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"W have to be nore shock resistant, to reduce
our exposure to volatile comodity narkets.
Diversification remains one of our greatest
chal | enges”. Adviser to President Bedie of Cote
d Ivoire (Financial Times, 2 June 1997)

. 1 NTRODUCTI ON

1. The first session of the Comm ssion on Trade in Goods and Services, and
Commodi ti es sel ected diversificationin comodity-dependent countries as a topic
to be addressed at its second session.! The present report has been prepared to
provide a background to the Commission’s discussions. |t incorporates the
rel evant findings of the report prepared for the Expert Meeting on Vertica
Diversification in the Food Processing Sector in Developing Countries (1-3
Sept enber 1997) .

2. Many commodi t y- dependent countries are too snall or poor for their donestic
markets to stinmulate - and absorb - diversified production based on their raw
material resources. They are therefore obliged to seek export outlets for such
producti on. Mor eover, even those commodity-dependent countries with a |arge
donestic nmarket, which could absorb donestic production and therefore have a
conparative advantage in diversifying vertically or conpeting effectively in the
whol e val ue chain, in general alsorely heavily on external markets. For non-food
commodities in particular, which are basically inputs to other products, nobst
countries seek broader markets and have to rely on external opportunities

Policies related to diversification accordingly need to be anchored in the
conmercial reality that gl obalized production has beconme very sophisticated in
tappi ng local inputs, exploiting skill and wage differentials, or junping trade
barriers. Production is increasingly undertaken in slices, with intermediate
products nmoving fromone location or country to another at different stages of
commodity chains which cover a product from its planning, production and
distribution through to its disposal (such as with packaging material).

3. In such a context, the short-term advantages of attaining a diversified
producti on and export structure i n conmodi ty- dependent econoni es are undi sput ed.
The longer-term benefits accrue from a nore efficient exploitation of the
country’s dynani c conparative advantages. Experience shows that in this area
success breeds success.

4. At the same tinme, it should be borne in mnd that diversification is not
an end in itself but rather a means towards devel opment. G ven that in nost of
t he commodity-dependent countries the majority of the |abour force is engaged
in comodity-rel ated econonmic activities, ensuring that diversification goes in
tandem with poverty alleviation is the ultimte neasure of the success of the
diversification process. In sone cases, conflicts may arise anong different
obj ectives, for exanple upgrading skills and enhancing efficiency on the one
hand, and generating enpl oyment and i nproving i ncone distribution on the other
If basic conditions are appropriate, however, this conflict may be essentially
one of timng. Toresolveit, acareful prioritization and sequenci ng of policies
is required.

5. Despite the difficulties, the past few years are replete w th exanpl es of
di versification success stories. Mal aysia diversified successfully into pal moi
and cocoa; Colonbia did the same with fresh-cut flowers and Kenya wth
horticul tural products. Many further exanpl es are given below. |In each case, the
countries have given diversification-related policies particular attention. The
present report considers such policies but focuses on their practical aspects
as they relate to the operational roles of government, enterprises and social
institutions in the diversification process. Particular focus is placed on
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policies and conditions which can activate positive responses from deci sion-
nmakers in both large and snall enterprises in the commodity sector.

1. GLOBAL TRENDS

6. Wth globalization and liberalization, the world market for conmodities
i s bei ng reshaped and becom ng nore conpl ex. The current setting is characterized
by the need for (i) larger capital resources, (ii)sophisticated technology,
i ncluding information technology which can inprove managenent practices and
assure instantaneous access to information, and (iii) human skills for access
to global markets. This can reinforce trends towards greater concentration. The
report on vertical diversification in the food sector (TD B/COM 1/ EM 2/ 2)
underlines the special need to focus on these elenents for pronoting
di versification.

7. As gl obal i zati on proceeds, however, dynam ¢ exporters have been t aki ng over
the nmarket shares of weaker conmodity exporters in world markets. Market
i mperfections and increasing returns to scale favour |arge producers and well
established traders. Waker exporters find it increasingly difficult to conpete
in world markets which are becom ng ever nore sophisticated and denmandi ng. The
gap between the nore advanced devel opi ng econonies and the weaker ones is
wi deni ng. Deliberate policies and neasures are needed at both the national and
the international levels to reverse the trend towards divergence.

8. Wth respect to Uruguay Round reforms, tariffication and the binding of
tariffs have led to greater transparency and predictability. Nevertheless,
consi derable barriers still exist in the main export markets, and notably for
agricultural, fisheries and neat products (UNCTAD, 1997b). Moreover, tariff
escal ation remains for many products such as processed food itenms, limting
vertical diversificationinto this area, and several tariffs have been bound at
prohi bitively high levels, nmuch above the applied tariffs. This could inpose
severe constraints oninitiatives towards diversification.? Additional barriers
t hat exporters of comodities, such as processed food products, have to overcone
include levies, mnimm inport prices, and other regulations pertaining to
packagi ng, |abelling, health and quality standards (UNCTAD, 1997b).

9. In the context of the “built-in agenda” of the Uruguay Round, the further
liberalization of agricultural trade, in particular the elimnation of
agricultural subsidies in developed countries, and the integration of the
textiles and clothing sectors into the Uruguay Round Agreenents are especially
inmportant for the diversification efforts of commodity-dependent devel oping
countri es.

10. Currently, the market nechani sm deregul ation and |iberalization neasures
agreed in the context of Uruguay Round Agreenents provide the franmework wthin
whi ch diversification strategies have to operate, be they at the governnent or
at the corporate level. This setting differs substantially fromthe environnent
in which earlier generations of developing countries had enbarked upon, and
succeeded in, diversifying their economes. The Uruguay Round obligations,
however, do not seemto be a determ ning constraint on the choice of policy,
because a | arge nunber of conmodity-dependent devel oping countries are exenpt
from various obligations which would limt their choice of diversification
policies.® One might, therefore, argue that it is the prevalent approach to
devel opnent, rather than internationally agreed trade rules, which constrains
the choice of diversification- and devel opnent-related interventions. As an
exanpl e, Box 1 gives a brief account of Sri Lanka’'s diversification progranme.
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Box 1

Privatization, governnent policies, crop diversification
and export growh in Sri Lanka

Since 1987, the Sri Lankan Governnent has been i npl enenting a vi gorous, private-
sector-1ed progranmme of diversification, export growth, and raising of peasant incones.
This has included (i) the privatization of managenent on state-owned tea and rubber
pl antations, and (ii) enphasis on contract farm ng. The latter is a systemin which
peasant snal | hol ders supply produce under contract to a central processing or marketing
firm either suppl enenting or substituting for conpany production. The terms of purchase
are agreed in advance in a contract which specifies how much will be bought, the price
that will be paid and howrisks are allocated. The firmal so agrees to provide i nputs and
techni cal advice to the producer, andit retains theright toreject substandard produce.

Thus, the formula by which diversification and export growh were to be achi eved
was through the creation of a relationship between a corporate sector firmwi th capita
and know how and a small holder with land and | abour. The peasant production base was
profitable to agribusi ness because it enabled the latter to off-load nany of the risks
Involved in the cultivation of vegetables and fruits. Mreover, the sector could not be
easily mechani zed and peasant production is basically cheaper

Sone success has been regi stered, but i nvestors have been hesitant. This is partly
because the open econony offers other nore attractive opportunities, and going into
vegetabl es and fruits is considered a risky venture. |In successful cases, particularly
inthe irrigated settlenment areas, state invol vement has been crucial. A w de range of
R&D and t echni cal assistance has been provided by specialist units with the support of
the Departnent of Agriculture and with considerabl e donor assistance.

Sour ce: Dunham 1993.

