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THE IMPACT OF STABILISATION PROGRAMMES ON
INDUSTRIALISATION IN OIC MEMBER COUNTRIES

Dr. Vinanchiarachi Jebamalai*

The paper argues that less industrially developed Q@i@tdes can achieve sound
industrial development by supplementing SAP stabilisation uneaswith determined
efforts to remove supply-side constraints. Macroeconostadility, however, is a
necessary, but not sufficient, condition for acceleratihg pace of industrial
development; to make it sufficient, productive efficienclesutd be strengthened.

The paper suggests that a redesigning of macro strategidd gfive equal importance
to relieving supply-side rigidities. It draws lessorarirthe experience of selected OIC
member countries in fostering the pace of industrial esipanand in implementing
stabilisation measures. To that end, it outlines tlyeckenponents of industrial policy.
It recommends policies to build domestic capacities aglincrease of public and
private investment in infrastructure and in skill-augmentnotvities. It advocates the
proviso of performance-linked incentives to the private sett@at are in accord with
the ‘correct’ price signal. Overall, the paper promotsslactive and flexible industrial
strategy which targets a high-growth sector that is dagatadjust to change.

1. INDUSTRIAL RESPONSE TO STABILISATION PROGRAMMES

Since the mid-1980s, a large number of member ciesndf the Organisation
of the Islamic Conference (OIC) have adopted mamwoemic strategies
within the framework of stabilisation and adjustinprogrammes sponsored
by the IMF and the World Bank. It is being increagy realised that
macroeconomic fundamentals are necessary to fastérealthy pace of
industrial expansion and that stabilisation measaral structural adjustment
initiatives will need to be supplemented by detewedi efforts to remove
supply-side constraints. Past industrialisatioatsgies with a mix of import
substitution, overvalued exchange rates, heavysinvent in "strategic" state-
owned enterprises and widespread controls of forewgrrency allocations,
prices, wages and investment needed a criticabweun the light of rapidly
changing determinants of industrial efficiency amgbansion. Microeconomic
efficiency and the resultant pace of industrial angion depend on
macroeconomic stabilisation and largely on the rehoof supply-side
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rigidities. Without relieving major supply-side &iraints on industrial sector
growth policy fine tuning can have little effect brm performance.

Significant differences in performance among OlGnber countries exist
both geographically and between large and smalhici@s, resource-rich and
resource-poor countries, and among countries whielve successfully
implemented structural adjustment programmes artierst which have
achieved some degree of industrial progress witliotdl commitment to
structural adjustment and stabilisation programmkile it is difficult to
gauge the degree of responsiveness of the mancfagtsector in terms of
supply response to new growth impulses stemming Btructural adjustment
and stabilisation programmes, an attempt is madeisrpaper to draw lessons
from the experience of selected OIC member cowninidostering the pace of
industrial expansion and in implementing stabilmameasures.

Dwelling on selected OIC member country experienités suggested that
macroeconomic stability is a necessary conditiahthat in order to make it a
sufficient condition for accelerating the pace oidustrial development
productive efficiencies should be strengthened. -plice factors are as
important as currency devaluation and demand mamage policies. A
redesigning of macro strategies requires that equpbrtance be given to
relieving supply-side rigidities. This is not primig a matter of providing
incentives and "correct" price signals to privateeistors but of increasing
public and private investment in infrastructure akdl augmenting activities.
Measures to relieve supply-side constraints shotlidrefore, supplement
incentive restructuring initiatives.

2. UNEVEN MANUFACTURING GROWTH ACROSSOIC MEMBER
STATES

Differences in manufacturing growth rates acros€ @lember countries are
readily observable at scales ranging from doubdi-dirowth to subdued and
even negative growth rates. Each developing relgasa small contingent of
industrially fast growing OIC member countries whih number of OIC
countries have been falling behind. A quick glamteTable 1 reveals the
highly skewed pace of manufacturing expansion am@ig¢ member
countries. Growth of manufacturing value added (MWas fastest in
Uganda, with MVA growing at an average annual dt&3.4 per cent during
1990-1996. The second fastest growing OIC memheantcpin terms of MVA
growth during the same period was Malaysia (13.2 qent), followed by
Indonesia (11.1 per cent), Jordan (10.8 per c&uotkina Faso (9.8 per cent),
Bangladesh (7.3 per cent), Pakistan (5.5 per cdntjkey (5.3 per cent),
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Tunisia (5.2 per cent), Mali (4.9 per cent) anchI(4.6 per cent). Of the 55
OIC member countries listed in Table 1, four comstrexperienced negative
average annual growth rates of MVA during 1990-1996ew countries such

as Malaysia and Indonesia emerged as newly indlisirig countries (NICs)

in the 1980s, using manufacturing as the princjpapellant of economic

progress. Foreign trade and increased interactith thie global economy
were the major sources of growth in these economMesiufacturing growth

remained subdued in the 1990s at around 1 pericégshbon, Gambia, Niger
and United Arab Emirates.

As many as 19 OIC member countries are late-conmetee sphere of
industrialisation, and the opening up of internaaiofinancial and commodity
markets is yet to create an impact on the pacadifstrial development in a
large number of least developed Islamic counti@sthe 19 least developed
OIC member countries 15 are in Africa. Fast-growgmyntries have been
those that have managed to industrialise by deimom comparative
advantage in manufactured exports to the point sslibese manufactured
exports have become the engine of groWwtfihis pattern of growth,
characterised by a growing share of manufacturalgevadded in GDP and a
rising ratio of manufactured exports in total exppmarks the first phase of
globalisation of industry in developing countries.

