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Abstract

This paper explores the relationship between trade liberalization and
exports diversification in developing and Sub-Saharan African (SSA)
countries. The non-parametric analyses indicate that developing
countries that are more open to trade (based on trade intensity) tend
to have more diversified exports structures than those that are
classified as less open. However, for SSA the non-parametric test
shows that countries that are more open to trade have less diversified
exports structures. Regarding the parametric analysis, the findings
provide further evidence that trade liberalization, in the form of lower
tariffs, contributes to exports diversification in developing countries,
and the results for the long term are even stronger for SSA countries.
With regards to trade intensity, the parametric estimations also confirm
the results that trade is associated with diversification in developing
countries and in SSA countries in the short term; however, for SSA it
actually leads to concentration in the long term, consistent with the
non-parametric results. The empirical analyses also show that human
capital, GDP per capita and institutions, play important roles in exports
diversification.
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1. Introduction

SubSaharan African (SSA) countries have traditionally depended on a narrow range of primary products
a relatively small number of markets for their exports. The development implications of exports concentr:
in products, sectors, and markets are potentially significant, not only for SSA but for developing countrie
generalConcentration in sectors with a limited scope to ignite productivity and product quality could result
low growth and may preclude the possibilities of achievinghglastaieet eeeation and income
upgrading (Imbs and Wacziarg 2003, Hausmann et al 2007). Furthermore, a lack of diversification n
increase vulnerability to adverse external shocks, and hence affect exports earnings and macroeconc
stability. Thus, fainerable countries such as those of SSA, diversification into manufacturing and more
technology intensive sectors, including agroindustry, has the potential to promote economic growth, cre
jobs and reduce dependence on primary commodities.

This papekamines the role of trade and trade policy in the diversification process in developing countries.
employs both parametric argbmametric techniques to shed light on the relationship between trade, trade
policy and diversification in a sample defvéksping countries over the period01970¢t also

incorporates the roles of other structural and policy variables that may affect exports diversification, contrc
for the direct impact of the studied relationshipatiar@nlAfrica (SSA) siudy is important in at least

two respects. The first is that although the role of trade and trade policy in the development process is
documented, there is less empirical research on their roles in fostering export diversification or structt
transformation, particularly in Africa and the Least Developed Countries (LDCs). Over the past three dec
African countries and LDCs have increased their dependence on trade and have also adopted more il
trade regimé¥.et, they have not madsigmyicant progress in terms of diversifying their export structure,
suggesting that the realization of any potential benefits of trade for diversification is not necessarily auton
and may depend on domestic policies and the macroeconomia@ngimicowentty. In this context,

there is the need to provide empirical evidence on the role of trade in the diversification process in Africa
LDCs. The second reason why this study is important is that unlike existing studies, tlits paper employs
nonparametric and parametric techniques to examine the nexus between trade and diversification.

Theoretically, the relationship between trade and diversification depends on the model or framew
considered. Traditional trade models suggest thstetsadpecialization via efficient reallocation of
employment, capital and resources across sectors, in line with a country's comparative advantage. But n
recent theoretical models suggest that trade can facilitate diversification. Fer @Qi@pkhdvesgn

that changes in productivity and reductions in trade barriers affect sectoral reallocation and hence growth
transformation. Using a general equilibrium framework, Dessy et. al. (2010) also demonstrate that trade
promote diversification and transformation in developing countries.

Empirical research shows that diversification in exports and in domestichen woiau tiseeto

economic growdithough a vast heterog&waigerved amongst develomimd groups and iegs.

Increased diversification is also associated with lower output volatility and greater mageagconomic stability
Agosin et al, 20IPherefore, trade can potentially play a central role in developing countries’ development
prospects. But whether trade fosters or hinders diversification in developing countries is a question that h:
be answered at the empirical levelemd,tthss paper attempts to shed new light on the question using a
variety of econometric techniques. The paper proceeds as follows. Section 2 provides a brief survey of
literature. Section 3 examines the trends in trade and exports diversification in the sample. Sections 4 ar
present the empirical analyses. Seotictufes.

L In the LDCs for example, total trade as a percentage of GDP increased from an average of about 61 percent in the
period 1970-74 to 83 percent in the period 2006-2010. However, the diversification of their exports (measured by the
Theil index) changed marginally from 4.6 to 4.4 over the same period.
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2. What does the literature say about trade and
diversification in developing countries?

