategy-building process. The Ministry of Education of Liberia, for example, convened a National Policy Dialogue
on education for youth skills development for employment, which brought together government, industry and youth
organisations (Arai, 2010; Association for the Development of Education in Africa, n.d.). Including youth when formu-
lating policy ensures that solutions are appropriate and attractive to them. The ongoing involvement of young people
in policymaking is a goal in itself that can also improve support for policy and ease implementation.

ITGsupported youth and trade strategizing by governments targets priority sectors with the help of information
gathered through stakeholder consultations. Priority sectors are selected based on their contribution to a development
goal (such as employment generation, poverty reduction or regional inclusion), ability to promote the country’s long-
term competitiveness potential and capacity to offer youth jobs and entrepreneurship opportunities.

For each sector, a value chain analysis is conducted that forecasts the best opportunities for young people. Identifying
youth-relevant activities within sectoral value chains can highlight pre-production, processing and final market
prospects for employment.
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Figure 8.8. Staffing needs in the Tunisian textile and clothing sector
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Note: The firm survey in the Tunisian textile and clothing sector asked enterprises what top three professions they
were seeking to fill. For example, 42% of respondent firms said they are most in need of machine operators, and
27% of firms said the second-most sought after employees are manufacturing supervisors.

Source: ITC. Stratégie sur I'intégration et I'employabilité des jeunes dans le secteur textile et habillement.
StatLink S http//dx.doi.org/10.1787/888933953926

In Tunisia, for instance, the high export and youth empowerment potential of the textile and clothing sector led ITC to
help design a strategy. Analysis of firm-level data showed an acute need for machine operators and supervisors (see
Figure 8.8). This information is shaping the education and training plans of Tunisian youth (ITC, 2019¢).

After identifying the biggest occupational gaps in target sectors, the ITC youth and trade strategizing methodology
analyses gaps in skills. An assessment of the needed skills and levels of preparedness in priority sectors is linked to TVET
future planning, toensurethattraininginstitutions help young people develop the capabilities forfuture job opportunities.
This is complemented by a sector-specific analysis of the constraints to youth employment.
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In the Gambia, for example, more than half of the companies in the tourism sector cited inadequate qualifications and
the cost of workers as the top barriers to hiring young people. Qualifications were not a major issue in the information
and communications technology sector, though the work ethic of young people was reported as a hiring obstacle by
companies in both the ICT and the agricultural sectors (see Figure 8.9).

Figure 8.9. Barriers to hiring Gambian youth, by sector
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Note: The graph is based on firms’ responses to the following question: ‘In your opinion, what is the greatest barrier to employing young
people among the following?’

Source: ITC, SME Competitiveness Survey, the Gambia (2017). StatLink Si=m http;//dx.doi.org/10.1787/888933953945

Finally, an analysis of export requirements in priority sectors is used to help youth-led firms build their niche in growing
export markets (ITC, 2018d).

Creating a shared vision and plan for youth economic empowerment

A coherent government strategy can guide policymakers, institutions and the private sector towards progressive youth
economic empowerment. A strategy with a clear vision and prioritised actions can facilitate the inclusion of youth in
export and import activities.

Table 8.3. Checklist of best practices in government strategy for youth economic empowerment

1. Facilitate access to finance v Boost availability of financial services specifically targeting youth

v Increase access to finance for young entrepreneurs through innovative
financial mechanisms

v Equip young entrepreneurs with financial capabilities

2. Address market failures / Facilitate collaboration between trade and education institutions
« Tackle age- and gender-based discrimination
 Provide ICT and basic infrastructure

3. Prioritise sectors / Facilitate inclusive consultation
v Choose sectors that have high export and youth potential

 Reinforce market linkages and integration into value chains and
identify value chain development needs

 Align skills training and entrepreneurship support programmes

4. Craft strategic plan « Create shared vision for youth in trade
v/ Setouta plan of action in target sectors and across economy
« Clarify resourcing and responsibilities
v Monitor progress
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A national-level analysis assesses key cross-cutting elements driving the inclusion of youth in export-led development.
This part of the strategy lays out the vision and defines youth-centred trade and competitiveness priorities. National
policy priorities to address barriers to youth economic empowerment may also be laid out here. Examples include
improving the quality of the youth business ecosystem through trade procedures, offering incentives for research and
development, developing market-oriented skills and establishing institutional forums for youth representation and
collaboration.

Strategies also pinpoint the sectors and skills that have been identified as having export potential and which are inter-
esting to young people. They detail an approach to attract youth to the sectors and economic activities that leverage
the country’s comparative and competitive advantages (ITC, 2018d).