Table 1. Average annual growth rate of MVA in OIC member countries,

1990-96
Average Average
Country annual % Country annual %

growth growth
Afghanistan . Maldives .
Albania . Mali 4.9
Algeria -8.9 Mauritania 2.1
Azerbaijan . Morocco 2.5
Bahrain . Mozambique .
Bangladesh 7.3 Niger 1.2
Benin . Nigeria -1.5
Brunei . Oman .
Burkina Faso 9.8 Pakistan 5.5
Cameroon -2.1 Palestine
Chad -2.6 Qatar
Comoros . Saudi Arabia

L UNIDO, The Globalization of Industry: Implications for Developing Countries
Beyond 2000, December 1996.
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Average Average
Country annual % Country annual %
growth growth
Dijibouti . Senegal 3.5
Egypt 4.3 Sierra Leone
Gabon 0.2 Somalia
Gambia 1.6 Sudan
Guinea Suriname
Guinea Bissau . Syria
Indonesia 11.1 Tajikistan .
Iran 4.6 Togo -0.1
Iraq . Tunisia 5.2
Jordan 10.8 Turkey 5.3
Kuwait Turkmenistan ..
Kazakistan Uganda 134
Kyrghyzistan United Arab Emirates 1.3
Lebanon . Uzbekistan -5.6
Libya . Yemen
Malaysia 13.2

Source: World Bank, World Development Indicators 1998.

With very low MVA per capita the least developeducties are at a
serious disadvantage. In a number of LDCs, indaistgrowth remains
demand-constrained due to the lack of purchasingepoWhile LDCs as a
group registered just 1 per cent average annuaitrof GDP and less than 1
per cent growth of MVA during 1985-1995, a numbéiL®Cs did perform
much better. Manufacturing value added in Ugandd Bangladesh grew
significantly. The way these OIC member countriegerged as examples of
best policy practice merits mention.

3. LESSONS FROM SELECTED COUNTRY EXPERIENCES
3.1. Uganda: Sustained stabilisation and industrialisation

Against the backdrop of economic collapse, anddauiéh limited options, the
National Resistance Movement (NRM) Government laedcin 1987 a
comprehensive programme of IMF-inspired and suggogconomic recovery,
designed explicitly to redress the prevailing maconomic disequilibria. A
major component of the programme has also beereliuild the country's
physical infrastructure, rehabilitate the produetoapacity of the economy, as
well as strengthen key institutions to underpin spexts for sustained
economic growth.



Impact of Stabilisation Programmes on Industrialisatiodli@ Countries 35

In the early 1990s, Uganda replaced Ghana as thieaAf «miracle»
economy. During the period 1986/87 to 1995/96 GDRvth averaged about 7
per cent per annum, although annual fluctuatione Hseen wide. Investment
grew rapidly in the early years of the recovery (t 1989/90) but
subsequently slowed. The investment-GDP ratio ®b1i8 estimated at 16 per
cent which was lower than the average figure faic&fas a whole during the
1987-1995 period. Much of the investment during1B87-1994 period was in
land and buildings while the share of machinery agdipment in investment
was very low. This trend has partially been offsece 1995. Nevertheless it
remains true that for most of the period Ugandagdras/n with only a modest
level of investment.

Uganda’s economic recovery has been accompanieevithy ranging
SAF/ESAF-related stabilisation measures. Sincenélve Government assumed
office three consecutive agreements have beendigitb the IMF and four
structural adjustment and ten sectoral and othgrsadent loans from the
World Bank have been obtained. The emphasis ofsthetural adjustment
programmes have been on fiscal and monetary pali@nges. The fiscal
deficit to GDP ratio has, however, risen from 4e2 pent of GDP in 1985/86
to 11.6 per cent in 1993/94. Revenue shortfallsewsevere in 1996/97
amounting to $30 million and resulting in the imtuation of an austerity
budget for 1997/98. Tax revenue as a proportioBNP is about 11 per cent,
well below the Sub-Saharan African average of 1B gant. Aid finances
roughly 40 per cent of current outflows and 80 pent of development
expenditures in a typical year.

Since 1992/93 credit and fiscal management polibeege been changed
significantly. Controls over domestic bank lendirgpart from prudential
controls, have been removed. Financial institutiares not obliged to lend to
the Government; Government borrowing takes the fadmTreasury Bill
auctions in which banks and non-banks may partieipdganda has stopped
direct loans to public enterprises, as well as esive overdraft facilities for
commercial banks. In addition, interests rates hbgen fully liberalised.
Inflation control has been one of the main achiexas, as annual average
inflation declined from 42 per cent in 1991/92 bwat 3 per cent in 1995/96.

The number of public development programmes has beduced from
about 800 in the late 1980s to about 160 in mid0$99Vhile marketing
monopolies have been removed, the Government ofidligaontinues to have
a large parastatal sector which contributes 7 perBcent of GDP and formal
employment. The public enterprise reform and ditwst programme have
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suffered from design problems and slow progresse@uonent has overhauled
its strategy recently to stress effective financintrol of all parastatals, faster
speed of privatisation, predictability of the difrage exercise, and consensus
building among Ugandans on privatisation. The mafds yet to produce the
expected results but recent efforts are promisimgachieving a leaner
parastatal sector and more efficient provisionestiges.