Concernabout the harmful effects of high dependence on primary commodity exports are founded on tt
assumption that primary commaodity exporters are affected by the secular detenosatioinadehe

and primary exports may be characterized by high price volatility and low productivity growth (Prebisch, 1
1959; Singer, 1950). Sachs and Warner (2001) arguetilattibrisdisease leads to concentration

in resource exppimplying fewer possibilities for productivity growth, hence representing a transfer of incom
from developing to developed céuntiies setting, import substitution and export promotion policies have
been adopted by governments of developing countries, with varying degrees of success, as strategies to re
exports concentration and promote manufacturing sector development.

The literature shows that exports divers$ifisatitn potential to positively contribute targrowth
development through several channels. First, increased investmemgench docteittesd sectors
enhance the sources of income and contribtigedinghm adverse effects of export instability and
fluctuations in the terms of tpt@cularly in Africa and the LDCs (Edwards, 2008iye8sitication
canserve asdistributional instrunienhanneévenues from mineral and rebagexksectdosother
sectors of the economy, ihilding the foundation for a stable inflow of revemeeswatithg for
intergenerational equity (Page, 2008). Tdivdrdifieatiari exportis also associated with reduced
fluctuations in foreign exchange earnings, increases em@bineerd, higher value addition and
improvementstire qualityf manufactured proditasigmann et al 2006akwe, 200Elhiraika and
Mbate, 2014).

Empirical research confirms the theoretical predictemnsatibatthdan goods and factor services is
explained by differences in comparative advastagesrddes. But, some argudhioat & minimum
level of development, the benefits of exports gmdrdot@sificatieiti not be realized (e.g. Edwards,
1993, Imbs and Wacziarg, 2003).

Exportdiversification entails not only increasangtthefi\goods exported but also moving into goods of
higher quality and new maBertsafd et &004Hausmann et2007;Brenton and Newfarmer, 2009)

More sophisticated exports baskets and higher technology intensity are more likelgrtbracichs catalysts
based economic growth. Stwbbserve high sophistication mchigblogy intensity are likely to act

as arengine of grovethd promote ingectoral and exsiesstoral linkageather than isolated enclaves,

provided thght macroeconomic conditions and structural factors are in place (Anand et al, 2012; Hausman
Hwang, and Rodrik 2007). Haweserlinkages are complex, particulailycionh@icountriggere

challenges sumba lowskilled labour force, poor macroeconomic management ancbimsttiftiitznal
persis(Sante®aulino, 2017)

Some studies suggest thatarehighempositivexternalitiesssociated withe manufacturing sector

when compared with other sectors (e.g., Greenaway, Mighgr,394] évine and R8a7).For
instancel-osu (1990) provides evidence of the gifesittveof manufacturing exports on growth for
developing countries as compared to primary secButeggpds. industries ifilo@me countries

tendto be small in scale and relathsglphisticated, and they often specialize in products that cannot be
produced easily or competitively in the developed world (Nicita artteRmath20ibi)ortance of
diversifying and upgrading their ecanmtoiestand exports baskets.

Hausmann et al (2007) gtawdiversification into new production and export activitiespeswngl as
the quality (and sophistication) of exportdedskeise economic growth across cdtortidsca,
Osakwg2007) finds that aid, the quality of infrastructure, resource endowments, and in some cases

2 The Dutch disease refers to the negative impact the expanding primary-commodity sector may have on other tradable
sectors. It also might lead to deindustrialization as industries other than commodities or resources exploitation transfer
to cheaper locations due to higher costs from inflation and currency appreciation.
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institutional factors, determine diversification in the region. Contrary to existing evidence, however, that s
does not find a significant impact of gemychpénsification. The paper also highlights the role of regional
integration and cooperation particularly for infrastructure development, which in turn could be conducive
diversificatiofclhiraika and Mbate (2014) empirically explorerthedsnginants of export
diversification for a sample of 53 African countriea(bt 199&em GMM panekdtitaates provide

evidence supporting the importance of per capita income, infrastructure, public investment, human capital
the institutiorfedmework as significant drivers of export diversification and transformation.

Finallyi-ochamnyo and Akame (@itires the impact of trade opemudsade polieypn exports
diversification in SSA. The paper finds thaxpo88#&ersitation is determined by trade openness,
value added in agriculture and mangfaadriRDI. Algareign aid, official exchange rates and gross
domestic investment promoted expdfitdii@rsin selected economies.

