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FOREWORD

espite entrenched structural challenges
D and susceptibility to exogenous shocks,
most African economies have shown remark-
able resilience. Over the past four years, they
have had to contend with multiple overlapping
exogenous shocks, including persistently
high food and energy prices on the back of
the sustained impacts of Russia’s invasion
of Ukraine and other geopolitical tensions,
climate change and extreme weather events
on agricultural productivity and electricity
generation, and pockets of political instability
and conflicts. Against this backdrop, Africa’s
average growth in real GDP decelerated to an
estimated 3.1 percent in 2023 from 4.1 per-
cent in 2022, slowing the momentum of eco-
nomic recovery, as successive shocks weak-
ened post-pandemic gains.

The forecast for 2024-25 looks promising,
as global economic conditions brighten, cre-
ating optimism for a rebound and sustained
economic growth across Africa. Real GDP
growth is projected to rise to 3.7 percent in
2024 and consolidate higher at 4.3 percent in
2025. The sustained increase in Africa’s aver-
age GDP growth underscores its resilience
and benefits of policies instituted to mitigate
impacts of underlying shocks and put econ-
omies back on a higher growth trajectory.
This resilience is broad-based, ensuring that
Africa remains the second-fastest growing
region in the world after developing Asia. To
underscore this, 40 countries are set to post
higher growth in 2024 relative to 2023, and
15 are projected to grow by more than 5 per-
cent in 2024. Further, 10 African countries will
be among the world’s top 20 fastest growing

economies, a trend sustained for more than
a decade.

Whereas Africa’s resilience amid global
headwinds is a welcome development, chal-
lenges remain not only in strengthening the
continent’s growth, but in ensuring that growth
brings about sustainable economic and social
transformation in the lives and livelihoods of
Africa’s citizens. Therefore, there is much work
to be done. Although Africa’s real GDP grew on
average at 3.8 percent annually across the four
decades preceding the COVID-19 period, this
growth has been too little to offset increases
in population growth. Over the four decades,
therefore, per capita real GDP growth rates
have been consistently the lowest in the world.

This is partly because the pace of struc-
tural transformation has remained slow and
uneven and the structure of most African
economies has not changed much since the
1990s. Traditional sectors continue to drive
Africa’s growth and employment. The struc-
tural transformation that has been observed
across the continent has lacked a marked
level of industrialization. Instead, it reflects
the reallocation of economic activities and
employment from agriculture to other rela-
tively low-productivity sectors, most notably in
personal and retail services, rather than more
productivity enhancing manufacturing. For
instance, despite accounting for 42 percent of
the continent’s workforce, productivity in the
agricultural sector is still 60 percent lower than
the average productivity of the economy.

This transformation trajectory needs to
change. Africa’s governments and policy-
makers should reconfigure their policy tools




to engender and accelerate Africa’s structural
transformation. One promising way to improve
agricultural productivity is through establishing
Special Agro-industrial Processing Zones, which
the Bank has been pioneering across the conti-
nent. In addition to manufacturing, services-led
growth can also play a critical role, providing a
holistic approach to structural transformation. To
support the continent’s structural transformation,
no economic sector should be left behind.

To fast-track its structural transformation and
catch up with high-performing developing coun-
tries from other regions, Africa will need to prior-
itize investments in key areas of the Sustainable
Development Goals—education, energy, produc-
tivity, and infrastructure. Mobilizing the resources
to close the estimated annual financing gap of
$402 billion for strategic investments in these
areas will not be easy. Despite the recent recov-
ery in revenues, Africa still has limited fiscal space,
exacerbated by high debt-service payments.
Expanding tax capacity and catalyzing private
sector investments in critical sectors will be key
to mobilizing the colossal resources for Africa’s
structural transformation.

However, domestic resources alone will not be
sufficient to finance Africa’s ambitious transfor-
mation agenda. That will require the international
financial system to offer additional impetus by
creating a sustainable pathway for Africa’s mean-
ingful participation in resource allocation decisions
to unlock vital resources for these investments.
This can be realized only through implementing
pressing reforms that move the global financial

architecture toward a fairer, inclusive, and more
transparent system. Only such a system can help
deliver resources at scale and on competitive
terms—rather than consign developing countries,
and indeed the continent, to a perpetual debt
and poverty trap. Changes in financing models
of multilateral development banks (MDBs) and
international financial institutions should be a top
priority of the reforms. The Bank Group has been
leading proposals for the reforms of the MDBs
and a rechanneling of the IMF’s Special Drawing
Rights from advanced countries to MDBs to boost
lending to developing countries, especially those
in Africa.

In making the call for reforms, governments
across the continent need to take complemen-
tary measures. Africa is a rich continent with
vast critical minerals and rare earth metals, and
using these vast resources can fund its ascent
to a higher income trajectory. Investing in institu-
tional capacity to strengthen tax administrations
—especially by expanding the use of digital tech-
nology, combat illicit financial flows, and reforming
tax policies, as well as building a social contract
between government and taxpayers to address
implicit taxation—will be vital to enhancing domes-
tic resource mobilization. In addition, making local
institutional reforms responsive to emerging chal-
lenges will help unlock resources to drive inclusive
economic development and accelerate structural
transformation amid a fragile global environment.

Dr. Akinwumi A. Adesina
President, African Development Bank Group
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HIGHLIGHTS

CHAPTER 1
AFRICA’S ECONOMIC PERFORMANCE AND OUTLOOK

African economies remain resilient amid multiple shocks, with their
average growth projected to stabilize at 4.0 percent in 2024-25, nearly a
one percentage point higher than the 3.1 percent estimated in 2023.
Average real gross domestic product (GDP) growth is estimated to have slowed from 4.1 per-
cent in 2022 to 3.1 percent in 2023. The decline is attributed to a variety of factors, including
persistently high food and energy prices on the back of sustained impacts of Russia’s invasion
of Ukraine,! weak global demand weighing down export performance, climate change and
extreme weather events on agricultural productivity and power generation, and pockets of
political instability and conflict in some African countries. Despite the continuing headwinds, 15
countries recorded a growth rate of at least 5 percent in 2023. Although three of the continent’s
largest economies recorded lower real GDP growth rates, more than half (31) of African coun-
tries had higher real GDP growth rates in 2023 than in 2022, with 6 of them—Burkina Faso,
Djibouti, eSwatini, Libya, the Republic of Congo and South Sudan—posting real GDP growth
rates of more than 2 percentage points.