Until the end of 1991, the real effective exchamgée (REER) was
depreciating strongly (by about 40 per cent in 12901). It then remained
more or less stable until mid-1993 when it apprecicy more than 30 per
cent in June 1994. Since then, the REER has dapedcslightly. Initially,
after the introduction of the interbank market, #entral bank intervened
modestly by market smoothing, but since SeptemB@4 the Bank of Uganda
has been accumulating foreign reserves as a comsegwf coffee price
increases. Uganda’s export-GNP ratio fluctuate®lyidepending on the price
of coffee which provides the bulk of export earminin 1985, when prices
rose sharply, coffee accounted for 73 per cenbtal texport earnings. Non-
traditional export earnings (gold, fish and fislogucts, beans and hides) have
also tended to fluctuate widely. Non-traditionalriegltural exports have,
however, done well on the whole.

Overall, the coherent implementation of adjustmeneasures has
produced significant macroeconomic gains and plabedeconomy on the
path of sustained low-inflationary growth over tmedium term. Real GDP
growth averaged in excess of 6.0 per cent annoa#y the decade 1986-1996,
while inflationary pressures have been containetdh annual inflation falling
below 6.0 per cent in 1996. Greater stability anedjctability have proven
supportive to domestic manufacturing activity, aie sector has grown
dramatically from late-1980s onwards, registerimpual average growth of
almost 10 per cent over the period. The corollafryatbust manufacturing
growth has meant that the share of manufacturingpubuto aggregate
economic output rose from a low of 4.8 per cent986/87 to 7.2 per cent in
1994/95.

Within the manufacturing sector, however, there bagn very little
structural change in output over the past two desadVanufacturing
continues to be dominated by the processing oflliogaoduced agricultural
commodities - indeed, food processing, tobacco laekrages, and textiles
and clothing together account for over 60 per ofrtiggregate manufacturing
output. With respect to quantitative trends in esypient, the contribution of
manufacturing to total employment remains smallthweémployment in
manufacturing, and industry more broadly, dwarfgdhe agricultural sector.
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Various estimates place the figure at between 3gmer cent. Crucially, most
workers in industry are now can be found in smedils activities. According
to the latest official figures, manufacturing eptéses with five or more
workers together accounted for just about one gquant the total industrial
workforce and less than 1.0 per cent of the lalionge.

One of the most radical changes which has beemaasén industry over
the past two decades has to do with the institatitlamework within which
industry operates. With the advent of economicréibigation in 1987, the
Government of Uganda has endeavoured to createséitutional framework
conducive to industrial development. To do thaha$ had to tear down many
of the organisational structures, and psychologbzatiers that had acutely
inhibited manufacturing development. The key atiggi have been the
dismantling of government monopolies and the ekpéincouragement of the
private sector to participate in large-scale mactufgng activities. For
instance, in addition to re-organising the Minisiof Trade to get it to
effectively play the crucial policy and facilitagnrole required of it, new
institutional structures that promote industriavelepment have emerged in
the private sector. The most notable is the esfaiiént of the Uganda
Manufacturers’ Association, an umbrella organisatichich represents all of
the country’s manufacturing firms.

As may be expected, a decisive shift away fromdbminance of public
ownership has been a central theme of the post-il9&alisation programme.
The process of privatising public assets has baemstrung by several factors,
not least of which is the fact that the Governmeeg been loath to write off
the public enterprises’ bad debts, preferring gt rehabilitate many of the
companies so that they can be sold as ‘going costeNevertheless, the
Government’s commitment to privatisation is unohladjeable, as underscored
by its avowed aim of divesting some 85 per cerihefcountry’s parastatals by
1998. In fact the Government has categoricallyestatat public ownership of
assets will be limited only to sectors that areclgfar strategic importance,
such as utilities and rail transportation. Quickesvement in the transition
from public to private ownership has been more ceatble with respect to
properties expropriated in 1972.

While the rebound in manufacturing activity is métely linked to the
broader rejuvenation of the economy, one major ofadtas been the
introduction of a more industry-friendly investmesttde, which provides a
general set of investment incentives, guaranteefit prepatriation and
provides protection against expropriation of assBte new code has also led
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to the establishment of the Uganda Investment Aitth(UIA) as a ‘one-stop
shop’ designed to promote and facilitate investmissue investment licenses
and certificates of incentives, determine the teamd conditions imposed on
investment, and make recommendations to Governmentational policies
towards investment. Indeed, since the early-19@@srnational confidence in
Uganda has been on a sharp ascendancy as potemtislors have come to
believe in the country’s commitment to reform.
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3.2. Bangladesh: Selective and targeted growth

The growth of the manufacturing sector has maielgrba consequence of the
success achieved by successive governments inamang macroeconomic
stability. Inflation has been kept at about 5 pemtc There has been a surplus
in the current account in recent years and thee#attive exchange rate has
not fluctuated erratically (in dollar terms the @akas depreciated at an annual
average rate of about 2 per cent during 1991-198#jile the fiscal deficit
remains high (about 6 per cent of GDP during 1980t8e Government has
had significant success in increasing revenue 98001 only 10 per cent of
development projects could be financed by the Guwent, but by 1995/96
this proportion had increased to 40 per cent. Ruibivestment played an
important part in industrial growth.

Despite Structural Adjustment Facility (SAF) andhBnced Structural
Adjustment Facility (ESAF) programmes, the Governmeproceeded
cautiously with economic liberalisation. While fédcreform has proceeded
apace, monetary policy has been sparingly used pTikatisation programme
has remained largely suspended, financial libextitia progresses slowly and
emphasis has been on increasing the efficiencyeofitability of state owned
enterprises. Tariff reductions have also been ntoddsese measures were
accompanied by reforms related to encouraging f@ivevestment. Investment
and manufacturing output have grown in a sustaimediner for almost a
decade in response to these measures.