11. In order to integrate effectively into, and benefit fully from a
liberalized world trading system conmodity-dependent countries which are on the
verge of marginalization need to | ook beyond the elinination of trade barriers
in their export markets. They have to cl ose the “connectivity gap” and inprove
their supply capacities, as well as the tineliness and flexibility of their
response to new and energi ng nmarket opportunities. These are crucial aspects of
a trade liberalization agenda fromthe point of view of these countries. The
enphasis may differ somewhat from that adopted by the nore advanced and
diversified developing countries. The comodity-dependent countries m ght
consider integrating into their positive agenda for further nultilateral trade
liberalization a commitnent from nore advanced countries concerning support in
t he areas of technol ogy upgradi ng, training and i nfrastructure. Such support is
al ready included, for exanple, in bilateral agreements on access to fishery
resources and in sonme nultilateral environmental agreenents. At the nultilatera
| evel concerning trade, however, such assistance has so far been nentioned only
for the | east devel oped countries in the context of the Mnisterial Decision on
Measures in Favour of the Least Devel oped Countri es.

[11. RELEVANT AGENTS AND ACTORS I N DI VERSI FI CATI ON

A.  The rol e of government
1. An environment supportive of business

12. The econonic, political and |egal decisions of CGovernnents define the
framework for the diversification process, which is in practice carried out by
the enterprise sector in response to market conditions and signals. Al though

general ly, diversification is not an explicit objective of these decisions, the
achi evenent of econonic stability and a favourabl e busi ness environnent through
such deci si ons can unl eash t he entrepreneurial forces needed for diversification
and encourage i nvestnent. For diversification into areas where i nvestnents have
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long lead times before they bear fruit, stability and predictability of policies
is particularly inportant. Box 2 gives an overview of risk factors in
di versification.*

Box 2
Ri sk factors in diversification

Risk is a key factor in the socio-econonic realities of diversification. At one
end of the enterprise spectrum snall farmers in devel opi ng countries grow a wi de range
of traditional crops and undertake a number of off-farmactivities, soas not to be overly
dependent on one market, a single source of incone, and particul ar weather and ot her
external conditions. They thus forego the benefits of either specializinginprofitable
crops or diversifyingintonon-traditional areas. At the other end of the spectrum for
larger firnms presence in a variety of industries and narkets reduces their exposure to
particul ar risks. Large investors diversify their asset portfolio in order to optinize
their risk/return ratio. Comodity buyers, faced with a choice of potential suppliers,
are likely to opt for those with a reliable delivery record. Diversification can serve
as a risk managenent strategy, but risk can al so hanper diversification.

The gl obal playing field is far fromlevel. The poorer and |l ess diversified the
country, the riskier it is for a local producer to diversify, and the riskier it is for
a foreign buyer to support these diversification efforts. Production risks increase when
t he supply of i nputs (seeds and agri cultural inputs, internedi ate products and nmachi nery)
isnot reliable. Risksrelatedtotimng, crucial for just-in-time delivery systens that
drive many global commodity chains, are |arger where transport and comunications
infrastructureis deficient. Considerablecredit risks hanper trade fi nance and fi nanci al
ri sk managenent in countries with high sovereign risks, an issue closely related to a
country’s economic devel opnment and economic policies. Mreover, the traditional
international financing nechani sns, based either on a conpany’s track record or on the
proceeds of its sales to known buyers, are difficult to use for non-traditional exports.
Hi gher risks mean that the return on an investnment needs to be higher in order to make
the venture worthwhil e, and thus, many potential diversification activities never take
pl ace because the high profit benchmark cannot be reached.

Unfortunately, those countries inwhichdiversificationisthe nost risky alsotend
t o have t he weakest institutional franmework for managi ngrisks, whileinstabilityintheir
governnent policies may add risks rather than mitigating them Sound, transparent
governnent policies are thus one part of the solution. However, in the provision of
ef ficient econonmicinfrastructure (ports and airports, conmuni cati ons systens, etc.) and
of the supporting institutional franmework (insurance conpanies, information collectors
and providers, well-functioning banks, brokers enabling the use of foreign price risk
management markets, etc.), developing countries continue to require international
assi stance, for instance inthe area of training and i n the devel opment of new operating
nodal i ti es (gui delines on docunentationand transactioncontrols, etc). At theenterprise
| evel , nmanagers need to | earn how to eval uate and manage ri sk - howto account for risk
in their business plans, howto reduce cash flowvolatility by forward contracting and
price ri sk managenent, and how to reduce marketing risks by, anmong ot her things, better
logistics. If this is done, diversification opportunities that initially appear too
dangerous coul d t hus becone feasible.

13. I n many devel opi ng countries, clear property rights are very i nportant for
t he devel opment and diversification of the agricultural and mineral sectors.
Diversification, particularly whenlandis scarce, needs i nvestnent, and farners
wi t hout secure property rights are reluctant to undertake such investnents
(Pingali and Rosegrant, 1995, p.181f). Mreover, households w thout |[|and
generally face major constraints in gaining access to credit. They rely on
i nformal channels, rotating funds, |ocal noney | enders and | andl ords. The latter
in particular tend to be much costlier than other sources but are often the only
source of uncollateralized | oans.

14. Formal sector loans are far |ess accessible. Agricultural banks, rural
of fi ces of postal savings institutions, and vari ous devel oprment and NGO proj ects
have provided credit, often at subsidized rates, to the rural sector, SMEs and
mcro enterprises. They have proven helpful in funding devel opnmental and
di versification expendi tures of poor househol ds. However, recent trends towards
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deregul ation threaten to reduce such sources of cheap finance, and access has
beconme nore time-consum ng as banks have been cl osi ng branches in areas with | ow
turnover. Hence, the provision of mcro credit in various forms can be a cruci al
factor in cushioning the risks associated with diversification

15. Wth increasing privatization and |iberalization, Governments are often
unable or unwilling to resort to regulatory neasures and direct support for
enterprises. Inthis context, inprovingthe physical infrastructure and providi ng
support in the form of training, upgrading skills and technology |evels, and
facilitating access to informati on may beconme the main conduit of assistance to
di versifying enterprises.

16. A sufficiently devel oped physical infrastructure, including irrigation
systenms, transport networks, and port, airfreight and storage facilities, has
been critically inportant in successful diversification experiences. Even one
mssing link may be detrinental to success.® In the case of mining, ngjor
investments in infrastructure are often necessary to allow the devel opnent of
m neral deposits in renote areas. These investnents can al so benefit producers
of other comodities by reducing their transportation costs and bringing them
closer to markets, thus naking possible the establishment of new forestry or
agricultural production. The private sector can be an inportant source of funds
for such infrastructure projects; creating conditions for nobilizing private
sector funds, for exanpl e through deregul ati on, could thus be an i nportant policy
initiative for comodity-dependent countries.

2. Trade policies

17. Tariffs and non-tariff measures, as well as direct financial support for
exporters, are being dismantled in the new tradi ng system and econom c policy
franmework.® One of the expected positive effects of trade liberalization on
diversification, and particularly vertical diversification, will be to give
processors access to conplenentary inputs at world prices, thus providing a
better basis for conpetition.

18. Export taxes or prohibition of certain exports are normally associated
negatively with trade-driven devel opnent. They have been used, however, as
effective instruments for pronoting donestic processing activities which are,
soneti nes, controversial. Their abolition may increase export earnings but harm
donestic processing. Box 3 describes such a situation in Mzanbi que.

Box 3
Export taxes and processing cashew nuts in Mzanbi que

Cashew export |iberalization was one the seven “necessary conditions” for |oans
that were set out by the Wirld Bank inits ‘Country Assistance Strategy’ for Mzanbi que
in 1995. The export tax on unprocessed cashews has been cut from26 per cent in 1994/95
to 14 per cent this year. Eventually, the aimis to phase out taxes conpletely by
2000.

VWhilst this will allow the export of raw nuts, particularly to India, which can
bring in val uabl e foreign exchange, indigenous entrepreneurs insist that it will cause
t he dem se of one of the fewsectors currently attracting | ocal investnment and whi ch has
created over 2,000 new jobs since privatization. Local processing of cashews nay becone
unprofitable if raw cashews fetch higher prices abroad at a tine when private |oca
processing is in its infancy.