Despite the global challenges that tested economies worldwide, the African continent is
projected to remain resilient. Real GDP growth is projected to rise to 3.7 percent in 2024 and
4.3 percent in 2025, exceeding the 4.1 percent in 2022, as most of the effects of the above
factors weighing on growth in 2023 fade away (figure 1 and annex 1.1A). The projected rebound
in Africa’s average growth will be led by East Africa (up 3.4 percentage points) and Southern
Africa and West Africa (each rising by 0.6 percentage points). Crucially, 40 countries will post
higher growth in 2024 relative to 2023, 17 economies are projected to grow by more than
5 percent in 2024, and the number could rise to 24 the following year, as the pace of growth
accelerates. This is remarkable and Africa will retain its 2023 ranking as the second-fastest
growing region after Asia, in 2024-25 with projected GDP growth exceeding the global average
of 3.2 percent in 2024.

1 Wording agreed at the 2022 African Development Bank Group Annual Meetings in Ghana. Algeria,
China, Egypt, eSwatini, Namibia, Nigeria, and South Africa entered a reservation and proposed “Russia—
Ukraine Conflict.”




The projected
rebound in Africa’s
average growth
will be led mainly
by East Africa (up
3.4 percentage
points)

The growth outlook in 2024-25 is
heterogenous across Africa’s regions
and economic groupings, reflecting
differences in the structure of
economies, commodity dependence,
and the domestic policy responses to

in South Africa’s projected growth. Due to
South Africa’s larger weight in the region, the
upgraded growth forecast offset the com-
bined effect of downward revisions in Angola,
Botswana, Lesotho, Zambia, and Zimbabwe.

Average growth in non-resource-intensive

mitigate impact of these shocks.

East Africa is expected to bounce back as
Africa’s fastest growing region, with real GDP
growth rising from an estimated 1.5 percent in
2023 to 4.9 percent in 2024 and 5.7 percent
in 2025. The downward revision of 0.2 per-
centage points for 2024 compared with the
forecast in the January 2024 MEO is due to
larger-than-expected contractions in Sudan
and South Sudan due to the ongoing conflict
in the former.

Growth in Central Africa is expected to mod-
erate from 4.3 percent in 2023 to 4.1 percent in
2024 before improving strongly to 4.7 percent
in 2025. The upgraded forecast of 0.6 per-
centage point for 2024 over the January 2024
projections is attributable to expectations of
stronger growth in Chad and the Democratic
Republic of Congo due to expectations of
favourable metal prices.

Growth is projected to pick up in West Africa,
rising from an estimated 3.6 percent in 2023 to
4.2 percent in 2024 and consolidating at 4.4
percent the following year. This is an upgrade
of 0.3 percentage points for 2024 over the
January MEO 2024 projections, reflecting
stronger growth upgrades in the region’s large
economies—Cbte d’lvoire, Ghana, Nigeria, and
Senegal.

In North Africa, growth is projected to decline
from an estimated 4.1 percent in 2023 to 3.6
percent in 2024 and 4.2 percent in 2025, with a
downward revision of 0.3 percentage point for
2024 from the January 2024 MEQ. Except for
Libya and Mauritania, growth has been revised
downward for all other countries in the region.
Growth in Southern Africa is projected to
pick up slightly from an estimated 1.6 percent
in 2023 to 2.2 percent in 2024 and firm up to
2.7 percent in 2025. The growth rates for 2024
and 2025 show an upgrade of 0.1 percentage
point over the January 2024 projections, mainly
reflecting a 0.7 percentage point increase

economies is projected to improve from an
estimated 4.8 percent in 2023 to 5.3 percent
in 2024 and 5.6 percent in 2025. This growth is
underpinned by increased public investments
in major growth sectors and substantial capital
outlays on critical public infrastructure includ-
ing electricity, transport, and logistics.

e Growth for tourism-dependent economies
is projected to decelerate from 5.8 percent in
2023 to 4.7 percent in 2024 and further to 3.9
percent in 2025. This deceleration reflects the
stabilization of tourism numbers to trend levels,
with projected slower economic growth in
Mauritius and Seychelles as the key driver for
the group.

e Average growth in oil-exporting countries
is expected to decline from an estimated 3.7
percent in 2023 to 3.5 percent in 2024 but
could pick up the pace to 4 percent in 2025.
The projected slowdown in 2024 reflects lower
oil production targets set by the Organization
of the Petroleum Exporting Countries (OPEC),
lower growth projections in South Sudan fol-
lowing the vandalizing of an oil pipeline due to
the ongoing conflict, and uncertainty over new
mechanisms for Angola’s oil exports following
its exit from OPEC.

e Growth in other (non-oil) resource-intensive
economies on the continent is estimated to
improve strongly from 0.3 percent in 2023
to 2.7 percent in 2024 and consolidate at
3.3 percent projected for 2025. The sharp
increase in growth will be driven largely by
rebound in China’s demand for metals and
minerals linked to expansions in smart grids
and construction.

The dynamics of Africa’s macroeconomic fun-
damentals have remained mixed amid consid-
erable challenges. Figure 2 presents the detailed
outlook for countries’ key macroeconomic indi-
cators for 2024-25 on average, while Annex 1.1B
provides details for 2024 and 2025.
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FIGURE 1 Growth performance and outlook by region, 2021-25 (percent)
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Average consumer price inflation in Africa is  drought-related domestic supply shortages,
estimated to have increased by 3 percent- liquidity overhangs from pandemic-related fiscal
age points to 17 percent in 2023, from 14  and monetary policy stimulus undertaken in 2020—
percent in 2022. The increase reflects a com- 21, and the pass-through effects of currency
bination of higher local food prices induced by  depreciation against a strong US dollar propelled
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FIGURE 2 Outlook for key macroeconomic indicators, average, 2024-25
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Note: GDP growth and inflation are in percentage, while current account balance and fiscal balance are in percent of GDP. This heatmap plots the

countries’ outlook for selected key macroeconomic indicators. Countries are ranked in three criteria: “green” for good performers, “yellow” for fair
performers and “red” for weak performers. Real GDP growth above 6 percent is colored green, 4-6 percent is colored yellow and below 4 percent
is colored red. Inflation rates below 5 percent is colored green, 5-9.9 percent is colored yellow and double digit is colored red. Current account

surplus is colored green, deficits below 5 percent is colored yellow and above 5 percent is colored red. Fiscal deficits below 3 percent is colored

green, 3-5 percent is colored yellow and above 5 percent is colored red.

Source: AfDB staff calculations.

by high interest rates in the United States. Across
regions, the inflation picture is mixed. East Africa
has the highest inflation at 26.5 percent in 2023,
with Sudan leading the way at 245.3 percent.
West Africa has the second highest at 20.3 per-
cent, with Sierra Leone and Ghana topping the

list. North Africa experienced the highest inflation
increase of 8.1 percentage points to an average
16.3 percent in 2023, driven by rising prices in
Egypt and geopolitical tensions. Central Africa’s
inflation also rose 3.5 percentage points to 10.3
percent in 2023, with the Democratic Republic
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of Congo experiencing a 10.6 percentage point
rise. Only in Southern Africa has the inflation rate
fallen, from 10.8 percent in 2022, reaching single
digit of 8.6 percent in 2023, driven by declines in
Angola, Botswana, South Africa, and Zimbabwe.