Manufacturing value added has grown at an annualage rate of over
7.3 per cent during 1990-1996 but the share of fiaatwring in GDP is still
only 12 per cent. The outstanding success hasthegohenomenal growth of
the clothing industry which now accounts for alm@8tper cent of total export
earnings (as against 10 per cent a decade agokhHne of the clothing sector
in MVA has risen from less than 1 per cent in 188%bout 11 per cent in
1996. The textile branch is twice as large withMMA share of over 23 per
cent. In constant dollar prices productivity hasloed in the clothing
industry at a significantly faster rate than it ligslined in the manufacturing
sector as a whole. Employment has grown at a masterf rate in the former.
The share of value added in gross output in thiiclg branch is significantly
lower than the manufacturing sector average. In318@ wearing apparel
branch ranked 24th out of a total of 28 manufantbranches in terms of the
value added to output ratio. On the other handwihge share of value added
is higher than the sectoral average and has iredleager time. This means
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that the gross margin to output ratio was only alddiuper cent in the mid-
1990s and has declined significantly over the gasade.

The growth of the wearing apparel industry has breade possible due to
government policy initiatives taken in the mid-1980°hey deregulated the
industry, establishing bonded warehouses and exypodessing zones (EPZ)
and exempting firms from taxes and customs dufié® industry benefited
from the availability of external finance in therfio of back to back letters of
credit. International subcontracting also alloweth$ access to major foreign
markets. However, the relatively simple technolagg heavy use of unskilled
labour has meant that Bangladesh can specialidewrprice standardised
products only. The heavy import dependence of tiokistry means that net
export earnings are usually a third of gross foreigchange earned.

This growth has been almost entirely domesticaliyreed, financed from
corporate and household savings, financial seaomtwving and increasingly
important inflows of non-resident workers remittar(these now exceed 5 per
cent of GNP and are over $1.5 hillion annuallyhaligh it is not clear what
proportion of that goes to investment). Foreigediinvestment has been very
small and although there have been surges of fiorifovestment they have
been mainly of a speculative character. Concessassistance has been high
averaging $1.68 billion disbursements annuallymtufi990-1996.

The country cases discussed above show that tkesewide range of
experiences on which a successful industrial gyatean be based. Some
broad themes may be enumerated.

» Countries starting at about the level of econongwetbpment in
which most industrially less developed countrieg amow can
develop viable and dynamic industrial sectors. Tdoes not mean
that there is a standard «model» of replicationctvhjuarantees
success. Useful lessons can be learned from sticcesses and
elements of strategies can be partly replicatechdapted in the
context of a specific national and sectoral envirent.

» The two country cases illustrate that the provisibmacroeconomic
stability, especially inflation control and avoid&n of major
fluctuations in the exchange rate, is a principarg@quisite to be
provided by Government.

» The industrial strategy must be selective and tathat potentially
high growth industrial branches and firms as is tese in
Bangladesh. This selective strategy must be flexanid capable of
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adjusting to changing circumstances and alterintggeta and
priorities over the medium run.

» Developing a close working relationship betweenegoment and
private enterprise is crucial. Bangladesh has nsadee progress in
this respect. The incentives and subsidies thaemovent provides
must be clearly linked to enterprise performancexpdet
performance is an effective indicator of the impat@an incentive
system on enterprise competitiveness and maturation

* An important part of the incentive system is thevision of support
for technological upgrading and the developmentafan skills.
Bangladesh and Uganda have not achieved marke@ssige this
respect. The type of rapid structural change of M¥iat took place
in the first and second generation of NICs did take place in
Uganda and Bangladesh despite rapid MVA growth.

» An industrial strategy which neglects the domestarket is unlikely
to stimulate broad-based industrial developmenpoimsubstitution
and export orientation must be seen as complememtalicies.
Export success must be built on the basis of stdmmgestic demand
growth. Export industries must not be developedaxlaves» since
in this way product quality upgrading becomes diffi. Bangladesh
is currently facing this problem.

« The Ugandan case shows that foreign concessiorsibtasce
remains very important in the early phase of indalstievelopment;
it must be effectively utilised to increase prodvitt. Foreign
private capital cannot play a catalytic role in #ely stages. Direct
or portfolio investment from international finanges not attracted
by elaborate incentive schemes, nor can it bedalie as the main
source of industrial financing.

» However, the building up of strategic partnershipsveen domestic
and carefully selected foreign firms in key sect@rmains important.
Much of Bangladesh’s success in the clothing imiesstis due to
close collaboration of local firms with internatadnsuppliers and
financiers. There are signs that such co-operasi@iso growing in
the Ugandan agro-business sector.

* Finally, co-operation with neighbouring developimguntries is
overwhelmingly important. Both Bangladesh and Ugaritave
benefited from subregional co-operation. Co-operatamong OIC
member countries could provide important sourcenafncing and
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markets for these countries. The late-comers artten@IC member
countries will need to develop strong trade an@éstment links with
at least one of the industrially more developeanst countries.

3.3. Egypt: Deepening structural reforms

The reform process in Egypt began to accelerathérearly 1990s under the
supervision of the International Monetary Fund (MMRvith which the
Government concluded an Economic Reform and StraictAdjustment
Program (ERSAP) agreement in May 1991, and the &v&#nk, which
granted a structural adjustment loan (SAL) wortB@Gillion in November of
that year. A second agreement with the IMF, arrdngeler its Extended Fund
Facility (EFF) was approved in September 1993. Wntte conditions
attached to the disbursement of these funds, stteages were gradually freed
to encourage the repatriation of funds and creeliings were imposed on
bank lending to help ease inflationary pressurgsnmii-1992, the country's
multi-tiered exchange rate system had also beenpledety reformed,
resulting in an effective devaluation of the Eggptipound and making it
internationally convertible. Additional measuresraduced to date have
included further reductions of subsidies, a redurct@nd revision of import
controls, the enactment of new banking and capitarket laws, the
commencement of a major privatisation programme thedntroduction of a
sales tax.