Source: African Business, My 1997, p.27

19. An indirectly negative inpact of trade |liberalization on diversification
may be felt in devel oping countries where trade taxes are a significant source
of government revenue. |f liberalization of international trade leads to an

abrupt reduction in governnent revenues, such shortfalls need to be conpensated
fromother sources so as to avoid a decline in the provision of public services
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and not jeopardi ze the economi c environnent for devel opnent and di versification
Boxes 4 and 5 gi ve exanpl es of successful generation of resources for supporting
di versification.

Box 4
Fi nanci ng of diversification in Col onbi a

Di versification out of coffee has been along-termgoal in Col onbi a and generati ng
t he necessary funds for this purpose was an i nportant aspect of policy inplenmentation.
The associ ation of coffee producers drewup its first five-year diversification planin
1960, funneling resources fromthe coffee sector into the devel opment of ot her products.
Some of the revenues froma tax on nmgjor exports as well as inport taxes were used to
finance research and devel opnment on alternative producti on and export possibilities; to
support the adaptati on of existing productionfacilitiestothe requirenents of theworld
market; to finance processing factories; to make subsi dized credits avail able to non-
traditional export sectors; toidentify potential markets and fund pronoti on canpai gns;
and to create export marketing conpani es. Financial rebates, in the formof inport tax
exenptions and domestic tax rebates, were also available to non-traditional export
sectors. The fuel sector was also taxed to finance the devel opnent of other nmineral
exports. Anunmber of export industries created during the 1980s, such as sil k producti on,
shrinmp farmng and passion fruit production, were the direct result of this governnent
support. The Governnent adapted its support tothe needs of each sector. For exanpl e, when
ant1 -dunpi ng actions taken by the United States becane the nmain obstacle for flower
exports, lawsuits to counter these anti-dunping actions were financed out of the
gover nnent - adm ni stered Diversification Fund.

Source: UNCTAD, 1994.

20. Diversification has often been an explicit objective of trade and
i nvestnment pronotion actions by governnment, parastatals, or industrial
associ ations.” Such actions have included provision of services of marketing
boards, the provision of market information, support for marketing offices

services provided by comercial sections in enbassies in foreign countries

publicity which pronbtes the country as a reputable supplier and attractive
i nvestment | ocation, and quality control nmeasures to ensure that the reputation
of a producer country or sector is not undernined. In many countries, governnent-
sponsored pronotion drives have been successful in positioning products with
brand nanmes and identified origins.?

21. Wth the reduction in direct support for enterprises in the new policy
envi ronnent, such services are gaining even nore significance as an ingredient
of success in diversifying exports and in positioning enterprises nore favourably
in global conmodity chains.

3. Technol ogy policy and information technol ogy

22. Movi ng t owar ds hi gher technol ogi cal sophistication in the diversification
process is a crucial ingredient of devel opnent. Inproved nethods for producing
and processing traditional conmodities can be at |east as inportant as noving
into new areas. And noving into new areas, if it contributes to the upgrading
of the overall technol ogi cal capacity of the country, would provide nuch wi der
benefits for devel opnent through spin-off effects. Governnent policy regarding
access to, and procurenent of foreign-patented technol ogy and/or protection of
| ocal |y generated technol ogy, as well as institutional support for R&D, are key
conponents in deternmining a country's diversification capacity.?®

23. Quantum leaps in information technology are a najor vector in the
gl obal i zati on of world production and trade. Benefits of information technol ogy
i ncl ude i nproved managenent practices and strategic planning at the enterprise
| evel , enhanced assessnment of narket opportunities, easier nmarket entry and
i mproved adaptation to change. Electronic nail, the Internet and other forns of
t el econmuni cations, as well as and the equi pnment through which they are |inked,
are burgeoning as a result of technol ogi cal advances and declining costs. They
have radically transforned the patterns and speed of infornmation exchange. It



TD/ B/ COM 1/ 12
page 9

is estimated that the nunber of Internet users has doubled annually in recent
years (UNCTAD 1997e).

24, Such noderni zation can be i nstrunental in opening up tradi ng opportunities
for developing countries, since much trade information becones universally
accessi ble. Any supplier electronically connected to the information network can
make i nstantaneous offers in international markets, and thus participate in the
gl obal comodity chains. Inrecent years, large firnms, including cormodity firnmns,
have increasingly used information technology to achieve two prine objectives.
The first is to give business enterprises a conpetitive edge, and the second is
t o devel op organi zati on-wi de conmuni cati ons to facilitate sound nanagenent. Thus,
firnmse have utilized information technology in strategic planning and in the

i npl enentation of goals and objectives, in assessing the strength and
i nnovati veness of markets and products, and in assisting enterprises to adapt
swiftly to changes in the market place and in the overall international

envi ronnent .

25. Large commodity-based firms have thus globalized and strengthened their
activities and gai ned an advantage over their conpetitors, with rapid access to
new products and innovataive processes. In this nmanner, they are able to neet
new conpetition. Information technology has also helped to reduce costs and
create new and closer relationships between producers and purchasers in the
gl obal market. However, the increnmental benefits from such advances in
i nformati on technology are likely to be bigger for SMEs than for the |arger
firms, which already have relatively better access to information. For exanpl e,
snmall enterprises in Asia are energing as new suppliers to South American and
Central and Eastern European narkets, thanks to |inks established el ectronically.
They are benefiting, anong other things, fromthe fact that electronic mail is
far cheaper and easier than international telephone or fax conmunication
(Economi st, 1997, p. 59).

26. At the nonent, however, there is considerabl e geographical unevenness in
the distribution of tel econmunications lines. On average there is one tel ephone
line for two people in high-incone countries, but in South Asia or sub-Saharan
Africa one tel ephone line serves 100 inhabitants (Wrld Bank, 1997, pp. 273f).
Problenms are even nore acute in rural and provincial areas. The | nvestnent
necessary in tel ecomunications alone is estimated at US$ 50 billion for Africa
(UNCTAD, 1997e, p. 10). At the enterprise level, investrment in hardware and
software and training are required to enabl e especially smaller firnms to upgrade
their information technol ogy capacity and to ensure that they are visible in new
dat abases. International and public support is needed in comodity-dependent
devel oping countries, coupled with investment by the private sector in
conmuni cations infrastructure, to ensure that they are not left behind in this
cruci al area.

4. Agricultural policies

27. Unf avourabl e terns of trade for agriculture have often been nentioned as
one of the main inpedinments to agricultural devel opnment and diversification.
Recently, many devel oping countries have abandoned the policy of supporting
i ndustrialization by maintaining agricultural prices |ow across the board and
left prices to be determ ned on the nmarket, expecting that resources woul d thus
be allocated efficiently and market opportunities would be exploited.

28. Research has shown that the responsiveness of aggregate agricultura
output to prices is rather low and the supply elasticity with respect to non-
price factors (public goods and services) high, particularly in countries with
i nadequate infrastructure facilities, lack of capital and lack of private
research organi zations (Chhibber, 1988, p.45). As npst comuodity-dependent,
structurally weak countries fall into this category, diversification policies
need to utilize a nmultitude of neasures and not depend only on prices.
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29. A pro-active agricultural diversification policy would need to conbine
mar ket and production-related interventions. The forner relate to the physical
and information technology infrastructure necessary to tap, and deliver
conpetitively to, markets. Production-rel ated neasures address the productivity
and skills level of the sector through research and extension progranmes
(Del gado, 1995, p.228). Research, training and extension services in agriculture
are particularly inmportant for the diversification process, as illustrated in
box 5, and diversificationis frequently an i nportant objective of such services.

Box 5
Mal aysi a’ s diversification:
The inportance of research and devel opnent

In Ml aysia, |and devel opment policies were conbined with nmeasures to raise
productivity of land and agricultural Ilabour. This was facilitated by Ml aysia' s
relatively small population and the availability of relatively anple new |and.
Furthernore, the i nflowof i mm grant workers providi ng cheap | abour to estate pl antations
was tol erated. Diversification was encouraged, for exanple, through fl exi bl e managemnment
of replanting grants. Sliding export taxes and other tax incentives, for both | ocal and
foreign investors, played an inportant role in vertical diversification.