Higher inflation across Africa has eroded any
socioeconomic gains made before the COVID-
19 outbreak. The outlook for Africa’s inflation
remains unfavorable, with the average rate expected
to rise from an estimated 17 percent in 2023 to 17.8
percent in 2024 before cooling down to 12.3 percent
in 2025. The projected increase in 2024 reflects sus-
tained high food prices and widening imbalances
between supply and demand in domestic and global
food markets, as well as high energy prices, mainly
affecting net oil countries. The structural nature of
the current wave of high inflation has undermined
the effectiveness of conventional monetary policy
tools such as increases in policy rates and require a
different approach to stem the tide.

The depreciation of African currencies per-
sisted in 2023, albeit to a lesser extent than in
2022. Under pressure from sustained high global
interest rates and continued global uncertainty
fueled by geopolitical and trade tensions, most
African currencies depreciated further against the
stronger US dollar in 2023. For instance, Nige-
ria’s naira depreciated by 95.6 percent in 2023.
This depreciation largely reflected market correc-
tion following reforms undertaken in the foreign
exchange market in June 2023, which led to the
floating of the naira. The second biggest losses
were for the Angolan kwanza (32.8 percent) and
the Zambian kwacha (15.4 percent). Both coun-
tries have experienced limited foreign currency
liquidity on the market, and in Angola the situa-
tion was exacerbated by lower oil prices and the
end of the moratorium by Chinese creditors. The
depreciation in Zambia was further compounded
by weak market sentiment due to protracted debt
restructuring. However, due to their total or partial
peg to the euro, which regained some strength
against the dollar in 2023, certain currencies such
as the CFA franc, the Moroccan dirham, the Cabo
Verdean escudo, the Sdo Tomé E Principe dobra,
and the Comorian franc pared their earlier losses
and gained slightly against the US dollar in 2023.
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Fiscal deficits are expected to slightly widen
before reaching prepandemic levels, but
uncertainties remain high. Four years since the
outbreak of COVID-19, fiscal positions are slowly
returning to the prepandmic levels as countries
rein in spending and institute measures to mobi-
lize domestic revenues. Updated estimates show
that the average fiscal deficit on the continent
increased slightly from 4.9 percent of GDP in 2022
to 5 percent in 2023, mainly due to marginal wid-
ening of the primary balance from 1.6 percent of
GDP in 2022 to 2.1 percent of GDP in 20283. The
deterioration in the primary deficit is mainly due to
measures implemented to mitigate the effects of
rising food prices amid falling energy sector rev-
enues. The fiscal deficit across the continent is
projected to narrow in 2024 to 4.7 percent of GDP
and further to 4.3 percent of GDP in 2025 after the
slight increase to 5 percent of GDP in 2023.

The average current account deficit is pro-
jected to widen from an estimated 1.7 percent
of GDP in 2023 to 2 percent of GDP in 2024
and 2025. The projected widening reflects expec-
tations that oil prices will remain relatively elevated
and stabilize at around $77 per barrel, with net oil-
importing economies severely affected. However,
these projections—respective improvements of
0.2 percentage points and 0.1 percentage point
over the January 2024 forecasts for 2024 and
2025—reflect the rebound in global trade and the
boost to China’s commodity imports as its con-
struction sector stabilizes and resilience in domes-
tic economy is aided by recovering investments
and firm consumer spending.

External financial flows to Africa have suffered
from tightening global financial conditions
and high uncertainty. External financial flows
to Africa—foreign direct investment (FDI), official
development assistance (ODA), portfolio invest-
ment and remittances—fell by 19.4 percent in
2022 to $174.9 billion, or 5.9 percent of Africa’s
GDP, from $217.1 billion in 2021. This decline,
reversing a strong immediate postpandemic
recovery was broad-based. Foreign direct invest-
ment fell by about 44 percent, and the continent
recorded net portfolio outflows of 17 percent and
a reduction in ODA inflows of about 6 percent.

Four years since
the outbreak of
COVID-19, fiscal
positions are slowly
returning to the
prepandmic levels
as countries rein
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Africa’s positive
economic outlook
comes with cautious
optimism given the
considerable global
uncertainty and
geopolitical tensions

Only remittances recorded a marginal increase of
0.2 percent.

Public debt is declining but still above pre-
pandemic levels, highlighting the severity
of the debt burden on the continent. Africa’s
median public debt ratio, which rose from 54.5
percent of GDP in 2019 to 64 percent in 2020, sta-
bilized at around 63.5 percent from 2021-23 and
is expected to decline further to around 60 percent
from 2024 —halting a decade long upward trend.
While debt levels have stabilized across the conti-
nent with relative improvements in fiscal positions,
the ratio remains high and above prepandemic
levels in many countries where public finances
have been volatile due to the unprecedented
shocks. The debt overhang reflects the burden of
Africa’s indebtedness in the face of government
actions to support pandemic-stricken economies
and to cushion households against effects of the
high food and energy costs and the higher cost of
borrowing induced by effects of Russia’s invasion
of Ukraine. In addition, external debt service pay-
ments as a proportion of government revenues
have risen above the prepandemic level in many
countries. The median debt service on external
debt for 49 countries with available data rose from
6.8 percent of government revenue over 2015-19
to 10.6 percent over 2020-22. Resources chan-
neled to debt service have eroded fiscal space,
further constraining governments’ capacity to
invest in growth-promoting sectors and human
capital development—education and health, two
areas where average public expenditure on the
continent is below that for comparator regions.

Africa’s positive economic outlook
comes, however, with cautious
optimism given the considerable global
uncertainty and geopolitical tensions.

Main downside risks:

e Persistent inflationary pressures in many Afri-
can countries could put further pressure on
African economies by further lowering real
wages and keeping interest rates high for
longer. This has implications for private sector
activity in countries with higher domestic bor-
rowing costs.

e The protracted gridlock in global trade and
investment and attendant effects stoked by
rising geopolitical tensions and polarization
have upended Africa’s growth, and further
escalation could jeopardize the continent’s
economic recovery.

e Higher commodity prices could ignite a new
wave of inflation, upend the decline in poverty,
and delay the process of monetary policy easing
to spur growth on the continent, which in turn
could jeopardize the positive economic outlook.