Each ITGled youth and trade roadmap includes a strategic plan of action specifying concrete steps to achieve the
national and sectoral objectives of the youth and trade strategy. A master implementation plan complements sector-
and actor-specific strategies that transform identified challenges and opportunities into explicit actions.

When resources are limited, realistic targets are set to make it easier to effectively allocate these resources to the sectors
and initiatives that count. In the Gambia, for instance, policymakers focused resources on youth entrepreneurship pro-
grammes in the ICT sector because so many young entrepreneurs were active in there.

Resourcing and institutional requirements for implementation should be complemented by a monitoring framework
that includes realistic target indicators. A definite yet manageable time-frame can facilitate coordinated action.

CONCLUSIONS AND RECOMMENDATIONS

This chapter has drawn attention to the twin problems of youth unemployment and SME competitiveness. SMEs that
are understaffed will remain uncompetitive on domestic and global markets, restricting their ability to create jobs, grow
and trade. Harnessing the potential of young women and men is not only desirable, it is critical to fulfil the Sustainable
Development Goals (notably SDG 8).

Economically empowering youth in SMEs could solve both of these problems. Small firms in developing countries hire
local youth and provide on-the-job training and experience that can be a gateway to a career, thereby working towards
SDG 8 on decent work for youth. At the same time, youth can help developing countries increase exports by boosting
the human capital of firms and fostering innovation, thereby contributing to SDG 9 on innovation and SDG 17 on inter-
national trade. Aid for Trade designed to empower youth economically is thus a win-win opportunity to support the
well-being of young people and promote international trade for economic development.

One way to make this happen is by matching youth skills to company needs. Programmes that make sure the skills
taught by educational institutions align with the needs of SMEs can help young people find jobs. Indeed, firm-level
survey data show that enterprises reporting an adequate supply of skilled workers tend to have hired more young
employees.

At the same time, improved youth skills lead to greater firm-level human capital. This, according to the economic lit-
erature, encourages exports and facilitates export diversification.

Tackling barriers to youth entrepreneurship can also buoy SME competitiveness and youth economic empowerment.
About a quarter of young people across the globe are self-employed or entrepreneurs, but many lack the necessary
entrepreneurship skills and networks. Aid for Trade can help them develop their businesses, including by boosting
management skills to improve the competitiveness of their firms. Doing so ensures the survival of many SMEs and can
thereby promote economic growth.
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Enterprises headed by young women have specific needs and potential. Young women may be interested in entrepre-
neurship, but may lack confidence in their ability to run a business. Furthermore, they may be excluded from the social
networks that their male peers use for information, advice and finance, and may face discrimination in trade policies and
practices. Customised programmes for young women can take these circumstances into account and yield significant
sustainable development benefits.

Governments have a major role to play to promote youth economic empowerment for international trade. They can
address market failures that specifically hinder youth-led firms, such as limited access to finance. With firm-level surveys
finding that 76% of youth-led enterprises face financial obstacles to their operations, compared with just 59% of com-
panies headed by their older counterparts, it is clear that more effort must be made to address the exclusion of young
people from financial services.

Aid for Trade can play a role here. The 2019 OECD-WTO monitoring and evaluation survey identified greater access to
finance as the most important contribution that Aid for Trade can make to empower youth economically.

Finally, governments can chart the course forward using youth and trade roadmaps. These roadmaps can reshape
the trade pattern of the economy by identifying sectors with export potential that are of interest to youth. Through
participatory consultations and a practical plan, roadmaps can ensure that young men and women are empowered
to participate in international trade.
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NOTES

1. Data are from firm-level surveys in the following countries in 2017 and 2018: Saint Lucia, Zambia, Hungary, Ukraine,
Argentina, Morocco, Ghana, Kenya and the Gambia.

2. SME Competitiveness Surveys in Argentina, Saint Lucia, Kenya, Ghana, Zambia and Ukraine. Answers ranged from 0
to 5, where 0 is ‘poor match’and 5 is ‘good match’

3. Binned scatterplots are a non-parametric method of plotting the conditional expectation function (which
describes the average y-value for each x-value). To generate a binned scatterplot, binscatter groups the x-axis
variable into 20 equal-sized bins, computes the mean of the x-axis and y-axis variables within each bin, and then
creates a scatterplot of these data points. By default, binscatter also plots a linear fit line using Ordinary Least
Squares, which represents the best linear approximation of the conditional expectation function.