As aresult of | and devel opnent, the area covered by oil pal mpl antations i ncreased
substantially in the 1970s. Diversification into cocoa during the early 1980s was
initiated nmainly by the price responsiveness of farners and sustai ned by governnent-
sponsored research on high-yielding hybrids. For both crops, research and devel opnent
activities allowed a steep increase in productivity, the expansion of processing
activities, and in the case of palmoil, devel opment of new end-uses. A strong expansion
of world demand for palmoil contributed to the success of this product, while enhanced
productivity kept cocoa production profitable despite declining world narket prices. A
partial ban on the export of | ogs contributedto vertical diversificationinthe forestry
i ndustry.

Effective institutional partnership between the Covernment and the business
community and sound macroeconom ¢ policies encouraged investnent. |nnovative export-
rel ated financial incentives helped in penetrating new narkets, particularly in other
devel opi ng countries.

Research and devel opnment activities were crucial in inproving Mlaysia's
conpetitiveness. This was general |y financed fromwi thintherespective cormodity sector,
through a levy on production (palm oil) or production and exports (rubber). The
application of agricultural research hel ped keep wi t hin nanageabl e linits the di vergence
bet ween agri cul tural andindustrial productivity and stemmed t he margi nali zati on of rural
areas. Mreover, the expansion of domestic processing activities with relatively high

t echnol ogi cal sophisticationcontributedtoraisingtheoverall skill |evel of thelabour
force. This served as an attraction for foreign investors not only to comodity
processi ng but other areas as well, facilitated the transfer of technol ogy, and led to

a trickling down of higher productivity to a wider portion of the Ml aysian econony.

Source: UNCTAD, 1995b.

30. However, success in research, training and extension requires, apart from
a solid scientific foundation, factors such as sufficiently high ratios of
extension workers per farmer, the availability of neans of transport for
ext ensi on workers, and a socially sensitive focus that takes into account the
fact that many agricultural production activities are the responsibility of
worren. Box 6 provi des sonme suggestions by NGOs working in this area. It is often
observed that export-oriented agricultural production gets nuch of the attention
i n research and extensi on work, which nay be good for export diversification but
less so for food security and possibly for poverty alleviation. Training and
extension programmes that make a significant positive contribution to
diversification have been reported in many countries, including comuodity-
dependent African countries (UNCTAD, 1997d, p.10ff).
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Box 6
Sone advice from NGOs about diversification

A survey by UNCTAD anpbng NGOs active in rural areas highlights the follow ng
approaches:

) Contact farners' groups, not individuals;

1) Go to the farners and | earn about their real needs. First listen, then act;

ii) Fit your know edge to farnmers' practical experience;

V) Pronote crops and practices that are suited to |local conditions;

) Don't propose farm ng systens that depend on high-cost inputs;

1) Introduce not only new varieties, but also the cultivation practices

they require;

vii) If you recomend a new practice, nmake sure the necessary inputs are
avai | abl e;

viii) Help farners to find markets for their produce;

ix) Since chemical fertilizer is expensive, givetraininginthe use of organic

al ternatives.

i
i
i
i
v
v

e Y T T i T T e N

31. Sonme successful agricultural diversification schemes and extension work
have focused on individual farmers willing and able to take risks rather than
promoting a particular crop anbng a w de spectrum of farnmers. In principle,
m ddl e-sized farns are nore likely to diversify. They can finance this either
fromtheir own, albeit small, savings or from|loans extended using their |and
or crops as collateral. They are also relatively easily reached by training and
extension services. Poorer farnmers and |andl ess peasants are, in general, not
able to take the risks entailed in diversifying their crop.' They are too
vul nerabl e economically, usually shut out fromcredit, and possibly not able to
afford the time to involve thenselves in training schenes, even when these are
ai red at them

32. Hence, a policy dilema is posed by the structure of agriculture in | ow
i ncone developing countries, where the mgjority of farm households are
snal | hol ders or landless. If diversification is the primary objective, neasures
wi Il indeed focus on the nore conpetitive farns, supporting them via advisory
services and training and exposing them to market opportunities in upgraded
traditional crops or newones. If, however, diversificationis to serve broader
soci al goals, renoval of the barriers that hinder the participation in this
process of vul nerabl e groups - small hol ders and | andl ess peasants, woren farners
and woren- headed househol ds, farnms on ecologically fragile land - needs to be
made an integral part of diversification programmes. O herw se, existing rura
incone divides will remain and perhaps intensify.

33. Anot her cruci al dilenmma of diversificationis the “adding up probl eni which
occur s when denand does not i ncrease commensurately with supply. Programmes which
copy a successful diversification endeavour |aunched, for exanple, by a
nei ghbouring country, or respond to sudden surges in world prices which can be
tenmporary, nay easily backfire because markets can easily be saturated or
products substituted. In such cases, specialization in a traditional cash crop
for which the gl obal demand is nmuch | arger and nargi nal additions to output nmay
not affect prices nay be the better choice.

34. The crucial point is to foresee the supply-demand bal ance. This requires
good access to continually wupdated information and the wutilization of
sophi sticated analytical techniques. Mreover, particularly in a privatizing
world, the findings of such analysis need to reach the actual producers
i nstantaneously, and this calls for efficient cooperati on and cl ear communi cati on
channel s bet ween t he Governnments or ot her organi zati ons carrying out the research
or accessing the information and the entrepreneurs naki ng production deci sions.
I nformati on technol ogy can considerably facilitate such conmuni cati on.
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35. One of the principal factors causing the “addi ng-up” problemis theinertia
of higher-cost producers or their sheer inability to switch into alternative
products. This may be caused by a lack of information and skills, fixed
i nvestments specific to the production of the current product, or physical and
climatic factors. Aleviation of such “exit barriers” through technica

assi stance and bridging finance m ght all ow narket forces to all ocate resources
nore efficiently, to the benefit of both producers and consuners. |In fact, new
lowcost entrants may reap higher profits if they enter into cooperation
agreenments with higher-cost producers who would like to diversify out of the
particul ar product and assist themfinancially and technically in this respect.

This could well be a worthwhile investnent, as it may also |lead to higher and
nore stable prices for the new entrants.

5. Mneral policies

36. Pol i ci es which address the exploration for and exploitation of minera
resources are of particular relevance to diversification endeavours by the
private sector in mneral-rich countries. These policies include fornulation of
| egislation on mineral rights and investnent, taxation and |and use. They al so
cover the provision of training and infrastructure necessary for mining
operations.

37. M neral resource devel opnent nay provide a boost to devel opi ng economi es
ot herwi se poor in natural and human resources and allow rapid econonic growth

provi ded that the problens of macro-economic stability associated with mnera

dependence, in particular the influence of mineral revenues on the real exchange
rate and the effect of m ning wage rates on overall wage | evel s, can be nastered.
The i ncone arising fromm neral exports, of which alarge portion usually accrues
to the Government in the form of taxes or royalties, can be channelled to
investnment in human and physical capital in other sectors through the use of
nmechani sns such as stabilization funds, thus supporting diversification of the
econorny nore broadly.

38. The channelling of some part of mineral revenue into other sectors is
particularly inmportant, since mneral resources are exhausti bl e and proceeds from
m neral sales will not continue indefinitely. The depletion of a large mnera

deposit can have serious detrinental effects both on the national econony and
on regions dependent on nining. The avoidance of these effects requires pro-
active policies with a | ong-termperspective on the part of the Governnent. Box
7 provides an exanple of a mning project that ainms to contribute to the
di versification of the | ocal econony in Papua New Gui nea.

B. Enterprise sector strategies in diversification

39. VWi | st progress in a country's diversification is conventionally measured
at the aggregate macroeconomic level, it is firns and enterprises that are the
actual agents inplementing and determining the speed and direction of
di versification.