* Increased regional conflicts and political insta-
bility in some countries have imposed untold
human suffering and large social and eco-
nomic costs. Left unresolved, these conflicts
will exacerbate the already dire humanitarian
and socioeconomic situations, with long-term
consequences for economic and macro-
economic stability in these economies.

e (Climate shocks constitute yet another impor-
tant downside risk to growth recovery in Africa.
Indeed, climate change poses grave threats to
countries across Africa—but especially in tran-
sition states in the Horn of Africa and across
the Sahel region.

Main tailwinds:

e |f the positive trend in fiscal consolidation and
debt structuring gains further traction and
global market conditions improve, African
countries could see sovereign interest rates
decline, stimulating economic growth as their
risk premia fall in tandem.

e Continued structural transformation and
renewed capital accumulation could strengthen
growth prospects. A virtuous cycle of between-
and within-sector productivity growth could lift
real wages, opening space for savings mobili-
zation needed to fund long-term capital accu-
mulation of both public and private sectors.

e The return to lower policy rate environment
in advanced economies and some emerging
markets could lift economic growth. A wave
of rate cuts would revive credit growth in both
regions, boost consumer sentiment, alleviate
pressure on public debt servicing, and rein-
force global growth. Africa would directly ben-
efit from rebounding global growth as the two
regions combined represent 40 percent of the
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world’s GDP, 55 percent of the FDI stock in
Africa, and about two-thirds of ODA to Africa.

A mix of policies is needed in the
short, medium, and long terms to
address Africa’s macroeconomic
challenges and put economies back on
the path of sustained, higher growth.

In the short term

e To achieve faster disinflation and anchor infla-
tion expectations at minimal cost to the econ-
omy amidst weakening domestic currencies
requires tailored monetary policy adjustments.
In particular, the monetary policy stance can
be more accommodating in economies where
core inflation is moderate and headline inflation
is driven mostly by temporary supply shocks.

e Addressing exchange rate pressures should
be a key short-term policy priority. In countries
with floating exchange rates, currencies should
therefore be allowed to adjust as much as pos-
sible, since trying to resist movements based
on fundamentals could have adverse second-
ary consequences on the economy. In coun-
tries with pegged exchange rates, monetary
policy must be aligned with that of the anchor
country to maintain external stability and avoid
further losses in foreign exchange reserves as
they intervene to preserve the exchange rate
parity.

e Promoting local production and diversifying
import sources are key to addressing rising
food prices. Supporting African smallholder
farmers can trigger an agricultural revolution
to feed Africa, especially in urban areas. Afri-
can countries need to provide farmers with
broad access to affordable finance, improved
food production technologies (especially cer-
tified seeds adapted to extreme climatic con-
ditions), and large-scale systematic extension
and mechanization services to increase food
production and thus stabilize food prices in the
short to medium term.

e Implementing governance reforms and
strengthening debt management capacity is
key to reducing the burden of public debt—
as is the efficient use of borrowed resources.
Investing in growth-creating sectors and
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infrastructure is crucial to unlock the economic
potential of African economies.

In the medium to long term

e With elevated public debt choking many coun-
tries, scaling up domestic resource mobiliza-
tion should be a top policy priority for African
countries to accelerate structural transfor-
mation. Including improving debt manage-
ment and fighting illicit financial flows, a multi-
dimensional approach is needed to improve
the collection and retention of resources gen-
erated domestically.

e Reforming the current global financial archi-
tecture can accelerate debt restructuring. Key
proposals include forming an expanded credi-
tor committee with private lenders to smoothen
coordination challenges and establishing a
Comparability of Treatment formula to minimize
technical disputes.

e Creating an enabling environment is crucial
for attracting and scaling up external financial
flows as complementary sources of devel-
opment financing to accelerate Africa’s eco-
nomic transformation. Although domestic
resources will remain an integral and larger
part of financing Africa’s economic transfor-
mation, external financial flows will be essen-
tial as complementary sources of funding
development needs.

e Accelerating structural reforms to build resilient
economies. The prolonged growth volatility
that Africa has experienced in the aftermath
of the COVID-19 pandemic, coupled with the
decline in income growth, clearly calls for pri-
oritizing structural reforms to strengthen the
continent’s resilience to shocks.

CHAPTER 2

TAKING STOCK OF AFRICA’S
ECONOMIC TRANSFORMATION
PROGRESS

African economies have exhibited remark-
able resilience amid multiple shocks, but their
structural transformation has been slow and
uneven. Real aggregate GDP is growing, but
S0 is the continent’s population. Thus, while real
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Africa has been
transforming without
a marked level of
industrialization but
through a low-skill
services sector,
mainly because of
low manufacturing
activity

aggregate GDP grew on average at 3.8 percent
annually over the four decades preceding the
COVID-19 period, surpassed only by developing
Asia, Africa’s real GDP per capita has been con-
sistently growing at one of the slowest rates in
the world since the 1980s. Moreover, the struc-
ture of most African economies has not changed
much since the 1990s, such that traditional sec-
tors have continued to drive Africa’s growth and
employment.

In effect, Africa has been transforming without
a marked level of industrialization but through a
low-skill services sector, mainly because of low
manufacturing activity. The expansion in serv-
ices employment, which contributed to growth-en-
hancing structural change, has been matched by a
sharp decline in the share of employment in agri-
culture. This transformation has occurred through
the reallocation of economic activities from agri-
culture to other relatively low-productivity sectors,
notably personal and retail services, rather than
to more productivity-enhancing manufacturing.
But this type of sectoral reallocation has a limited
impact on structural transformation. So, despite
recent momentum in overall services growth, only
30.1 percent of Africa’s services exports in 2022
(20.7 percent in 2005) were in high-skill services,
such as insurance, pensions, finance, and informa-
tion and communication technology (ICT).

Africa’s structural transformation process
has also been slow and uneven. Many African
countries are still at the early stage of structural
transformation, characterized by a widening gap
between labor productivity in the agricultural and
non-agricultural sectors. The agriculture sector,
which employs 42 percent of Africa’s workforce,
is still 60 percent less productive than the econ-
omy-wide productivity level. Conversely, mining,
utilities, and financial services, which together
employ only about 3 percent of Africa’s total work-
force, are over 10 times more productive than the
average for the economy. Most African workers
are therefore stuck in low-productivity sectors and
cannot earn enough to escape poverty.

Based on their sectoral employment shares,
close to half (25) of African countries can be

considered as structurally underdeveloped. In
these countries, the agricultural sector absorbed
at the median 61.9 percent of total employment in
2021, more than 21 percentage points higher than
the median continental value (40.6 percent). In
these countries, the median agricultural labor pro-
ductivity is only 17.5 percent that of nonagricultural
sectors, with a median share of agriculture in GDP
at about 23.2 percent. Only 12 African countries
can be categorized as structurally developed, with
industrial workers outnumbering those employed
in the agriculture sector.