4. Self-employment entails work as the owner of a business that has been established for some time, while
entrepreneurs are planning, creating and nurturing new businesses. Although the two concepts are thus
technically distinct, most young people who work for themselves identify as entrepreneurs. Following this stylised
fact, we use the two terms interchangeably in this chapter.

5. These figures are from 2015, the most recent year for which data are available on both registered and unregistered
Syrian refugees in Jordan. Subsequent counts measure just the fraction of those refugees who are officially
registered with the United Nations High Commissioner for Refugees and, as such, fail to gauge their overall
prevalence in the population.

6. One example of such a forum is MicroMentor, a non-profit online initiative that offers free guidance to many
young entrepreneurs and connects them with business mentors at www.micromentor.org
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CHAPTER9

EMERGING LESSONS FROM AID FOR TRADE
IN SUPPORT OF WOMEN'S ECONOMIC
EMPOWERMENT

Contributed by the Organisation for Economic Co-operation
and Development

Abstract: This chapter examines how donors are taking into account gender perspectives in aid for trade,
as women’s economic empowerment is one of the key drivers of sustainable development. It introduces
data showing that donors have been increasing gender-responsive aid for trade. At the same time, there
is scope for improvement, particularly in sectors such as transport, energy, finance and business, mining
and industry, where the proportion of gender-responsive aid is low. Good examples by a few donors are
therefore highlighted to provide lessons to others that are facing challenges in taking account of gender
perspectives in these areas. They reveal that many projects entail training of women as government
officials or as project beneficiaries, particularly for income generation. Other activities include studies
or development of project designs that are gender-responsive in the particular area. Given the Joint
Declaration on Trade and Women’s Economic Empowerment, donors need to build the evidence base,
establish an adequate monitoring and evaluation system, and ensure accountability towards women'’s
economic empowerment.
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CONTEXT

Women'’s economic empowerment has been recognised as one of the key drivers of sustainable development and
gender equality (Ferrant 2011; Cuberes, Teigner 2016, Gonzalez et al 2015; Ostry et al 2014; World Bank 2012; Knowles et
al 2002). Studies indicate that if women have more control over household resources, it leads to greater investment in
health and education. Furthermore, it results in higher and more sustainable levels of growth. In this respect, while the
Beijing Platform for Action in 1995 promoted women's economic empowerment, it encouraged progress in developed
and developing countries alike (see Box 9.1). On the other hand, Millennium Development Goals (MDG) 3 that targeted
“gender equality and empower women”, was mainly about developing countries and focused on education, particularly
to increase the primary school enrolment rates for girls.

Partially as a reaction to the limited scope of MDG 3, as well as the development community's increased understanding
of the positive impact of women'’s economic empowerment on development outcomes, the 2030 Agenda'’s Sustainable
Development Goal (SDG) 5 expands the scope to “achieve gender equality and empower all women and girls” (Mason,
King 2001; Morrison et al 2007; World Bank 2012; UN 2015; WEF 2015). For example, it raises the need to, inter alia, give
women land ownership and access to financial services, enhance their use of information and communications tech-
nology (ICT), address unpaid care and domestic work through the provision of infrastructure, and strengthen policies
and legislation to promote gender equality and women’s empowerment. Other targets that address women’s empow-
erment includes SDG 8 on Decent Work and Economic Growth, which refers to productive employment, decent work
for women, and sex-disaggregated data.

Box 9.1. Beijing Platform for Action 1995 “Women in the Economy”

The Beijing Platform for Action 1995 included “Women in the Economy” which commits states to:

B Promote women's economic rights and independence, including access to employment, appropriate
working conditions and control over economic resources. Example: “Enact and enforce legislation to
guarantee the rights of women and men to equal pay for equal work or work of equal value”.

M Facilitate women's equal access to resources, employment, markets and trade. Example: “Pay special
attention to women’s needs when disseminating market, trade and resource information and provide
appropriate training in these fields".

B Provide business services, training and access to markets, information and technology, particularly to
low-income women. Example: “Create non-discriminatory support services, including investment funds for
women’s businesses, and target women, particularly low-income women, in trade promotion programmes”

B Strengthen women’s economic capacity and commercial networks. Example: “Provide business services,
including marketing and trade information, product design and innovation, technology transfer and quality, to
women’s business enterprises, including those in export sectors of the economy”.

M Eliminate occupational segregation and all forms of employment discrimination. Example: “Increase
efforts to close the gap between women’s and men’s pay, take steps to implement the principle of equal
remuneration for equal work of equal value by strengthening legislation, including compliance with
international labour laws and standards, and encourage job evaluation schemes with gender-neutral criteria.”