3. Trade and diversification trends in developing
countries: An overview

The link between diversification and trade is ndheradsrgignificant heterogeneity across developing
countries in terms of trade and exports specialization patterns. Despite significant openness to trade
ongoing liberalization efforts, a number of developing countries, notably African countries and LDCs, hav
succeeded in diversifying production and exports, and in transforming their economieki$UNCTAD, 2004).
contrasts with the situation of emerging economies irathsidraedeéerenigher tradeas been

associated with higher export diversification. Apart from the emerging economies, the export structures of |
developing countries have remained largely unchanged, and highly concentrated on primary commodities
example, Figure la shows that the expoiEabaubAfrican countries consist mostly of fuels, ores and
metals. In addition to concentration, there are concerns about tleendestidaiization trend in some
developing countriegere the share of manufacturing value added in GDP @&nddbbkniregyative

impact on the potential for structural transformation (see Soderbum, 2017). In contrast to their export patte
developing countries tend to import larger shares of manufacturindhaeadsrevpatential to

contribute to enhancing productivity, and serve as means of technology and knowledgé transfer (Figure 1

3 We also used the share of manufactures value added to GDP as an alternative proxy for diversification.
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la: Export sharesn developing country regions by broad categories, 2005 & 2016
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1b: Import sharesn developing country regions by broad categories, 2005 & 2016
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Source: Authors' elaboration based on UNCTAD Comtrade data (2017).

In this study, we cavarge group of devel@uogomies, comprising a total of 144 countries. The sample
displaysignificant differences in levels of development during the388rigchd V€l amportant

structural variances in terms of trade and production. The differences in the mean values of trade specializ:
growth, and other key economic variables, are noticeable in the descriptive statistics APesented in Table
and A3 in the Appendix.

TheTheiéxport diversificaitimexepresents the sum of measures of diversity acrass thectansical
diversity or extensive marginngnplyiexportgdoducts or newport destinations) and diversity within
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sectors (horizontal diversittensive margin, meaning a larger volume of exports o).dlid puoducts

sample, the exports diversificat@nranges between aro36.44crossleveloping countries, with a

median value d4. In SSA, the range of the export diversification index, on average, is similar to that of
other developing countries, although it has a higher meampHré®B8vith that of other developing

countries of 3.79and a higher lower bound (1.78 versus 1.53), suggesting a lower level of diversification in
SSA. There are also discernible differences in the mean values of other specialization indicators sucl
manufacturing exports shares and total trade as a share of GDP as seen in Figure 1 and Tables A2 and /

The data shows a significant increase in trade liberalization over the sample period. It is worth noting the
important driver of trade liberalization has been the significartargdiattgoadicularly in LDCs,
driven by autonomous trade reforms as well as by bilateral and multilateral commiim&hts (see Figure 2

following sections provide a systematic empirical analysis of the relationship between exports diversifice
and key trade, trade policy and structural indicators.
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Source: World Integrated Trade Solution (WITS)

4. Some facts on trade and exports diversifi-

cation within countries: Non-parametric
analysis
This section uses-parametric tests to analyse the patterns and the links between trade, trade policy and

the diversification of exports. Parametric tests often assume that the statistic under consideration
approximately normally distributedsdinistas makes sense when the sample size is large. However, for

4 Note that a higher value of the index represents a lower level of export diversification.
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smaller samples it may or may not hold, so it is useful, for robustness, parperéro (@on-
distributiefiee) tests, to complement the regression analysis.

Figur@ depicts the distributional patterns of the exports concentration and export specialization indices. T
first panel showing the Herfindahl Concentration Index indicates that many developing countries observe
concentrations of exports, particularly those at the bottom of the per capita income bundle. The second p
shows the Theil ind&xexports diversification, which displays a pattern closer to a normal distribution.
Therefore, they provide some justification for using the Theil index, ratherhthizwd e &t éetstia

for statistical purpdsiesthe remaining empirical part of the paper.
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Estimated based on UNCTAD Comtrade (HHI) and the IMF Theil index.

To better tease out the connection between trade and diversificggararasinig tesis, developing

countries in the sample are classified as “more open to trade” and “less open to trade” depending on th
trade to GDP ratimmpared to the sam@art. Thenwe compute the median export diversification indices

for both groups and ask whether there are any significant differences in export diversification between
groups. Over the period 2098; the median tragenrgsratio for the countries more open to trade is

80 percent and for those less open tastP@deeitcent. Regarding exports diversification, the median Theil

index for the countries more open toi&denike for those countries less opesthe iratkex is about
4 N Thic c1innecte that cniintriee mnre nnen tn trade are marninallvy mare diversified than thnee lecs nne
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