In addition to manufacturing, services can
be an engine of Africa’s productivity growth
if well harnessed. African countries can lever-
age the main features of services—smaller size of
firms relative to manufacturing ones, high produc-
tivity potential regardless of firm size, and smaller
role of physical capital relative to manufactur-
ing—to develop a services-led growth model.
This model should include the promotion of both
nontradable services, which are generally more
labor intensive and less capital intensive—and
tradable services such as tourism, business, and
finance, and ICTs, which could bring in foreign
exchange revenues needed to finance transfor-
mation. Services already are becoming increas-
ingly important in Africa’s international trade: the
value of its services trade rose more than fourfold
between 2000 and 2022, from $66.4 billion to
$269.4 billion.

Institutions matter for structural transfor-
mation and countries with well-defined and
functioning institutions that invest in produc-
tivity-enhancing soft and hard infrastructure
have transformed their economies. By being
able to reduce transaction costs and information
opacity, politically stable and less corrupt coun-
tries managed to crowd-in private investments,
boost productivity, stimulate growth, and increase
real incomes. Countries with good quality public
services coupled with policy consistency are also
most likely to transform their economies because
of the citizenry’s buy-in to structural reforms. Con-
sequently, these countries performed relatively
well in transforming their economies with more
resources efficiently allocated to critical sectors
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(such as education, energy, transport infrastruc-
ture, and ICTs) that have large potential to foster
structural transformation. Quality infrastructure—
soft and hard—reinforces the transformational
benefits of consistent policies and of robust
institutions.

Africa will need to close an annual financing
gap of about $402 billion by 2030 to fast-track
its structural transformation and catch up with
high-performing developing countries from
other regions. This financing gap presupposes
that the continent prioritizes investment needs in
education, energy, productivity, and infrastruc-
ture, key Sustainable Development Goals (SDGs)
more directly relevant in improving structural
transformation. Mobilizing additional resources
domestically—including by leveraging investment
in the continent’s huge endowments in natural
resources, especially in critical and rare earth
minerals—and tax collection coupled with more
efficient public spending could help bridge a sig-
nificant part of this financing gap.

Yet, domestic resources alone will be insuf-
ficient in many African countries to fill their
financing gap for structural transformation by
2030. Many African countries have limited fiscal
space and low tax capacity. And the private sector
remains very risk averse and its participation rel-
atively small, especially towards investment in
critical sectors for structural transformation. Thus,
given the short period before the SDGs deadline,
a majority of countries may fail to mobilize domes-
tically the enormous resources required to close
their financing gap by 2030. For those countries,
scattered across the continent’s five regions,
a more reasonable target and combination of
financing options would be to allow for a gradual
but steady structural transformation process over
a longer period to ensure the mobilization of both
domestic and external resources. Regardless of
the targeted deadline, however, the increased
participation of the private sector will be crucial to
supplement public resources.

Accelerating the pace of Africa’s structural
transformation will thus require a multipronged
and gradual approach that allows countries to
mobilize their estimated colossal resources.
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Policy recommendations

African countries need to establish, prioritize,
and institutionalize endogenous development
plans and policies tailored to areas of compar-
ative advantage and implement them consis-
tently, while avoiding policy reversals that tend
to disrupt progress. To address their develop-
ment challenges, there is a need for African coun-
tries not to outsource their development plans but
to take full ownership by harnessing local knowl-
edge of their economies and sociocultural condi-
tions, as well as other unique areas of comparative
advantage, within national, regional, and global
contexts. The rate and pace of structural transfor-
mation of African countries will largely depend on
the quality, relevance, and effectiveness of policies
and the continued and institutionalized implemen-
tation of development plans and strategies. There-
fore, there should be unreserved political commit-
ment to rally citizens towards a nationally agreed
development plan and vision, avoiding the recur-
rent and electoral cycle—induced policy reversals
that characterize most African countries. Continu-
ous and systematic implementation of public poli-
cies, in particular linking fiscal policies to structural
transformation objectives, will create certainty and
stability to attract domestic and foreign capital into
areas supportive of the structural transformation
agenda.

They need to urgently scale up investments to
build requisite human capital suited to local
realities, circumstances and development
priorities, including adequate skills training
to prepare the workforce for the future. Coun-
tries need to scale up investments in education
at all levels, building and improving the qual-
ity and relevance of the technical and soft skills
required to drive their development agenda, tai-
lored to local contexts and circumstances. This
will require prioritizing systems of learning and
curricula that enhance productivity growth in sec-
tors of comparative and competitive advantages.
For example, countries need to prioritize scaling
up skills in science, technology, engineering, and
mathematics (STEM), and those rich in natural
resources—minerals and vast arable land—will
need to train enough geologists, agronomists,
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and other related experts to allow them to lever-
age their resources to drive structural transforma-
tion. Furthermore, the domestication of education
and skKills learning and training systems, includ-
ing the language of teaching, will be crucial to
improve the quality and relevance of the educa-
tion curriculum and leverage the ongoing fourth
industrial revolution, technology, and ICT boom.
African countries should thus establish innovation
centers of excellence—in collaboration with host
universities and technical and vocational training
centers. They should develop demand-driven
skills training programs to better align education
and training systems to labor markets and thus
reduce widespread skills mismatch on the con-
tinent. And they should strengthen public-private
partnerships to make skills acquisition of grad-
uates in tune with labor market needs, which
holds promise in supporting Africa’s structural
transformation.

Countries need to scale up domestic resource
mobilization (DRM) and prioritize prudence
in public finance management (PFM). African
countries must own their development agenda
and have the primary responsibility for financing
their structural transformation. To this end, mobi-
lizing more resources, in particular domestically,
should be a key priority of each country’s develop-
ment strategy. However, domestic resource mobi-
lization has so far not kept pace with Africa’s enor-
mous development financing needs. Revenues
collected are often used inefficiently or siphoned
off through corruption and other leakages. To
accelerate DRM, countries need to consider the
following aspects.

First, they need to mobilize more tax revenues.
The Bank estimates that the median African tax-
to-GDP ratio should increase from its current level
of about 14.0 percent to a minimum of 27.2 per-
cent to be able to close, by 2030, the estimated
annual financing gap of $402.2 billion for structural
transformation. To scale up DRM for structural
transformation, countries need to invest in sys-
tems that improve efficiency in tax administration
and public financial management. This will require,
for instance, enhancing the digitalization of tax
collection and administration systems.

Second, countries could also aim at increas-
ing nontax revenues such as property income,
royalties, fines, penalties, forfeits, and business
permits , which are often neglected or difficult
to administer due to complex processes and the
widespread informality of economies. PFM sys-
tems should incorporate nontax revenue planning
into the budgetary process, ensuring that the rev-
enues collected are not only efficiently allocated
but also utilized. Strong political commitment will
be needed to develop expertise in core depart-
ments and fiscal units in charge of collecting such
revenues.