B Promote harmonisation of work and family responsibilities for women and men. Example “Improve the
development of, and access to, technologies that facilitate occupational as well as domestic work, encourage
self- support, generate income, transform gender-prescribed roles within the productive process and enable
women to move out of low-paying jobs".

Source: Adapted from Beijing Platform for Action (1995) http://www.un.org/womenwatch/daw/beijing/platform/economy.htm
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More recently in 2016, the High-Level Panel on Women's Economic Empowerment, convened by the UN Secretary-
General, laid out measures to accelerate women's economic empowerment, recognising it as a cornerstone of the SDGs
and critical to achieving gender equality (UN Women 2018). They include, inter alia: sharing the burden of unpaid care
work; ensuring women’s access to financial services, new technology, and justice; changing practices in employment;
and ratifying key international agreements on the rights of women workers, especially in the informal sector and
domestic work.

Despite these global commitments, however, women continue to face barriers to participate in the paid economy,
leading to poorer outcomes than men across many key economic indicators. Particularly in developing countries,
women still account for a large part of vulnerable and informal employment (ILO 2018). They often have less access to
land, finance, agricultural machinery and production technologies than men, contributing to gender gaps in income
and productivity (Palacios-Lopez, Ramén Lopez 2015; Asian Development Bank 2018; World Bank 2015a and 2015b;
Sahay 2018; ILO 2016). Women working in the informal sector can face even more challenges, for instance, in access to
loans from formal financial institutions (Osondu et al 2015; Kasseeah, Tandrayen-Ragoobur, 2015). Furthermore, women
are responsible for a significant share of unpaid care and domestic work, which includes time-consuming tasks such as
fetching water and labour intensive cooking, leaving them less time to engage in paid activities, training and education
(OECD 2019a). Women are also concentrated in lower paid sectors (UN 2016).

Closing these gender gaps could lead to poverty reduction and other positive returns for women, their families and
communities, for example, by increasing agricultural outputs and improving female and child health and education
outcomes (World Bank 2012, 2015a). Investments in infrastructure in particular can support women’s involvement in
paid activities by facilitating movement with improved and safe transportation, or freeing up time spent on unpaid
activities such as collecting fuel when modern energy sources are made available (World Bank 2012).

In this context, trade can potentially bring benefits to women. For example, aside from increased income, new jobs
for women in the manufacturing sector had positive effects on women'’s bargaining power within households. In
particular, export oriented textile and clothing production provided greater independence and enhanced decision-
making power over the distribution of household resources for many women (Korinek 2005). Similarly, the arrival of the
garment industry, where women are often over-represented, had positive spill-overs in other areas such as education,
i.e, increasing the likelihood of girls attending school (Heath, Mobarak 2015). Agro-food value chains can also benefit
women if businesses pay attention to gender issues in enforcing labour standards and when they are given access to
labour saving technology and trainings to improve their skills (IFC 2016; FAQ, ILO, IFAD 2010; World Bank, Government of
Liberia 2010). Other studies show that trade expansion can reduce gender inequality if an appropriate mix and sequence
of trade and other economic policies is implemented (Elson et al 2007).

At the same time, as women are not a homogeneous group, the impacts of trade differ on women, depending on
their, inter alia, location, socio-economic status, education level, and disability. Therefore, as the Beijing Platform for
Action underlined', special attention needs to be paid to possible unintended negative impacts of trade liberalisation
on certain groups of women. For example, poor quality jobs for low skilled workers in unsafe environments may affect
women negatively, including by increasing their exposure to violence. This can be exacerbated by the pressure of
international competition (UN Women 2015). Increased imports due to trade liberalisation in agriculture can be a det-
riment to women who work in small-scale farming. For some higher skilled export industries, men’'s employment may
rise more where there are significant gender gaps in education (Korinek 2005). Even where trade opens employment
opportunities for women, their total workload may increase if the time needed for their unpaid care and domestic work
remains the same (Cagatay 2001). In some countries, discriminatory laws and social norms curtail women’s access to
finance, new technology, and knowledge on marketing — making it difficult to take full advantage of the new opportu-
nities created by trade liberalisation (World Bank 2018).