These measures have contributed to a significapravement in the
performance of the Egyptian economy. The tradepayinents balances have
recorded a particularly dramatic improvement, witle value of petroleum
exports soaring to almost $2 billion in the 19%cél year (ending 30th June)
from $1.3 billion in fiscal 1990, and the curregtaunt deficit of $1.6 billion
in fiscal 1990 giving way to a surplus of $2.2 ol in fiscal 1991, which rose
further to $3.6 billion in fiscal 1992 before fal§ back to an estimated $1
billion in 1993. This improvement in the balance phyments was
accompanied by a significant decline in Egypt'smdl indebtedness, which
fell from a peak of $51.9 billion at the end ofcfé 1988 to $40.6 billion at the
end of fiscal 1991.

In addition, the reforms have stimulated a sigaificgrowth in industrial
output. After 18 months of disagreement betweenGoeernment and the
IMF, formal negotiations resumed in March 1996diag to the signing of a
new two-year stand-by arrangement in October 1996.

The Programme concentratenter alia on:
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— keeping the budget deficit below 1 per cent of GDP;

— containing the rate of inflation at 5 per cent §97/98;

— targeting privatisation to yield 5-6 per cent of BD

— moving maximum tariff rate to 40 per cent;

— setting July 1999 as a deadline for the eliminatiain subsidies on
petroleum; and

— raising gas and electricity tariff.

Initially it took almost one year for the manufattyg sector to rebound.
The rate of growth of manufacturing value added @iVhcreased to 9.3 per
cent in 1992 from -1.1 per cent in 1991. Manufdotyivalue added grew at an
average annual rate of 4.3 per cent during 199@.19%espite sharply
increased profitability of private sector enterpsisin response to growth
impulses stemming from macroeconomic stabilitydoemt years, a rapid pace
of industrial expansion continues to be constraimgdhe heavy public sector
debt burden, and industrial growth seems to rem@mand constrained.

3.4. Nigeria: Weak industrial response to macroeconomic stability

The economic performance of Nigeria, Africa’s mpspulous country, has
been overwhelmingly influenced by its oil expoffifie 1970s oil boom saw a
rapid appreciation of the country’s real exchangee,r which eroded the
competitiveness of non-oil exports such as cocod, @ import-competing

activities including foodstuffs. Qil revenues fébm $26 billion in 1980 to

$12 billion in 1985, and to $6.4 bhillion in 1986 a8 prices collapsed. The
Government’s response to this massive terms oktsdbck to the economy
was inflationary financing. The extreme overvaloatiof the exchange rate
was not addressed until the substantial devaluaioriate 1986 under
Nigeria's newly started and home-grown Structurdjustment Programme.

Under the SAP, economic growth restarted and aeeragound 6 per cent
annually. However, real GDP per head fell by sonmeb cent from 1992 to
1994 as reform policies were abandoned, but resuhezdafter. Accelerating
inflation had been brought under control again 896Land a series of annual
budgets tightened fiscal and monetary policies aritbduced attempts at
business tax reform. A free market in foreign exgeawas permitted, though
government transactions continued to be condudtébeahighly overvalued
official exchange rate.
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Box 1. A Vision of Nigerian Manufacturing in 2010

Recognising the importance of industrialisation as an engine for sustained long-run
economic growth, Nigeria aims to be the leading industrial economy in Africa and a
significant world industrial player by the year 2010. The intention is to raise the share
of manufacturing industry in GDP to 25 per cent by that date compared to its 6.7 per
cent share in 1996.

Short-term policies to achieve Nigeria’'s long-term goals include:

« fiscal measures to boost consumer demand and raise industrial capacity
utilisation without causing inflation. These include direct tax reductions,
although VAT collections will rise, and accelerated depreciation
allowances

«  selective, time-limited protection of local industries

. reduction in bureaucratic obstacles to investment

Medium and longer term measures include:
e action to improve Nigeria's run-down infrastructure

e a stress on raising domestic savings as the main source of increased
investment

¢ the creation of an enabling environment for investment, including easier
access to landed property.

Source: Nigeria, Vision 2010 Committee (Subcommittee on Industry), Final Report:
Manufacturing Industry, 1997.

Average annual growth rate of manufacturing valueleal remained
negative at -1.5 per cent during 1990-1996. Agtateel industries are
important in Nigerian manufacturing. Food, bevesaged tobacco generated a
third of manufacturing output in 1996, and thisrghdses to almost a half if
textiles and apparel are included. There are matltnal companies involved
in a number of industrial sectors including foodogassing and tyre
manufacture. Industry in Nigeria still faces mamnstraints and a legacy of
inefficiency as a result of past import-substitgtimdustrialisation policies.
Average capacity utilisation was under 30 per dani996, though it was
higher in resource-based industries such as foockpsing, compared to more
import-dependent activities such as the electrmgdbsector. Low capacity
utilisation results in part from lack of consumerrghasing power as a result
of government retrenchment and macroeconomic césins. There are also
many infrastructural constraints, including an adimmon-functioning rail
system and many deficiencies in electricity and ewatsupply and
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telecommunications. Despite some attempts at trefem, effective rates of
protection against industrial imports remain higi &ariable, though informal
imports increase the competition which domestiegmises face.