40. In many countries privatization of public enterprises is taking place and
mar keti ng boards are being abolished. The need for a greater |ink between the
private sector and governments to achi eve diversification is nore inportant now
than ever before. It is, therefore, relevant to see what kind of strategies are
foll owed by enterprises that contribute to the diversification of the econony,
the factors that affect their decisions, and the inportance of inter-firm
relations, including the place of such firnms in the global comodity chains and
i ndustrial clusters.
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Box 7
M ning-led diversification and | ocal comunities -
the Msina mne in Papua New Gui nea
Diversification will inevitably change production patterns and inpact on life

styles, particularly when new production activities are introduced inrenote or isolated
areas, as is often the case with mining projects. The M sima mi ne provides an exanpl e of
how the exigencies posed by a mning project which diversifies the econony can be
reconciled with the interests of | ocal communities and at the sanme tine pronote further
di versification.

Msim Island i s part of the southern islands of the Papua New Gui nea ar chi pel ago.
The popul ationis 9,000. Msinmaislanders depend nmai nl y on subsi stence farm ng. Cash crops
on the island are copra, cocoa and coffee. It was inthis |argely subsistence agriculture
envi ronnment that the M sinma nine was opened i n 1989. The mine is a conventional open-pit
gold mine with a planned mine life of 10 years.

Bef ore construction, the m ni ng conpany, Pl acer Pacific, consultedextensivelywth
the local comunities. The M simians requested that significant benefits flow to the
community at large as a result of the project but not at the expense of changing their
way of life, culture or values. To achieve this objective, the mning conpany undert ook
a nunber of initiatives. The conpany recruits only Msinmians for the national conponent
of the workforce and the expatriate staff is kept to a mininum It constructed and/or
upgraded i sland roads in order to allow all enployees to continue to live in their home
villages and within their customary society. The conpany developed |ong-term
infrastructure, including an air strip and air term nal, upgraded the hospital, built a
newpol i ce station, devel opedtwo ports, |inkedtelecommunicationstothenational system
creat ed housi ng subdi visions and built classroons. Finally, it devel oped and supported
an active busi ness devel opnent programe intended to facilitate production and exports
of cash crops with a view, in particular, to diversifying the production structure and
all eviate the effects on enpl oynent and t he | ocal economny of the eventual closure of the
m ne.

Two points are worth noting: first, priority was given to enploynent of the
traditional |andowners nost affected by the mining project, while also ensuring that
enpl oynent was spread across the island and partially into the surroundi ng archi pel ago.
Second, a soci al nonitoring conmittee, conposed of representatives fromthe m ne, police,
church, I andowners, M sim an wonen’ s groups, district and provincial governnents and the
nati onal Government, was created. Through this group the evol ution of social inpacts was
nmoni tored through project construction and operations. Changes were identified and
remedi al action taken as required.

The situation follow ng the eventual closure of the Msina mine will be the true
test of the success in achieving the objectives of the people of Msima |sland when t hey
agreed to have the mine, nanely to reap the profits while the m ne operates and, uponits
closure, toreturnto their traditional way of life with a nore diversified econony and
significant inprovenent in living standards.

Source: Clark and Cook Cl ark, 1997.
1. Corporate-level decision-naking

41. Diversification within a firm appears easier in formal-sector processing
i ndustri es which have easi er access to i nformation and finance. Al though snall er
firme with lower sunk costs can display nore flexibility, in cases where
increasing returns to scale prevail, larger firms will tend to enjoy better
preconditions for diversifying.

42. Enterprise diversification is often a result of organic growh through
i nternal investrment and | oans. More recently, the energence of stock markets and
broad-scale privatization of public enterprises have led to new forms of
enterprise growh through equity and acqui sitions.

43. Firnms in devel oping countries tend to diversify nore broadly than those
i n devel oped countries, principally because their skills are often of a genera
nature and not product-specific. This allows easier applicability to diverse
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activities and relatively easy entry into new areas at conparable skill |evels.
On the other hand, a lack of proprietary technol ogy on the part of devel oping
country firns and the specific demand characteristics of their donestic nmarkets
whi ch accept lower-quality products do not augur well for growth into higher-
quality niches. Instead such firnms tend to conpete on the basis of price and
reliability at the lower or middle |ayers of varied, and sonetines unrelated,
product nmarkets (Ansden and Hi ki no 1994; Nachum 1997).

44, The findings of a recent survey undertaken by UNCTAD (Nachum 1997)
covering large firms in developing countries which have diversified from a
conmodi ty base showthat these firns whi ch have diversified away froma conmodity
base display certain common characteristics in their diversification process.
Firms which have diversified vertically tend to be the largest in ternms of their
turnover, but are anong the less profitable and achieve the |owest rates of
growh. The best growth performance is achieved by firnms diversifying into
rel ated areas, while diversification into unrelated areas vyields the highest
profits but slow grow h.

45, The surveyed firnms sell nost of the output of the newactivities into which
t hey diversify, principally on donmestic markets, suggesting that diversification
deci sions are undertaken mainly in response to donestic demand. Firns generally
diversify into areas which are either related to those in which they are al ready
dom nant or into areas where their established brand nanmes are expected to ensure
success. It is likely that this reflects a perception that donestic narkets are
nore secure. This perception is also reflected in the finding that securing
mar ket s before actual diversification is common anong those firns which do sel
their new products abroad. The nost conmon nethods of achieving this are to
obtain sales agreenments with conpanies in destination nmarkets or to establish
joint ventures with foreign conpanies with an established brand nane.

Box 8
Governnent policies and firms’ diversification decisions

A recent UNCTAD survey (Nachum 1997)of large firns in devel oping countries
i ndi cated that an overwhelning nmajority of them perceive governnent policies as having
little inpact, if any, on their diversification decisions. Wen there is an inpact,
financial incentives are considered to have been the nost effective.

In spite of this negative view, African firnms consider the policies of their
CGovernments, especially financial incentives and assistance in identifying diversification
opportunities, as having exerted a favourable inpact on diversification. In Asia, the
total incentive package which created an overall environnent conduci ve to expansi on of
busi ness activities was consi dered vital. By contrast, Latin Anerican firms consider the
policies of their governments to have had the | east influence on their diversification
activities. Moreover, firms inthis region, far nore than those i n ot her regi ons, are of
t he vi ewt hat government policies were actually acritical obstacleto theinplenentation
of their diversificationplans. Political uncertainty - | ack of stabl e and rational rules
of the game, and highinflation- were considered nost disturbing. Political interference
intheregul atory and | egal franmework i nplied high uncertainty which made i nvestments very
risky. Creating an overall favourable environment through price stability, reliable
econom ¢ growt h and devel opnment prospects, and access to international capital markets
wer e key demands t hey nmade on governnent policy.

Firms’ views of the inpact of government policies on their diversification have
changed over the last two decades. Many countries have gone through substanti al
|iberalizationof their economies duringthis periodandfirnms findthat this has nodified
policies favourably. Firnms increasingly appreciatethe assi stance provi ded by Gover nnment s
In the acquisition of new technology and in training for upgrading skills.

The fact that the UNCTAD survey focused on large firnms may have led to a biased
vi ewregarding t he significance of governnent policies on diversificationdecisions. The
smaller firms are nore likely to be in need, and under the influence, of such policies.
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2. Foreign investnent

46. Foreign capital is another mneans for diversification. It has been
instrumental in the restructuring, upgrading and diversification processes of
many devel opi ng countries. (UNCTAD, 1995a, pp. 125-224). Over the past severa
decades, FDI and strategic alliances and joint ventures have begun contributing
to vertical diversification through the establishnent of processing plants in
devel opi ng countri es.

47. In Africa, FD has been concentrated mainly in the mning sector. The
increase in such investnent in the 1990s which followed a lull of two decades
is mainly a result of the liberalization of FD reginmes. This has pronpted
diversification in those i nstances where government policy pursued a deliberate
strategy ofnfunneling proceeds from such investnment into other devel opnenta
activities.

48. FDI from devel oping countries is enmerging as a new source of capital

i nfl ows. Devel opi ng country investment tends to be oriented towards subregi ona

and regi onal markets; regional trade arrangenments, in particular in South-East
Asia and in Latin Anerica, appear to have been a nmjor factor shaping these
Sout h-South FDI flows. A fair share of commodity-relevant FDI is directed into
agr obusi ness and foods, mning, netals and construction naterials. Aswithintra-
firmgrowh patterns, devel oping country FDI typically enhances diversification
into products or processes that are related to the core business, making use of
product - speci fi c know edge or fanmliarity with markets and regul ati ons ( UNCTAD
1995a, pp. 26-36).