Third, African countries will further need to
improve tax compliance by enhancing the social
contract with their citizens. Countries should seek
to promote voluntary tax compliance to increase
DRM. Enforcement capacities, which are often
weak in many countries, and hard-to-tax sectors,
such as informal companies, predominate. More
importantly, governments should visibly use tax
revenues for public welfare by providing quality
public goods and services to enhance trust in
the utilization of public resources and significantly
reduce implicit taxation.

Fourth, enhancing the formalization of the
informal economy could also boost DRM. The
size of the informal sector in Africa significantly
limits the tax base and revenue collection.
For instance, informal employment in Africa
accounts for 85.8 percent of total employment,
the largest percentage in the world. To promote
formalization, policymakers could take a broader
strategic approach that seeks to register infor-
mal firms not only to tax them but also to pro-
tect their rights, entitlements, and assets as
entrepreneurs. The attractiveness of the formal
sector can be enhanced, for example, by pro-
viding greater access to resources and infor-
mation, pension schemes, social insurance, or
other incentives—conditioned on registration—
through intermediaries such as business associ-
ations, nongovernmental organizations, or local
community groups.

Finally, in addition to improving domestic reve-
nue mobilization, countries need to build capac-
ity in the prudent and efficient management of
public finance throughout the public financial
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management cycle, from DRM to strengthening
supreme audit and public accountability systems.

Countries need to build and deepen national
and regional markets for goods, services,
capital, and finance. Developing domestic and
regional financial and capital markets will reduce
countries’ dependence on external markets and
minimize vulnerability to global shocks. Develop-
ing robust financial markets will require improving
property rights regimes, diversifying the supply
of financial products and services in the bank-
ing sector, and regionalizing financial markets
through legal harmonization and cross-listing of
assets at the regional level. Capital market devel-
opment will require creating an enabling policy
and regulatory environment to mobilize at scale
and channel resources held by pension funds and
insurance and collective investment schemes for
financing structural transformation. In that regard,
the AfCFTA can be a game changer if fully imple-
mented and domesticated by all African coun-
tries. It will create a single continental market for
goods and services, with free movement of cap-
ital, talent, and skills. Implementing policies that
enable free mobility of labor and services—such
as the open visa entry for Africans being champi-
oned by Kenya and Rwanda—would facilitate the
operation of the AfCFTA.

The creation of preferred procurement solu-
tions, through the AfCFTA, will ensure that coun-
tries leverage the continent’s abundant natural
resources, add value to them, and expand pro-
ductive capacity and services growth. The launch
in 2022 of the Pan-African Payment and Settle-
ment System (PASS) by the African Union and
the African Export-Import Bank to complement
trading under the AfCFTA is therefore a move in
the right direction, as it will help address currency
risks between trading partners. The PASS simpli-
fies the historical complexities and costs of making
payments in local currencies across African bor-
ders, providing operational efficiencies that open
vast economic opportunities for all stakeholders.

Countries could further proactively pursue and
promote a policy of franchising and leveraging
the technological know-how of foreign firms, or
promote cross-border investment among African
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countries, to complement local content policies
and requirements, especially where capacity—
technical and financial—is lacking.

Policy priority should be given to the creation
of targeted and streamlined incentives to cata-
lyze private capital flows to support countries’
endogenous development plans in key sectors
for structural transformation. Incentivizing the
private sector could support countries’ structural
transformation efforts. By making the conditions
right for the private sector, creating a conducive
business environment, and providing carefully
crafted and targeted fiscal incentives, African
countries could stimulate the private sector—
domestic and external—to invest more in critical
sectors. The use of innovative financing instru-
ments such as blended finance could increase
private participation in infrastructure for green
growth by derricking the sector. The develop-
ment of sustainable finance instruments (including
green bonds and loans and sustainability bonds
and loans), as well as carbon markets, could
boost private sector investment in green sectors.

In addition, remittances—the largest and most
stable source of external funding in Africa—are an
important source of external financing. Their func-
tion in promoting investment for Africa’s transfor-
mation can be enhanced through, for instance,
diaspora bonds and diaspora “remittance
securitization.”

Countries need to invest in natural capi-
tal accounting beneficiation and conserva-
tion and include it in the system of national
accounts to expand the size of the economy.
Much of Africa’s natural capital resources remain
largely unexploited, and the values or services
they provide are typically poorly measured—and
sometimes completely unmeasured—as part of
African countries’ wealth. As a result, the value
of African economies continues to be under-
estimated amidst the abundance of green wealth.
Investing in, measuring, and valuing natural cap-
ital and integrating them into systems of national
account will help estimate the true value of Afri-
ca’s green wealth,' expand its GDP, and improve
conservation. The Bank, in collaboration with
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many African countries, has been advocating for
proper valuation of the green wealth of the con-
tinent and the incorporation of services they offer
in GDP. Indeed, Africa’s natural resources provide
essential environmental services such as carbon
sequestration, pollution control, and retention of
soil fertility, which sustain human existence. The
inclusion of such critical environmental services in
the valuation of country GDP—the green GDP—
could encourage green transition in countries.

By investing in youth entrepreneurship devel-
opment programs, African countries can har-
ness the continent’s demographic dividend.
Young people are Africa’s greatest asset, which,
if well harnessed, could speed up structural trans-
formation. By 2030, one in four young people in
the world will be African, and, if well nurtured, this
young population can drive the continent’s future
economic growth and its structural transformation.
However, reaping the benefits of the demographic
dividend from African youth would significantly
depend on investment in human capital develop-
ment and on creating economic and job oppor-
tunities for young people. Of people ages 15-35
not in school, one-third are unemployed and dis-
couraged, another third are vulnerably employed,
and only one in six is in wage employment. The
Bank estimates that 17 million jobs need to be
created every month between now and 2063 to
keep the participation and unemployment rates of
African youth constant. Supporting young people
to create their own businesses holds promise in
leveraging the continent’s demographic dividend
and addressing widespread youth unemployment
and underemployment. That is why, under its Jobs
for Youth in Africa Strategy and its Youth Entrepre-
neurship and Innovation Multi-Donor Trust Fund,
the Bank is supporting African countries in estab-
lishing Youth Entrepreneurship Investment Banks
as a model to address market failures and frag-
mentation in the provision of tailored financing and
non-financing services to young entrepreneurs in
Africa

It is also critical that countries launch ambi-
tious national infrastructure programs for
broad-based policy implementation to accel-
erate structural transformation. While in the long

term all types of infrastructure are important, in
the short term countries need to prioritize which
infrastructure to build depending on their geo-
graphic situation and level of development and
concentrate limited resources on creating “islands
of excellence” with dense and sector-specific infra-
structure to boost productive capacities and com-
petitiveness. Priority could be given to the energy
sector, which is most likely to achieve a high social
rate of return, and to the transport sector, which
is especially important for landlocked countries
in creating linkages to coastal countries with
seaports. Given the significant transformational
impact of digitalization, investing in the ICT sector
will close the existing digital divide between African
countries and the rest of the world. An ambitious
national digitalization program in Africa will further
increase economy-wide competitiveness, enhance
efficiency and transparency of policy implementa-
tion, improve DRM, and curb illicit capital flows, as
well as address widespread market inefficiencies,
facilitate proper measurement and valuation of nat-
ural capital, and support the competitiveness of
youth-led businesses.