Despite its achievement of a degree of macroecanataibility and a
largely market-based exchange rate by the mid-199@geria’s real income
and consumption per head still had not regainedeels of the early 1970s
before the oil boom. The country now has plansctekerate its development
by fostering more rapid industrialisation withiretframework of Vision 2010.
Nigeria undoubtedly has great potential both irmkerof future domestic
market growth and competitiveness in a range ob-agiated industries both
internationally and regionally. Within ECOWAS, N is already a
significant informal exporter of textiles and agiiciral machinery.

3.5. Indonesia and Malaysia: Lessons from the rise and fall of economic
miracle

Using manufacturing as a dynamic force, Indonesid &lalaysia achieved
rapid economic transformation and emerged as neglystrialising countries.

The countries’ macro- and micro-economic fundamisrgtood as models of
best policy practice for other countries to reglica he East Asian economic
flu emanating from Thailand in mid-1997 spread asrdhe region and
infected Indonesia and Malaysia. It is useful tbet on what really went

wrong in the face of liberalisation and deregulati®he obvious cause of the
sudden demise of the so-called dynamic growth nsodkthe ‘Tigers of East

Asia’ was the liberal-lending-induced excessiveelsvof investment in

increasingly unprofitable manufacturing activitiesnd real estate,
disproportionately funded by bad debt. The situatias exacerbated by the
fact that this investment was concentrated in mactufing activities

characterised by global excess capacity. Triggbyesome of these countries'
reluctance to accept outside equity, these invedsneelied heavily on

domestic and, to a large extent, external finank®.the private sector's
indebtedness to financial institutions rose, hgavihdebted manufacturing
sectors became increasingly vulnerable to a changehe attitude of

short-term lenders.

As the crisis sent stocks tumbling around the glamnion- and policy
makers urged governments to boost growth throughedtic demand. What
turns out to be important is that bold and decisigdon is needed to control
capital flow and monitor the banking system. Thitids being increasingly
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realised that the Sate has a crucial role to plastriengthening the mechanism
for capital monitoring. The East Asian financiakd resulted in:

— falling GDP and manufacturing output;

exchange rate depreciation;

loss of investor confidence;

capital flight;

skills flight;

massive speculation;

industrial excess capacity;

and redundance of accumulated skills.

3.6. Key issues

There are three major issues highlighted by thé Esian crisis.

First, the key issue is whether financial liberatisn has failed.
Does the East Asian economic crisis imply end obglisation? The
East Asian vulnerability to international financialutflows was
created by the escalated pace of financial libgatibn undertaken
by the Asian countries. OIC countries would needbe@ocautious in
introducing similar policies of financial liberadison.

Second, the least developed countries’ main soairckevelopment
finance must continue to be ODA. Such flows are leslatile than
portfolio foreign investment (PFI) and foreign diteinvestment
(FDI), since ODA commitments are usually of a ldagn nature.
LDCs will need to ensure (a) that ODA flows are rextuced in real
terms - that is, that the Asian and Russian ba#-@we not at the
expense of the LDCs; and (b) that the maturitie©DBA funds are
not reduced and that they are assured for finanpitgects that
increase LDCs’ productive capacity to service tleipts.

Third, the main concern must be to stimulate tlevgn of domestic
savings. A strengthening of the supervision andfoperance

monitoring system for financial institutions is dee. Re-
capitalisation and restructuring of banks couldaseompanied by
the introduction and implementation of rigorous dential

regulations. Credit planning could be introducencsiinterest rate
liberalisation has failed to stimulate savings dondimprove the
efficiency of investment decisions. Efforts couldcabe made to
facilitate and monitor intra-OIC member countrigmhcial flows.
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The causes of the East Asian financial crisis amed in private sector
financial mismanagement, weakness of national firstructures, instability
of the international financial system, lack of ¢api monitoring and
transparency, and increased vulnerability to esepmivate financial flows.
The potential impact on industrial development i€ @nember countries of
the Asian crisis may therefore be viewed in thetextnof:

» declining competitiveness in relation to Asia’'s reased
devaluation-induced competitiveness;
» falling commaodity prices affecting economic perfenmae;

» reduced growth of world output which may have spiér effects;
and

» worsening trade prospects of OIC member economies.

The key policy issues which would need to be adddredy OIC member
country policy makers in this context includieter alia:

» reassessing the viability of financial liberalisat]
* improving the institutional framework for capitabmitoring;

e preventing a resultant fall in ODA flows to leastveéloped OIC
member countries;

» mobilising domestic capital;

» reducing the vulnerability of OIC member countrigs external
shocks; and

» strengthening intra-OIC trade and investment.
4. KEY INDUSTRIAL POLICY COMPONENTS

Industrial policy components will need to suppleinstabilisation measures
through the strengthening of domestic capacitgtoave supply-side rigidities
and thereby supplementing stabilisation and strattadjustment initiatives
towards accelerating industrial growth. UNIDO plags crucial role in

strengthening the required domestic capacity fostasnable industrial
development. Domestic capacity building involvesnvarsion of human
capital into human capability, technological upgnad strengthening of the
infrastructural base, and creation of an efficieémstitutional framework

capable of sustaining a healthy pace of industsipbnsion.
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4.1. Domestic capacity building for productivity growth

Domestic capacity building for productivity enhamant is being increasingly
recognised as the principal determinant of econarogvth and prosperity. A
period of rapid industrial growth experienced bygE&mnd when it emerged as
the pioneer of industrial revolution was charastedi by a dramatic increase in
domestic productivity growth. The rapid economiangformation of the US
and Japanese economies was also primarily asctbetbmestic capacity-
building in general and significant increases imdstic productivity growth
in particular. The first and second generations neivly industrialising
countries accorded top-most priority to domestigacdty-building for
domestic productivity growth as the principal pribgret of a rapid pace of
industrial growth. These developments lend creddocthe fact that rapid
industrial growth and the resultant increase imgvstandards are determined
largely by domestic factors, primarily the rate gfowth of productivity
growth.