3. Inter-firmrelations
(a) Commodity chains

49, G obalization may reinforce traditional relations of dom nance between
firms. Nevertheless, with the increasing availability of skills and i nformati on,
firmse in developing countries are able to find nore anple and potentially
profitable points of entry to, and opportunities for, effective participation
in comodity chains. Understanding the dynanics of these commodity chains and
the ability of managenent to position the firmat the appropriate link in the
chain are maj or requirenments for diversifying successfully in the context of the
gl obal i zed econony. *®

50. The rel ative strengths of producers, different processors and traders in
t he chai n depend on the characteristics of the product, technical requirenents,
mar ket structures, and the organization of trade. In the case of |owprice or
lowquality commodities which are often traded in bulk, the commodity chain is
typically dom nated by | arge i nternati onal buyers, with the result that producers
play an essentially reactive role, especially if the production process can
easily be noved to another area, as has been observed for nany mass-produced,
| ow-end products, including the I ow price segnent of garnents and footwear. In
the case of rare, sophisticated, or niche comodities which are often produced
and traded in snmall batches or rely on freshness or novelty, as well as for
i ncone-el astic products, the demand for which exhibits rapid growmh, producers
potentially have nore influence, even where | arge buyers dom nate the chain. The
capacity to produce according to specific requirenents relating to quality,
heal th and the environnent or consuner tastes is a deternmining factor in this
respect.

51. Devel opi ng country enterprises can al so reach a better bargai ning position
when they have access to an especially conpetitive supply and when they enjoy
econom es of scale, as well as capacity for product and process i nnovation. This
transition into specialized, brand nanme or niche products and vertica
diversification could therefore allow producers to have a bigger say in the
commodity chain and attain higher revenues, as well as price and revenue



TD/ B/ COM 1/ 12

page 16
stability. Box 9 provides one illustration in this respect.
52. In addition to production for high-value nmarket niches, diversification

i nto expandi ng product markets and i nto commodi ti es i n demand i n dynamni ¢ regi ons
of fers a potential to upgrade the producing econony’s position in the conmodity
chain. The challenge is to identify those narket opportunities. Business
associ ati ons can assist by undertaking narket research to help identify such
trends. Governnents and i nternati onal organizations can also helpinthis regard.

Box 9
From buyer-driven to producer-driven production
t hrough product specialization in Thail and

During the 1970s, Thail and’ s snal | hol der - domi nat ed nat ur al rubber sect or was | i nked
to international nmarkets by a group of Thai rubber exporters five conpani es handling
around 75 per cent of exports) working with Japanese tradi ng conpani es which, in turn,
suppl i ed the four najor i nternational tyre producers. Eventually, to elim nate unevenness
in the quality of the raw material, Bridgestone introduced quality control by placing
techni cians i nthe rubber- produci ng areas and purchasing directly fromthe smal | hol ders.
Subsequent |y, the Japanese tradi ng houses al so adoptedthis strategy. Bridgestonerenai ned
active i n encouragi ng producers to upgrade initial processing stages and the Bri dgestone
standard was applied by other buyers as well. The outconme was consi derabl e i nprovenent
in the quality of the rubber. Eventually, producers began by-passing the Thal trading
houses. G ven the snallness of nobst producers, however, this resulted in a stronger
bar gai ni ng position for the buyers.

Wth the inproved quality, by the end of the 1970s Thail and was benefiting from
conpetition anbng the mmjor tyre producers to obtain high-quality Thai rubber and
succeeded in diversifying its export destinati ons and expandi ng output. In the course of
t he 1980s, technol ogi cal upgradi ng, process innovation and high capital investnent |ed
to a strengthening of Thailand' s position in the world natural rubber econony.

(Source: Shigetoni, 1995).
(b) dusters and networks

53. Cl ustering and networ ki ng of economic activities takes place in industria

districts - geographical concentrations of individual enterprises in related
activities - or networks of enterprises connected t hrough busi ness arrangenents.
Such groupi ngs provide a cruci al service by facilitating access to, and pronotion
of , information regardi ng markets and technol ogy. They can al so reduce over head
costs by nutual inplenmentation of contracts, joint purchase of inputs, jointly
funded ancillary services or joint marketing initiatives(Nadvi and Schmtz,
1994). Thus, they may represent a nodality for successful participationin globa

commodi ty chai ns. Conmodi ty- based cl usters nay energe, for exanple, froma sinple
m ning or cultivation operation which, in due course, proceeds into processing,
branches out into producing the equipnment or inputs required for harvesting,
m ni ng or processing, devel ops technol ogi es and, eventual |y, exports these al ong
with the initial commpdity.? Box 10 gives sone details about commodity-based
and clustered activities in Brazil. This process often generates an environnent
wher e managerial and technical skills are enhanced not only in the firnms i nvol ved
but also in other enterprises. Custers have sonetinmes been nurtured by buyers

requi rements for quick delivery to fashion or niche markets. Exporters are able
to enter into subcontracting arrangenments with | ocal SMEs and m cro busi nesses.
This spawns clusters which in turn reinforce this ability through conmuni cation
net wor ks and technol ogy shari ng.

54, Clusters of small and medium sized enterprises can facilitate efforts by
Governnents or business associations to foster diversification. At the sane tine,
the clustering of enterprises can facilitate the provision by CGovernments or
busi ness organi zati ons of energy and transportation, technology or support for
trade pronotion (Hunphrey and Schnitz, 1996).
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Box 10
Comodi ty-based clusters in Brazi

There are over 40, 000 production enterprisesinthe Santa Catarina State of Brazil.
The agro-industrial sector, conprising 1,300 enterprises, contributes around one-third
of the state’s export revenues and enpl oys roughly 10 per cent of the | abour force. Its
| argest segnent, in terns of turnover, is the cluster around pork and poul try production
and processing. Contract farms raise the aninmals, with the processing conpanies
provi di ng ani mal stock and feed, technol ogi cal advice, and quality control. The area has
several |arge neat processing enterprises - such as Sadia - one of the |argest neat
processi ng conpl exes i nthe worl d, and Perdi gao Agroi ndustrial. Interestingly, the region
Is also energing as a producer and exporter of refrigeration equipnent. Wile pork
production is mainly processed for consunption in Brazil, roughly 70 per cent of the
processed poultry is exported. The Santa Catarina area has achi eved a worl d market share
in chicken of over 10 per cent. Know how which evolved frompig raising, the origina
focus of livestock farm ng, was successfully transferred to poultry raising. To cater to
niche markets, poultry processing has been fine-tuned to be able to deliver 2,500
different types of poultry cuts. The larger firms in the neat cluster have diversified
into other foods such as refined vegetable oil and fruit juices.

Local clays are the basis of the ceramic tiles industries which generate 25 per
cent of the state’s export revenues (US$100 nillion (1996)), exporting to 60 countries
and accounting for about 100,000 of the state’s 365,000 workpl aces.

~ Another cluster isthe forestry industry which includes cellul ose, paper, wood and
furniturefactories. Thelatter have nade i nroads notabl y i nt o Eur opean markets; furniture
exports have increased by 150 per cent since the early 1990s.

Several factors appear to have played an i nmportant role in this case of clustered
devel opnment. First, the businesses are situated in a dynanic environment whi ch appears
supportive of diversification into new products, adaptation of new technol ogi es, and
openi ng up of new narkets. Secondly, several industrial support associations, such as an
International Trade Center (FIESC) and the Secretaria de Estado do Desenvol vi nento
Econom co e Integracao ao Mercosul actively pronote the econom ¢ devel opnment of the
region. Thirdly, the state governnent has taken responsibility for social and econom ¢
infrastructure. For exanple, it provides vocational training and skills upgrading. It
pronmotes port and other infrastructure devel opnent and supports institutions such as an
export processing zone and warehouse cooperatives.