AID FOR TRADE AT A GLANCE 2019: ECONOMIC DIVERSIFICATION AND EMPOWERMENT - © OECD, WTO 2019 243



CHAPTER 9. EMERGING LESSONS FROM AID FOR TRADE IN SUPPORT OF WOMEN'S ECONOMIC EMPOWERMENT

In this respect, aid for trade can enhance economic opportunities for women to participate in export and import
activities, such as micro, small and medium sized enterprises (MSMEs), and thereby contribute to their economic
empowerment? (Kimm Gnangnon 2019). Aid for trade can also address impediments to trade, such as lack of infra-
structure, and prevent women from being negatively impacted from export activities, including poor labour conditions
and low wages (ILO 2017). Particularly since the establishment of the WTO Task Force on Aid for Trade in 2006, there has
been an acknowledgement of the need to take into account the “gender perspective” and of the overall goal of sus-
tainable development. Thus taking account of the gender perspective was established as one of the guiding principles
of the Task Force (WTO Task Force on Aid for Trade 2006).

Furthermore, in 2017, a Joint Declaration on Trade and Women's Economic Empowerment, adopted in the margin of
the Buenos Aires WTO Ministerial Conference, acknowledged that “inclusive trade policies can contribute to advancing
gender equality and women’s economic empowerment”. The declaration listed a number of recommendations?,
which includes the need to ensure that aid for trade supports tools and knowledge for analysing, designing and
implementing more gender-responsive trade policies. The Task Force is required to report to the WTO on progress in
implementing the recommendations of the Joint Declaration in 2020.

ASSESSING INCORPORATION OF GENDER PERSPECTIVES IN AID FOR TRADE

Views on the importance of gender dimensions in aid for trade

In this context, the Aid for Trade Initiative’s bi-annual Monitoring and evaluation (M&E) exercises from 2011 to 2019 have
been taking stock of gender dimensions, including the integration of gender perspectives and women’s economic
empowerment by donors and partner countries. The M&E 2019 shows that the majority of donors that responded con-
sidered women's economic empowerment in aid for trade as a priority. At the same time, Korea, Latvia and Portugal
were unsure and Czech Republic, France and Hungary did not consider it as a priority (OECD-WTO 2019). Furthermore,
the M&E 2011 showed that most donors considered greater gender equality as an “important” objective in aid for trade,
although Norway was the only donor that responded that it was the “most important” objective. At the same time,
greater gender equality was the penultimate lowest in terms of importance among several objectives (see Figure 9.1).
As for partner countries, among those that responded, the M&E 2011 showed that greater gender equality was the least
important among the goals that they wanted to achieve through aid for trade — lower than greater environmental sus-
tainability, reduced poverty, increased economic growth, and export diversification (OECD-WTO 2011).

Moreover, the M&E 2017 reflected that only 48% of responded donors considered that aid for trade will contribute to
SDG 5 on gender equality and women’s empowerment (See figure 9.2) (OECD-WTO 2017). Although this was higher
than SDG 13 on climate action, it was much lower than SDG 10 on reduced inequalities, SDG 8 on decent work and
economic growth, and SDG 9 on industry, innovation and infrastructure. On the other hand, donors’ expectation of aid
for trade to contribute to SDG 5 was still higher than that of the partner countries at 38%. This is despite developing
countries acknowledging in the Buenos Aires Declaration that, recalling the 2030 Agenda for Sustainable Development,
inclusive trade policies can contribute to advancing gender equality and women'’s economic empowerment, which has
a positive impact on economic growth and poverty reduction. Furthermore, there are some developing countries that
are making important efforts to support women'’s economic empowerment>,
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Figure 9.1. Main goals donors and partner countries want to achieve through aid for trade
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The M&E exercises might be reflecting the views of the civil servants who responded to the questionnaires without nec-
essarily representing a consolidated view of the government. The lower priority and expectations by partner countries
could be based on their limited perception of women as economic agents and the unawareness of potential positive
impacts of aid for trade for women, due perhaps to their gender bias, as well as the lack of communication or insuf-
ficient presentation of evidence on the part of donors. Thus the donor community could face a challenge in promoting
women’s economic empowerment as they work to align their investments with partner countries’ priorities, as called
for in the Paris Declaration on Aid Effectiveness (2005) and Busan Partnership Agreement (2011) and implemented by
the Global Partnership for Effective Development Co-operation.

Figure 9.2. Views on aid-for-trade contribution to the SDGs
13. Climate action [N
10. Reduce inequalities IENG—_——————
5. Gender equality INEEEEE————
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9. Industry, innovation and infrastructure IR
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8. Decent work and economic growth [ IEEE——
|
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Source: OECD-WTO (2017), aid-for-trade monitoring exercise 2017 (questionnaires)
StatLink S=m http//dx.doi.org/10.1787/888933953983
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BOX 9.2. The Gender Marker

The OECD tracks aid in support of gender equality and women's rights using DAC Gender Marker — a qualitative statistical
tool to record aid activities that target gender equality as a policy objective. It is based on a three-point scoring system:

Principal (Score 2) means that gender equality is the main objective of the project and is fundamental in its design and
expected results. The project would not have been undertaken without this objective.