OIC member states’ endeavour to achieve a rapidagoiz transformation
is apt to be won or lost in the sphere of convgrtime reservoir of human
capital into human capability for productivity emtament. Human and
technological capacity-building is important evem the development of low
technology, labour-intensive and resource-basedsimg&s and for enhancing
their capability to increase value added, employiraed competitiveness. The
processing of natural resources needs skills sirntbigdhose of more general
manufacturing development. There is no contradickietween specialising in
low-technology activities in the initial phase ofdustrialisation and higher
degree of industrialisation in the longer term. Migdtion of imported capital
equipment to local conditions (for example, to eliéint qualities or types of
raw materials) facilitates technical learning amalugnestic technicians and
thereby contributes to industrial efficiency throygroductivity growth.

It is crucial to remove supply-side constraints éander to make
stabilisation measures sufficient to exert a pesitimpact on industrial
growth. A weak infrastructural base is generallgognised as a major
constraint adversely affecting the efficiency ofdustrial production.
Industrially more developed OIC member states hanavided substantive
policy support for the creation of a strong infrastural base. Infrastructural
bottlenecks in industrially less developed OIC memistates constrains
productivity gains in almost every aspect of indastactivity, from primary
production to downstream processing and marketing.
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Another important constraint on productivity growtland on
entrepreneurial development is a serious malfunctgp of the industrial
financing system in industrially less developed Om@®&mber countries.
Domestic savings, both household and corporateireveay low and financial
intermediation processes are becoming increasimgyfective. Enterprise
upgrading and increased international competitigsersre not possible while
the domestic industrial financial system is noteefive and foreign
concessional assistance is targeted almost exelysat relieving balance of
payments constraints. Equally important is the tgveaof an enabling
environment for attracting foreign direct investmen

4.2. Technology policy

Technology policy should take account of local dbods and levels of
development. Sources of competitiveness vary acogrib socio-economic
conditions prevailing in a country. At early stagafsassembly operations
standard technologies and engineering skills areprafhary importance.
Traditional skills also play an equally importaote. The industrial miracle of
Sialkot in Pakistan lends credence to the fact ttzalitional skills could also
be attuned to a high degree of precision and exggnamism. Much of
Sialkot’'s success in making tennis rackets, ho@gyipment, footballs, and
surgical instruments is the result of cultural lgpiér, effectively enabling
every other household to be a complete export-taéeanit in an environment
of export dynamisr.

Technology policies could aim at stimulating markéémand for
innovation and establish a domestic capacity fe&r meanagement of R&D
systems. International competitiveness growth meguihat several firms grow
rapidly through technological learning. Buyers xians to ensure product
quality - can be of invaluable help in technologyixing. Governments can
also play a catalytic role by setting ambitiousgé&s. Similar pressures can
also be put on public and private research ingttiy forcing them to be self
sustaining through links with firms. Finally, gowenents can also stimulate
technological upgrading by encouraging the growth venture capital
initiatives among OIC member countries.

4.3. Promoting micro and small industry clusters

2 UNIDO, New Trends and Challenges in Industrial Policy: Proceedings and Seminar
Papers, Vienna, 16-17 October 1997.
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An overwhelmingly large proportion of industrial terprises in many OIC
member countries can be characterised as microer small enterprises.
These small and micro enterprises are usually wirvmechanisms -
exploiting diseconomies of scale, thriving on imh@l contacts (especially for
information and credit) and absorbing displace@laldrom agriculture, large-
scale manufacturing and the service sector.

They proliferate at a rapid rate, but survival satge low. What is even
more significant is that these small and micro gmises hardly ever graduate
into the formal sector. This is the problem of thissing middle; the virtual
absence of medium-sized modern formal sector fiilmsmany African
countries.

The growth of industrial districts and firm cluster has been noted in
several developing countries. These clusters irchath large and small firms
and in some instances make a significant contobutd export growth and
"collective efficiency”. Such clusters are charastd by high levels of
subcontracting based on firm specialisation anerifitm co-operation, which
leads to the emergence of industrial associatibas eéstablish co-operative
institutions for the organisation of trade fairgchinology upgrading and
marketing. Empirical evidence seems to illustrate such collaborations are a
response to market conditions and firm level corapen has to be strongly
supported by the Government for it to thrive. Agpiate policies could be
adopted to encourage industrial clustering amongllsamd micro enterprises
and to foster closer links between major produeertstheir suppliers.

4.4. Support to industry associations

The private sector industrial associations shoeldnade the main conduits for
the transfer of information technologies, marketamgl training support to the
individual entrepreneur. It is important to use stheassociations as nodal
points for delivery of services and support to éaggoups of small and micro
enterprises. Large commercial users and distributdr small and micro

enterprise products can also play this role. Usiagh commercial channels
ensures that support provided is specific to thedseof the targeted sectors
and immediately useful in eliminating supply coasits and enhancing

collective efficiency. A move from generalised sEcsupport to support

targeted to the achievement of specific output arghnisational efficiency

bench markers can be most productive.