However, the efficiency of these clusters is paired with the displacenent cost
suffered by small agricultural producers. Wthin the food segnment, for exanple,
rationalization, standardization and concentration have reduced the nunber of farns
delivering to the large processing firms from 80, 000 during the 1970s to 25,000 in the
m d-1990s. Wile the middl e-sized, nore efficient farms have benefited fromthe agro-
i ndustrial devel opnent path, the snmall er farmers have been margi nal i zed, pushi ng many i nto
mgrating to urban sl uns.

(Based on information provided by Secretaria de Estado do Desenvol vi mnento Economi co e
I ntegracao ao Mercosul, and FI ESC Fl ori anopolis, Brazil.)

C. The socio-institutional franework

55. A di scussion of diversification in comodity-dependent countries woul d be
i nconpl ete without examining the role played by societal institutions. This
“soft” di mensi on of devel opnent frequently escapes anal ysis by the conventiona
tool s of economics, although it shapes the decisions and processes underlying
the diversification process.

56. Societal rules and traditions together create the franmework in which
econonmic activities take place. This framework is often as inmportant as the
mar ket and governnent actions in determning production and tradi ng deci sions. 1®
Under st andi ng how it wor ks can provi de gui dance on how to design nore effective
policies and organize the provision of public services nore efficiently.
Mor eover, the inclusion of a w de range of societal groups in decision-naking
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and i npl ement ati on processes nay hel p ensure that diversificationincentives are
not diverted as rents for privileged groups, but funneled into productive
diversification (North, 1995, p.23; Toye, 1995, p.59).

57. In their commercial operations, producers and traders tend to devel op
“personal i zed” and repetitive rel ationships founded on gender, kinship, ethnic,
caste or other personal, i.e. non-market, ties. These serve to reduce risks and

transacti on costs by guaranteeing delivery, ensuring quality control, procuring
reliableinformation, reduci ng tedi ous bargai ni ng processes, and provi di ng access
to finance (Jaffee and Gordon, 1993, p.21 f; Nadvi and Schmitz, 1994, pp.23, 31;
Boserup, 1986;). Traders’ networks anmong wonen, for exanple, function well in
many West African and South-East Asian |owinconme economnmies, where they
predonmi nate i n cross-border trade, especially in foods, agricultural inputs, and
basi ¢ consumer goods. Sinilarly, financing is often handled by informal groups
reliant on personal or gender links (Gayi et al, 1995; Ghate, 1992). Socially
based relations also regulate the entry into particular productive or trade
activities and provide informal types of training and mar ket devel opnent support.

58. The rel ationshi ps prevailing anong the constituents of clusters described
above often rely to a consi derabl e degree on famly, tribe, clan, caste or ethnic
ties, as well as regional affinity. Such relationships have been significant in
underpi nning the trust necessary to undertake joint purchasing or narketing
activities or in sharing nmarket or technology information (Nadvi and Schmtz,
1994). Wth respect to international trade or investnent flows, expatriate
conmuni ti es have proven a useful conduit for economic interaction between the
origin and host countries. One exanple of this is provided by the “ethnic
mar keti ng chai ns” observed in the fresh and processed foods business. '®

59. Conversely, to the extent that such networks systematically excl ude soci al
groups outside their own, there is a risk that they act as cartels or pressure
groups and rmay create i npedi nents to entry or exit of other producers or traders.
I'n such cases, socially based networks mght deter or hinder diversification

60. The mul tifaceted nature of relations anong producers and traders, in both
the formal and the infornmal segnents of productive activities, and the
soci o-institutional franmework which shapes them could serve as a significant
elenent in the design and inplementation of diversification policies and
nmeasures. The positive and negative factors characterizing social networks need
to be weighed carefully. By revealing ingredients of workable diversification
strategies, the analysis of the socio-institutional framework could serve to
"expand t he menu of policy alternatives, offering positive guidelines for policy
i nterventions overlooked by orthodox economists" (Harriss et al, 1995 p.7
Rasnussen et al, 1992).

I V. CONCLUSI ONS AND RECOMIVENDATI ONS: A PRQACTI VE AGENDA FOR DI VERSI FI CATI ON
61. On the nultilateral trading system

(a) Commodity-dependent devel oping countries need a clear understanding
of the Uruguay Round obligations and commtnents so as to recognize the ful
range of options available to themin support of diversification

(b) Commodity-dependent countries need to fornulate a proactive and
positive agenda for forthcomng nultilateral trade negotiations reflectingtheir
requi rements for diversification. Mddalities should be sought to include
financial and technical support for expanding the supply capacity of these
countries as an integral part of future trade negotiations.

62. On an enabling donestic environnment for diversification

(a) CGovernments need to ensure that property rights are clearly defined
and secure. Land reformwould be an inportant consideration in this respect.
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(b) Measures conducive to diversification appear to be nore successfu
when they focus on middl e-inconme farns and enterprises. In situations of limted
resources, this may result in neglecting poverty alleviation. The risk of
pol ari zati on which, in the long term could underm ne diversification efforts,
calls for further policy research and renedial action so as to reconcile
conflicting policy objectives.

(c) Responsibilities of central and |ocal-level governnents need to be
delineated clearly. Local-level governnents are crucial in the inplenmentation
of diversification programmes. |In many cases, their capacity needs to be
upgraded, and neasures taken to ensure that the diversification process is
participatory and that all stakehol ders are heard.

(d) CGovernments need to attach priority to the provision of infrastructure
necessary for diversification, especially with respect to the devel opnent of
exports.

(e) I'n comodity-dependent countries, donestic funds for diversification
need to be generated from within the commodities sector itself. There
is,therefore, a need for elaborating mechanisns to earmark and transfer funds
which could function as venture capital to stinulate diversification into
non-traditional conmodities and processed products.

(f) Training of human resources is a crucial factor in diversification and
shoul d i nclude the follow ng:

(i) Training and research on sophisticated technology which is
conduci ve to diversification into new and nore profitable processes
and products beyond the current rung on the technol ogy | adder

(ii) Enhancenment of skills at the intermediate |evel which serves
to inprove productive flexibility and facilitates continua
di versification;

(iii) Basic extension services which are required to enabl e SMEs and
smal | agricultural producers to upgrade their activities above the
subsi stence | evel and diversify.

(g) Networking of training and research institutions wth production
entreprises has significant benefits in ternms of external econonies, cost-
sharing, and the devel opnent of centres of excellence. Such networks could be
co-sponsored by central or |local governnents, business associations, or
par ast at al s.

63. On the enterprise sector

(a) The basic essentials for the identification of narket opportunities
are often lacking in many comodity-dependent countries. Training in this area
woul d be highly beneficial for enterprises which are seeking to expand their
trade horizons, as well as for government officials assisting them

(b) Wth a view to expanding investnent in horizontal and vertical
di versification, the business community needs to identify specific inpedinments,
toformulate realistic nodalities to overconme them and to enlist the assistance
of CGovernnents as appropriate.

(c) There may be a case for |owcost new nmarket entrants to assist
hi gh-cost producers facing exit barriers to nove out of their established
activities, thus alleviating the addi ng-up problem

(d) Information exchange, joint marketing and trade pronotion i nprove the
bar gai ni ng position of producers and traders. The cost of such neasures nmay
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need t o be shared between the benefiting firms, the devel opi ng country Gover nnent
and, in the case of |owincome econonies, the international donor community.
In this connection, the establishnment, structure and functions of a new
generation of business-oriented marketing boards might be a subject for further
expl orati on.

(e) Enterprises may need to review the strategies they use to position
t hensel ves in the cormodity chain and to identify market opportunities based on
product characteristics (such as niches, snmall batches, quick reaction,
freshness, novelty, high unit val ue, process-based, etc.). O ganic products nmay
nerit particular attention in this respect.

(f) Custering of enterprises |owers transacti on costs and can be conduci ve

to di versification. Furt her action-oriented research coul d expl ore
nat ural -resour ce-based cluster experiences in comodity-dependent economies,
distill from them those factors that Iled to horizontal or wvertical

diversification, and formulate proposals with a view to enhancing the
contribution of clusters to diversification.