By taking proactive actions to harness the
governance of macroeconomic policies and
the business environment, countries will be
able to improve risk profiling and perceptions
and harness the innovative global capital and
financial instruments needed to build capac-
ity in project preparation and implementa-
tion. The lack of investment-ready project pipe-
lines is often cited as among the most important
impediments not only to unlocking private finance
but also to leveraging existing innovative finance
instruments. Large infrastructure projects have
extensive development and gestation periods and
often entail multifaceted feasibility studies and
expert transaction advice. Many African govern-
ments and local private sector players lack the
capabilities, as well as the resources, to design
and implement infrastructure projects with com-
mercial potential. In addition, short political cycles
may constrain private sector financing commit-
ments to long-term infrastructure projects. Many
investors therefore lack bankable project pipe-
lines, as only a few projects meet financiers’ risk
return expectations, and so fail to reach financial
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closure. Building capacity in project preparation
and implementation is therefore crucial. Building
such capacity would require, for instance, that
private financiers not only provide resources but
also participate in building bankable projects. The
participation of financiers across the entire project
cycle from concept to bankability and financing
(that is, from the development of strong feasibility
studies to the analysis of market prospects and
the establishment of viable business plans) will
ensure that they have a stake in and ownership of
proposed projects, which will increase the prob-
ability of the project receiving financing and suc-
ceeding when it becomes operational. Moreover,
enhancing the governance of the macroeconomic
and investment climate will be key to improving
the risk profiles of African countries and changing
external perceptions about African markets.

CHAPTER 3

FINANCING STRUCTURAL
TRANSFORMATION IN AFRICA:
REFORMING THE GLOBAL
FINANCIAL ARCHITECTURE

Over the past decades, multilateral financial
institutions have collectively and individually
been vital for financing development. They
have supported countries during major global
economic challenges, such as the Latin American
Debt Crisis of the early 1980s, the African Debt
Crisis of the 1980s and 1990s, the Asian Finan-
cial Crisis of the late 1990s, the Global Financial
Crisis of 2007-09, and the recent COVID-19 pan-
demic in 2020-21, to name a few. They have also
supported economic recovery efforts in Africa
and other developing regions by spearheading
global response actions in times of crisis. Recent
examples include the Debt Service Suspension
Initiative, the G20’s Common Framework for debt
resolution, and the IMF’s general allocation of
the equivalent of $650 billion in Special Drawing
Rights (SDRs) to ease the fiscal and balance-of-
payment challenges that several developing coun-
tries faced during the pandemic.

While the global financial architecture (GFA)
has served a great deal over past decades,

HIGHLIGHTS

it has also failed to deliver resources at scale
to meet Africa’s financing need for structural
transformation. Indeed, the current global finan-
cial architecture and system of multilateralism
is not delivering enough resources in a timely
manner and scale to meet national and global
development goals in Africa, including the SDGs
and the African Union’s Agenda 2063. Neither
the public nor private sector as currently consti-
tuted has been able to channel enough resources
to address the development financing needs of
Africa. The current system also makes access to
development finance very expensive and cumber-
some for African countries. The high cost of sover-
eign borrowing by these countries relative to their
peers in other regions of the world often leads
to debt vulnerabilities. The structure and scale
of the current global climate finance architecture
mirror the current GFA, making it difficult for the
most vulnerable African countries to harness cli-
mate resilience opportunities. This climate finance
architecture is complicated and loosely defined,
misaligned with climate vulnerabilities and climate
risks, and has been unable to channel enough
resources to implement African countries’ Nation-
ally Determined Contributions.

Another limitation of the global financial archi-
tecture is reflected in Africa’s sovereigns
facing higher costs of financing in interna-
tional capital markets than advanced and
emerging economies, given perceptions of
risk by international investors originating from
subjective credit ratings. In 2021, African sov-
ereign eurobonds were issued with yields above
5 percent and, in 40 percent of the cases, yields
exceeded 8 percent. In contrast, the average sov-
ereign bond yield for advanced economies was
1.1 percent, and for emerging market economies,
4.9 percent. It has been estimated that African
countries are paying 500 percent more in interest
costs when borrowing in international capital mar-
kets than when borrowing from the World Bank or
other multilateral development banks such as the
African Development Bank.

These weaknesses of the global financial archi-
tecture have amplified calls on the necessity
for reforms of institutional governance in the
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multilateral institutions to make the instruments
of global financial governance more nimble,
inclusive, and responsive. To meet the scale and
scope of global challenges, global financial institu-
tions need to scale up development financing from
billions to trillions of dollars. Achieving the required
scale of financing will entail close collaboration
between the public and private sectors across all
levels—global, regional, and national—as well as
the development of innovative financing mecha-
nisms to leverage resources from all sources. The
World Bank, IMF, and regional development banks
need to work more collaboratively and deploy their
risk capital more innovatively to leverage private
capital at scale. There is also an urgent need to
reform the GFA to make it nimbler and fit for orderly
debt restructuring.

This need for reform is most evident in Africa,
where the population still living in extreme
poverty is estimated at about 34 percent, debt
vulnerabilities are increasing, the benefits of
international trade remain below expectations,
and the impacts of climate change, to which
the continent has not contributed, are cost-
ing it 5-15 percent of GDP per capita growth
annually. Further, debt resolution in Africa, espe-
cially outside Paris Club processes, has been
disorderly and protracted, with costly economic
consequences.

Given their membership structures, the multi-
lateral development banks, and financial
institutions—the World Bank, IMF, AfDB, and
other regional development banks—are best
placed to lead global and regional efforts
to mobilize and allocate resources at scale
toward achievement of the SDGs in develop-
ing countries and to addressing global com-
mons challenges. But their governance struc-
tures (shareholding models and weighted voting
systems) and the resources available to them
often affect the speed and scale of financial flows
to countries that need funding the most, as was
evident during COVID-19 responses. Access to
emergency financing was largely skewed toward
developed economies that needed it least. For
example, of the $650 billion in SDRs issued by the
IMF in 2021 to help countries navigate the adverse

effects of the pandemic, Africa received $33 bil-
lion, or 4.5 percent, of the total available envelope.
In addition, of the $17 trillion (or 19 percent of
global GDP) rolled out as fiscal measures to fight
the pandemic in 2020-21, Africa’s share was only
$89.5 billion (0.5 percent). And the same trends
are observed in the scale and flows of the global
climate finance architecture, which is misaligned
with, for example, climate vulnerability and volun-
tary carbon market development.