Significant (Score 1) means that gender equality is an important and deliberate objective, but not the principal reason
for undertaking the project. The gender equality objective must be explicit in the project documentation and cannot be
implicit or assumed. The project, in addition to other objectives, is designed to have a positive impact on advancing gender
equality or the empowerment of women. Minimum criteria are:

B Gender analysis of the project has been conducted.

B Findings from this gender analysis have informed the design of the project.

B Presence of at least one explicit gender equality objective backed by at least one gender-specific indicator.
B Data and indicators are disaggregated by sex where applicable.

B Commitment to monitor and report on the gender equality results achieved by the project in the evaluation
phase.

Not targeted (Score 0) means that the project has been screened against the Gender Marker but has not been found to
target gender equality.

In this report, the term “gender marked aid” refers to Official Development Finance (Official Development Assistance (ODA)
and Other Official Flows) scored either 1 (significant) or 2 (principal). The Gender Marker is used here as a proxy to examine
the sectors where donors are taking into account gender perspectives in adhering to the guiding principle by the Task
Force on Aid for Trade mentioned above. In this context, the Gender Marker is mostly used as a tool to filter projects instead
of analysing the quantity per se, particularly as the DAC Network on Gender Equality (GENDERNET)? has recently carried
out a study on amounts of aid to support women’s economic empowerment (OECD 2018)°. Furthermore, this chapter
focuses on women’s economic empowerment, in accordance with the theme of the 2019 Aid for Trade Review, rather
than assessing donor efforts to reduce and measure gender inequality, although the latter is strongly related to women'’s
economic empowerment and is key to sustainable development.

Given the relatively low levels of aid to gender equality in aid for trade and even lower levels of dedicated funding (Score
2) (1% in 2016-17), the GENDERNET encourages donors to increase dedicated funding for gender equality and women'’s
empowerment, particularly in the aid for trade sectors where it has remained consistently low. Increasing investments in
these areas will be essential to achieving SDG 5, particularly Target 5.4 which focuses on unpaid care and domestic work
through the provision of public services and infrastructure, and Goal 8 which promotes women'’s productive employment.
This is backed by growing evidence from donors on the limits of gender mainstreaming to address the underlying power
imbalances that drive gender equality and curtail women’s empowerment. For example, a recent review of Switzerland
found that gender specific projects were 73% effective in promoting gender equality while projects that included gender
as a cross-cutting theme were only 31% effective (FDFA of Switzerland 2018). Thus, gender mainstreaming should be
combined with other efforts to address gender-based discrimination and inequality, such as challenging discriminatory
social norms, including engaging with men and boys to address power imbalances that can hold back women'’s economic
empowerment.

The Handbook on the OECD-DAC Gender Equality Policy Marker provides more information on how members should
apply the Gender Marker. The OECD is working with donors to ensure consistent reporting and comparability.

Source: Adapted from FDFA of Switzerland (2018), OECD DAC Network on Gender Equality (2016)
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Trends in incorporating gender perspectives in aid for trade

In view of the above results from the M&E exercises, bilateral and multilateral donors have nevertheless steadily increased
gender-responsive aid for trade, as measured by the Development Assistance Committee (DAC) Gender Equality Policy
Marker (Gender Marker) (see Box 9.2 and Figure 9.3). Based on the data, total amount of commitments® in aid for trade
that have been marked with the Gender Marker — both as a Significant Objective and Principal Objective — rose from
USD 3 billion per year on average in 2006-07 to USD 12 billion per year in 2016-17. In particular, there was a rapid surge
in gender marked amounts in aid for trade between 2012-13 and 2014-15, mostly due to Japan’s eightfold increase in
gender-responsive aid for trade, especially in sectors like transport. This is significant progress since, for many years,
bilateral and multilateral donors were more likely to integrate gender equality and women'’s empowerment in the
social sectors’.

Moreover, the increase applied not only to the absolute volume, but also to the proportion of aid for trade that was
gender-responsive, which grew from 9% on average in 2006-07 to 24% on average in 2016-17. The aggregate growth
was due to the increase of proportions in practically every donor’s aid for trade, which was in line with the overall rising
trend of gender marking by DAC members in total aid — including sectors that are not considered aid for trade, such as
health and education. Notably, aside from Japan, Finland steadily increased its share of gender marked aid for trade from
12% in 2012-13 to 43% in 2016-17, as did Ireland from 47% to 86%.