64. On soci o-econoni ¢ di nensi ons of diversification:

(a) Socio-cultural ties are often crucial in production and trade.
Under st andi ng howt hey work can give insight(s) into the diversification process.
Further research at the mcrolevel might reveal significant social factors
i nfl uencing diversification decisions, and |l ead to better policy design.

(b) Small producers and SMEs have difficulties in accessing finance because
they lack collateral. Mcro credit schemes are therefore required to enable them
to handle the transaction costs and econonmic risks associated wth
diversification. This entails strengthening the social institutions which are
instrumental in providing such finance. The international conmunity has an
i mportant role to play in supporting these efforts.

65. On fol | ow up:

The concl usi ons and recommendat i ons sunmmari zed above nmay assi st Governnent s
in deciding on those areas in which they would like to pursue further work in
the UNCTAD framework, including in terns of expert neetings and technical
cooperation activities.
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NOTES

1. See "Report of the Conmi ssion on Trade in Goods and Services, and Comoditi es
on its first session" (TD/B/COM 1/6, Annex.|V).

2. However, as described in sone detail for food products in UNCTAD 1997b, the
i mpact of tariffs levied in inporting markets on the trade performance of
devel opi ng country exporters is inconclusive.

3. For exanple, the Uuguay Round Agreenents exenpt the Annex VII group- the 48
| east devel oped countries plus 20 other countries with a per capita G\P bel ow
US$1, 000 - from many of the provisions or grants then a |onger inplenentation
peri od. Special and differential treatnent under Article 6 (Paragraph 2) of the
Uruguay Round Agreement on Agriculture allows a special category of production

support policies for developing countries. These are agricultural input
subsi dies, investrment subsidies, and support for producers to encourage
diversification fromthe growing of illicit narcotic crops. These exenptions
present opportunities for facilitating horizontal diversification. For a

detail ed discussion of the inplications of conmodity-rel ated agreenments under
the Uruguay Round Agreenents, see UNCTAD, 1995c, pp.5-11 and UNCTAD, 1996
especially pp.156ff. A so see TD/B/COM 1/13 under agenda item 4 of the
Conmi ssi on' s sessi on.

4. For a discussion on risk factors at the nacro and farmlevels, see Quiroz and
Val dés, 1995.

5. For exanpl e, the devel opnent of fruit production and exports in the north-east
of Brazil and of mmize and tapioca in inland areas of Thail and were only possi bl e
when neans of transport becane available. In Kenya, fresh product exports have
been constrained by a |ack of adequate comon-use cold storage facilities at
Nai robi airport. Sonme |arge production and exporting conpani es have their own
cold storage facilities but those available for small exporters are said to be
i nadequate. This has two adverse effects: (i) it limts the possibility of pre-
cooling the produce, a process that is favoured by EU inporters, and (ii) it
makes small exporters especially vulnerable if cargo space is not avail able as
pl anned (Stevens, 1991).

6. The merits and denerits of protectionist neasures in respect of economc
devel opnent and diversificati on have been studied extensively, and no attenpt
is mde in this report to re-open the discussions, apart fromreferring to sone
aspects which seemto be directly relevant to the diversification process.

7. In Thail and, for exanple, successive five-year devel opment plans | aunched by
the National Economic and Social Developnment Board have favoured export
orientation and diversification through nmeasures such as tiered wage rates, duty
rebates on inported capital goods inputs, and pronotional measures benefiting
agro-industries. The Government opened tracts of | and, invited foreign investnent
into dairy and cattle farmng, introduced resilient strains of naize and tapi oca
and subsidized |oans for the cultivation of crops crucial in agro-processing.
Local processing was encouraged, for instance, via an export tax on unprocessed
cane sugar and preferential [oans to sugar processing factories. (Phongpaichit
and Baker, 1995, pp. 51-55). Simlarly, the Governnment of the Dominician Republic
granted i nconme tax and duty exonerations, tax credits and i nexpensive access to
I and rededicated fromthe traditional crops (coffee, cocoa, sugar, tobacco) to
non-traditional ones. In response, nore than 120 firnms were established or
expanded, and exports of non-traditional agricultural conmodities and agro-
processing products roughly doubled in value terms between 1979 and 1989
(Raynol ds, 1994, p.147).

8. For instance, in Sri Lanka and Chi na, governnent-sponsored pronotion drives
were successful in positioning brand tea in world markets; in Col onbia, Kenya
and Janmi ca, government-driven generic advertising supported the respective
countries' coffee exports (LMC, 1997, p.35). In Israel, the Ctrus Marketing
Board functioned as a single exporter and thus ensured a strong bargaining
position for Israeli exports well into the early 1990s (Jaffee and Gordon, 1993,
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p. 78f). In Uganda, the Governnent adopted an Export Diversification Plan 1992/ 3-
2002 bringing together a variety of earlier trade-pronotion nmeasures: export-
oriented sectoral policy decisions, an Export Credit Guarantee Schene,
strengthening of the Bureau of Standards and the Export Policy Analysis and
Devel opnent Unit (Van der Ceest, 1997, p.193f). The latter conm ssioned studies
on new floricultural and horticultural products, as well as on crops that were
traditionally traded in the informal sector. In Kenya, the Horticultura
Cooperative Union was instrunental in pronoting the off-season vegetabl e trade
in Europe fromas early as the 1950s (Jaffee and Gordon, 1993, p.75).

9. For the role of a key Chilean research centre in this connection, see Jaffee
and Gordon, 1993; Agosin, 1997).

10. For exanple, in several coffee-producing econonies, coffee, the nore
remunerative crop, is cultivated by the better-off farmers, while the weakest
househol ds that cannot afford to wait out the growh period of coffee plants,
and cannot risk a failed crop, fail to diversify into the nore renunerative
production line. They grow food, often for subsistence only. See, for exanple,
Weth, 1989, for the Honduras experience.

11. For a contradictory view, see Nerlove et al, 1996.

12. A case in point is Botswana, a country reliant on rich mneral resources,
whi ch has succeeded in tapping FDI inflows to expand its mining sector and to
devel op dianond cutting and polishing. The latter has benefited from a
conbi nation of foreign direct and government investnent. Mneral taxes and
royal ti es finance roughly 50 per cent of the governnent budget, which is devoting
an increasing share of its expenditure to social infrastructure (UNCTAD, 1995d,
pp. 37-42).

13. For a thorough discussion on global commodity chains, see Gereffi et al
1994; von Kirchbach and Del achenal, 1996; Raynolds, 1994; Giffon and Hugon
1996.

14. For instance, the cluster around the soya bean industry in Argentina has
gone through all these stages. In Colonbia, in order to make fruit exports
cheaper, | ocal packaging firns emerged - whichinturn stinulated the devel opnent
of | ocal design agenci es. The packagi ng needs stinmul ated t he use of sugar bagasse
for production of paper which subsequently was used in other products. As a
result, Colonbia is now the world s largest exporter of 'pop-up' childrens'
books.

15. For example, a study on the historical experience of two coffee nmarketing
boards found that, despite identical organizational structures, their results
varied because they were enbedded in two different institutional environnents.
One was highly efficient, paying conpetitive prices to farmers and organi zi ng
research in agronony; the other exceeded its authority and undermined the
performance of the country's coffee produci ng sector. See Bates, 1995, pp.42ff.

16. Asi an-owned export firms in the Donini can Republic, for instance, succeeded
in establishing oriental vegetables in the US market by targeting rel ationships
with Asian imrigrants' inport businesses, ethnic groceries, and speciality
restaurants. Family or business ties between South Asian inmgrant comunities
in Kenya and in the UK were instrumental in launching Kenyan fresh vegetable
exports in the UK market (Raynolds, 1994, pp.75f, 154f). Ethnic marketing chains
have also played a role in international poultry narketing. Cases in point are
the Sadia firmin Brazil, whose European-origin owners have nmade forays into
Eur opean mar ket s, and Char oen Pokphand, Thail and, where its Chi nese origi n hel ped
t he conmpany to establish poultry farnms and processing plants in China and ot her
regi onal countries.
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