The development of efficient small and micro entsgs clusters is
crucially important for increasing their competéness specially in
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international markets. Typically such clusters farened around and under the
leadership of large firms which facilitate concetittn on core competencies
by even small producers. The challenge of globitisarequires increased
inter-enterprise co-operation. In Pakistan largmdi have provided effective
leadership in reorganising small firms and in ingdising their operations by
physically linking them to large firm productionrgttures. Obligational
relationships have developed and small and micterprises have been able
to take advantage of the closer links that majondi have developed with
buying groups - a major consequence of globaliratias been the increased
power of these groups.

Policy support for small and micro enterprises daericourage the type of
clusters in which a core company responsible fayistic functions of
financing, innovation and marketing emerges andalidates the cluster. This
is essential to prevent free riding within the ttus The overall policy
framework must “regard the existing national/lotaldition and structure the
provision of inputs (education, training, researcharketing) within this
context. Policy should concentrate on upgradingchftelogically and
financially) a group of dynamic small and micro emprises and establish
conditions of regrouping among them.

4.5, Micro credit schemes

A major constraint on small and micro enterprisegatbpment is the scarcity
of institutionalised credit. Many innovative schembave been adapted,
indeed this seems to be something of a growth imguSuch schemes have
suffered from two structural weaknesses. Firstheyt have usually been
initiated and operated by NGOs with mainly socrather than commercial,
orientation. Hence the problem of multiplicity dfjectives has obstructed the
growth of efficient resource allocation. Secondéuen highly publicised
schemes such as Grameen Bank are subsidised bynaxseurces and are
concerned primarily with employment growth of sfiecéegments of society,
not with enterprise upgradinger se. Loans extended by such institutions are
very small, quite insufficient to meet capital echnology upgrading needs
required for enterprise transition to formal, medilevel status. It is clear that
such NGO-run schemes cannot make a major conwibut addressing the
problem of the "missing middle" in the industriahterprise structure of
particularly OIC countries in Africa.
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For a micro credit scheme to be a successful méandncreasing
enterprise efficiency and achieving technologigagrading it should have the
following characteristics:

» |t should be sponsored by a major domestic commebank (the
business orientation of foreign banks make themuiteisle
sponsors).

» It must provide supervised credit in appropriat@ficial packages;
leasing of machinery and technology could be a méjmancial
channel.

e Credit should not be subsidised; the scheme shaiuldto become
fully self-sustaining and market-competitive wittarspecific period.

» The scheme should be administrated by micro cititers based
in localities where credit is extended. The micmedit officers
should be responsible for project assessment, tcdésthursement,
monitoring and recovering of loans. A credit offichould handle a
maximum of 20 cases. A 95 to 98 per cent recovaty should be
normally achieved.

» Incentives should be provided for enterprise chirsgeboth among
small and micro enterprises and between small d@orbrenterprises
and medium- and large-scale firms.

4.6. Financial restructuring and privatisation

The development of commercially viable micro entisg credit schemes can
also prove useful in the mobilisation of informaldahousehold sector savings.
A bank in Pakistan which successfully ran suchlese during 1993-1995
mobilised deposits in excess of the credit it edéhto micro enterprisés.

Formal financial institutions are in a state oki@iin many least developed
OIC member countries. Uncollectible debts have nmdincredit lines have
dried up and profits have been further squeezed tuethe virtual
disappearance of credit worthy clients. A majotrreguring of the financial
sector is thus a pre-requisite for the restoratibinvestors confidence. The
restoration of financial capability must involve jora institutional
restructuring. It could involve the constructionn&w financial institutions out
of the debris of the old, the putting together @hble business segments of
existing institutions through mergers and acquisgi the recapitalisation of

% Ansari, J.A., «<Microenterprise credit schemes in Pakistiousnal of the Institute of
Bankers and Corporate, 1995, Vol. 18, pp. 23-60.
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these new viable institutions and the establishnoéra closer link between
financiers and enterprises that are financed. Rdibgithe financial system
with a policy accent on capital control and moniigris needed.

Privatisation programmes of many OIC countries hatedled. If the
privatisation programme is to be revitalised, aterapt must be made to
restore viability of major projects in the procedprivatisation. The effort to
attract foreign investment to the projects coulduf® on non-speculative
portfolio investment which has shown encouragingndis in recent years.
ODA funds may be used to attract FDI to privatisatiand project
rehabilitation initiatives.

A large and increasing proportion of aid is in suppmf macroeconomic
adjustment programmes. Aid dedicated to enterpmésgructuring, project
rehabilitation and the promotion of privatisatiaitiatives is very small. There
is a case for using funds mobilised by the Isla&velopment Bank to
revitalise the privatisation and project rehabiida programme. Intra-OIC
financial flows can be dedicated to the revital@atof industrial projects. It
could also be used for part-financing industrialtee projects which can earn
or save foreign exchange. It could be seen as &aanéxn for creating
conditions and providing a bridge head for theawflof private sector capital
to OIC member states. Participation by OIC officegencies in project
rehabilitation and privatisation programmes canagwck creditworthiness,
reduce risks and induce international private itmssto participate.

Another important contribution OIC can make to istlial development in
OIC member states is the development and orgamisaficapital markets. So
far SAF/ESAF and structural adjustment programnpesnsored by the IMF
have mainly been concerned with the redesigningegtilatory procedures.
The injection of new funds has not been a majorceon During the 1990s
several African countries have established stockl@nd markets, and there
is some evidence of broad investors interest. Onbrer countries’ support
for country and regional funds and for the promotad venture capital can
play a useful role in this respect. Of greater ingmace is co-operation
extended by industrially more developed OIC mendmemtries. Supervision
of capital flows across OIC member countries in ligat of recent lessons
learned from the East Asian financial crisis isuiegd for sustaining economic
stability, and co-operation among OIC member coestin this regard is
crucial.