Figure 9.3. Trends in Gender Marked Aid for Trade
(USD billion, 2016 constant)
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Note: ODA and Other Official Flows. Only DAC members due to data availability

Source: OECD-DAC: aid activity database (2019)
StatLink S http//dx.doi.org/10.1787/888933954002

In the Aid for Trade Initiative, relevant sectors are grouped into three major categories: Trade Policy, Economic
Infrastructure, and Productive Capacity'®. The distribution of gender marked aid for trade in the three categories
remained the same over the decade, with the most going to Productive Capacity, and the least going to Trade Policy.
However, Economic Infrastructure rose seven times — predominantly due to Japan'’s increase — and Productive Capacity
rose three times, while Trade Policy only doubled in ten years. The share of gender marked Trade Policy among the
three categories is small as most projects are usually lower cost technical assistance. In contrast, Economic Infrastructure
— which includes transport, energy, and communications — tends to have high hardware costs. Productive Capacity
includes a wide range of sectors from agriculture, fisheries, mining, industry, finance and business.
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Distribution of incorporating gender perspectives in aid for trade

Despite the growing trend of gender marked aid for trade, donor implementation of their agreement to take full account
of gender perspectives in aid for trade remains low. As mentioned above, while the amount of gender marked aid for
trade increased during the last decade, it still accounted for only 24% of total aid-for-trade commitments in 2016-17. In
other words, 76% of aid for trade was not gender-responsive, i.e., 56% was not targeted and 20% was not screened. In
terms of volume and disaggregated by sectors, the highest amount of gender marked aid-for-trade sector in 2016-17
was agriculture (around USD 5.5 billion, see Figure 94.). This was followed by transport at USD 5 billion and energy at
USD 3 billion.

Figure 9.4. Sector breakdown of gender marked aid for trade 2016-17
(USD billion, 2016 constant)

USD BILLION, 2016 CONSTANT
6
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Note: DAC Members, AsDB, EBRD, IADB, World Bank, ILO, and UNDP.

Source: OECD-DAC: aid activity database (2019)
StatLink Sw=m http;//dx.doi.org/10.1787/888933954021

As for the proportion of gender marked aid out of the total aid committed to the respective sectors, agriculture also
had the highest at around 47% in 2016-17 (see Figure 9.5). This was followed by trade policies at 25% and transport at
20%. Trade policies can be somewhat higher in proportion compared to other sectors because activities frequently
involve trainings for partner governments that entail participation of female officials. Many studies were also carried out
on trade and transport policies that addressed gender dimensions in the respective areas. In transport — mainly road —
many projects consisted of involving women as stakeholders in the planning or as labourers in the construction.

On the other hand, although having relatively high total amounts of gender marked commitments, in terms of pro-
portions, only 14% of energy was gender marked. Absolute amount and proportion of gender marked commitments
were also low in communications". Therefore, the small proportions of gender marked amounts in many of these aid-
for-trade sectors show scope for improvement. However, in analysing the size of projects, results indicate that those
that incorporated gender perspectives in sectors such as energy, mining, industry, finance and business were on
average smaller in scale (i.e, had lower amounts) than projects in the same sectors that did not incorporate gender
perspectives'?. Therefore, future studies could explore whether smaller projects tend to target women as opposed to
larger projects that have a wider beneficiary coverage. Moreover, studies could investigate how larger projects can be
more gender-responsive to ensure that they are not having adverse effects on women and to identify entry points to
promote women's economic empowerment.
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Figure 9.5. Sector breakdown of Gender Marked aid for trade in proportion 2016-17
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Source: OECD-DAC: aid activity database (2019)
StatLink = http//dx.doi.org/10.1787/888933954040

Further disaggregation shows the specific areas in which donors were actively taking account of gender perspectives
within each sector. For example, they were mostly in agrarian reform, agricultural co-operatives, and agricultural
extension, cottage industries, handicrafts, SMEs, microfinance, and tourism where women are often already working
informally. These areas may have relatively high levels of support to women'’s economic empowerment as donors can
target women as beneficiaries. For instance, microfinance is often used by donors to focus on women working in the
informal sector who cannot have access to loans or savings mechanism in formal finance institutions.

Case Stories collected for the Aid for Trade Initiative described many projects, such as the ones carried out by the
International Trade Centre (ITC), aiming at connecting women to export markets and value chains, including through
e-commerce (OECD-WTO 2011, 2017). For example, companies became intermediaries with artisan groups — such
as women tailors — to facilitate access to markets. Another project of ITC provided training to rural women in digital
marketing skills using mobile phones. On the other hand, areas such as energy and communications where gender
marked aid is low are often believed to be “gender neutral”, thus not requiring a gender perspective to be applied. This
is despite evidence that improving women's access to reliable and affordable energy can, for example, reduce their
unpaid workload, thereby freeing up more time for paid work activities (World Bank 2012).

The M&E 2019 showed that, when asked to select specific areas where aid for trade best support women'’s economic
empowerment, donors and partner countries converged around similar sectors. A high proportion selected trade edu-
cation and training, agriculture, business, banking, and trade policy/facilitation (See Figure 9.6). In particular, several
partner countries mentioned more precise areas where they considered that aid for trade could contribute to the
economic empowerment of women (Box 9.3). On the other hand, not many donors and partner countries selected
forestry, mineral resources, regional trade agreements, energy, and communications as best areas in supporting
women’s economic empowerment.
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Box 9.3. In my view

Some partner countries consider that aid for trade can contribute to women’s economic empowerment in the
following areas:

Cape Verde
W learning about in import/export terms and procedures;
B boosting digital and ICT skills;
B enhancing foreign language skills oriented for global trade; and
B upgrading water supply infrastructure.

Mauritius
B developing a coherent framework to boost the productive capacity of MSMEs; and
B mentoring and advisory programmes to connect MSMEs to untapped and potential markets at the
international level.

Source: Adapted from OECD-WTO (2019), aid-for-trade monitoring exercise 2019 (questionnaires)

Figure 9.6. Areas of aid for trade that donors and partner countries believe can best
support women’s economic empowerment
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Source: OECD-WTO (2019), aid-for-trade monitoring exercise 2019 (questionnaires)
StatLink S=m http;//dx.doi.org/10.1787/888933954059

Trade policy / facilitation

In terms of country income levels, gender marked aid for trade was allocated to lower middle income countries (LMICs),
least developed countries (LDCs), and then upper middle income countries (UMICs), in that order in 2016-2017 (see
Figure 9.7). However, LDCs received proportionally more gender marked aid for trade compared to their total share of
aid for trade, while UMICs received proportionally less. This is because LDCs had a relatively high share of agriculture
— the sector with the largest proportion of gender marked aid for trade — whereas UMICs had a relatively high share
of infrastructure (transport and energy) which is generally low in gender marking. This is also reflected in the regional
distribution'® where Africa received proportionally more gender marked aid for trade than its total share of aid for trade,
while Latin America and Europe received less, due to the high amounts of agricultural projects in the former and infra-
structure, finance and business projects in the latter two regions.
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Figure 9.7. Distribution of Income-groups and regions of gender marked ODF 2016-2017

INCOME-GROUP DISTRIBUTION REGIONAL DISTRIBUTION
Distribution of gender marked ODF Distribution of gender marked ODF

Distribution of ODF Distribution of ODF

0 00 20 30 40 50 60 70 8 90 100 0 0 20 30 40 50 60 70 8 90 100
PERCENT PERCENT

[ pcs M ovics [ uMICs B Africa Asia M Europe
I L atin American & Caribbean

Note: DAC Members, AsDB, EBRD, IADB, World Bank, ILO, and UNDP.

Source: OECD-DAC: aid activity database (2019)
StatLink Sa=rm http//dx.doi.org/10.1787/888933954078

Figure 9.8. Average share of gender focused aid for trade per year 2016-2017
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Box 9.4. Women'’s economic empowerment in “Aid for Trade” by Australia and EU

Australia

Economic empowerment of women is included as a priority in the 2015 ‘Strategy for Australia’s Aid for Trade
Investments' The Strategy states that empowerment of women should be incorporated in every investment, as aid
for trade can help women to participate fully and effectively in goods trades in sectors such as agriculture and fish-
eries, as well as in services. Australia’s 2016 ‘Gender Equality and Women's Empowerment Strategy” also prioritises
women’s economic empowerment and specifies areas of support where aid for trade can benefit women. These
strategies focus on:

B improving wages, working conditions and safety, as well as removing discrimination in sectors
where women workers and traders predominate

W business and vocational skills, particularly for those who are disadvantaged

W global value chains

W addressing barriers faced by women entrepreneurs, including access to finance
W resources and innovations to improve agricultural productivity and income

B women'’s advancement in the private sector

W business and legal environment for women entrepreneurs

W infrastructure investments to support women'’s access to economic opportunities and trade

EU

The 2007 Joint EU Strategy on Aid for Trad