Measures are needed to strengthen global,
regional, and national institutions, as are
subsidiarity agreements between global and
regional institutions, to increase responsive-
ness to increasingly complex development
challenges in Africa and elsewhere in the
developing world. Multilateralism, including devel-
opment finance institutions, has over the decades
transformed into multilayered forms of governance.
Profound changes are symbolized by the growing
role of regional development banks such as the
AfDB, Asian Development Bank, Islamic Devel-
opment Bank, Latin America Development Bank,
and the Inter-American Development Bank. Most
countries are members of these regional organiza-
tions, with some overlapping memberships. These
banks can enhance multilateral efficiency by shar-
ing burdens, building capacity, exchanging infor-
mation and best practices, and increasing legiti-
macy through positive policy outcomes.

Implementation of specific reforms regarding
recycling SDRs through MDBs, implement-
ing the MDB capital adequacy reforms, and
reforming credit rating methods could increase
financing for Africa’s structural transformation
and drive the continent to a higher level of eco-
nomic development. Rechanneling SDRs through
the MDBs could increase financing for Africa by
about $46.2 billion a year over the next 10 years if
the recommendations of the Bridgetown Initiative
—to rechannel $100 billion to the MDBs—is imple-
mented. Reforms of the MDB Capital Adequacy
Framework proposed by the G20 could increase
financing for Africa by another $5.2 billion a year.
In addition, Africa could save up to $44 billion in
accumulated debt arrears if the IMF’s lending into
arrears policy is fully implemented. Africa could
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also save up to $74 billion a year in interest pay-
ments if the global credit ratings system were fairer
and based on fundamentals. Collectively, these
initiatives could secure $169.4 billion a year in
development financing, or about 42 percent of the
estimated annual financing gap of $402.2 billion, to
fast-track Africa’s structural transformation.

Implementing the following GFA reforms could
unlock substantial capital for structural trans-
formation in Africa, but they should not be
considered a panacea. The continent needs to
also capitalize on domestic resources, including
leveraging its abundant natural and human capi-
tal, improving the collection of tax and nontax rev-
enues, enhancing public spending efficiency, and
fighting illicit financial flows and tax evasion and
avoidance, which drain significant resources out-
side the continent.

Policy recommendations

Given the scale of the resources needed to accel-
erate structural transformation in Africa and the
identified weaknesses of the global financial archi-
tecture, the following policy recommendations
emerge:

Accelerate the scale of low-cost concessional

financing for Africa’s development, through:

¢ Rechannelling the IMF SDRs to MDBs to lever-
age more resources for structural transforma-
tion in Africa.

e Making a healthy replenishment of the
concessional windows of the African Develop-
ment Bank and the World Bank—the ADF and
IDA, respectively.

e Reforming global tax governance to make it
more transparent and accountable.

e Maximizing MDBs’ funding capacity through
the implementation of the G20’s Capital Ade-
quacy Framework and the Triple Agenda.

e Improving the scale and transparency of bi-
lateral and private creditors.

Reform the global debt architecture to make

it more transparent, nimble, accessible, and

affordable to developing countries, through:

e Accelerating debt restructuring and updat-
ing the current Debt Sustainability Framework
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(DSF) to reflect the changing structure of econ-
omies and the impact of shocks on economies,
especially those in Africa.

e Making the IMF-World Bank DSF method-
ology for assessing debt sustainability publicly
available to make it easy to replicate and inde-
pendently validate the findings.

¢ MDBs like the AfDB working with international
credit rating agencies to strengthen methodol-
ogies for assessing sovereign risk and to help
reduce the information gap in assessing the
credit ratings of Africa’s sovereigns.

e Strengthening climate finance accessibility for
vulnerable countries that need it most

e Simplifying procedures of the climate finance
architecture to make it more accessible to cli-
mate-vulnerable countries, who also have lim-
ited capacity to fulfill complicated and expen-
sive project preparation procedures.

e Scaling up the Loss and Damage Fund, an-
nounced at COP27 in Egypt, to match the fiscal
impacts of physical climate effects in countries.

e Discouraging the use of debt instruments as
climate finance, which often increases the debt
vulnerability of climate-vulnerable countries.

Adopt reforms to improve Africa’s access to

emergency financing facilities. Three actions

could be envisioned:

e Delink access to IMF financing from quotas.

e Introduce state contingent clauses in loan
agreements with the IFls.

e Create an African emergency finance facility/
financial stability mechanism or institution.

Make the governance of the GFA more inclusive

to enhance Africa’s participation and voice:

e Governance of the international financial
system provides little voice to countries of the
Global South, and particularly to Africa.

e Increasing Africa’s voice in global financial insti-
tutions will increase its ownership of decisions
taken in these organizations, in line with its
growing importance on the global stage.

e The addition of the African Union as a full
member in the G20 is a welcome initiative,
but the African continent remains under-
represented, with South Africa as the only sov-
ereign member of the group.
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transformation
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Admitting more African countries as sovereign
members is recommended.

For the longer term, African countries need
to implement growth-enhancing policies that
will increase the size of their economies and
amplify the continent’s voice in the GFA.

Implement a mandatory requirement for
countries to adopt policies for greening the
wealth of nations.

Despite playing a minimal role in global green-
house gas emissions, Africa’s natural assets,
like the Congo Basin rainforest, act as critical
carbon sinks, contributing significantly to cli-
mate change mitigation efforts.

While these natural assets deliver significant
global public goods, such as carbon seques-
tration, biodiversity conservation, and other
ecosystem services, the value of these pos-
itive externalities are not fully factored in the
measurement of the wealth of countries.
Properly valuing this natural capital and
accounting for it in national systems of
accounts can foster sustainable development
and green transitions.

African countries can leverage their green
wealth to improve their credit ratings and unlock
resources, such as carbon credits, to invest in
green transitions and sustainable development
goals.

Leverage private sector financing for
transformation and climate justice.
e The scale of public resources that can be

mobilized through scaling up domestic reve-
nue mobilization and concessional financing
from official multilateral and bilateral creditors
in the near term will be very modest relative
to the scale of resources required to support
Africa’s structural transformation to meet the
SDGs and Agenda 2063, even in the best-case
scenarios.

e The private sector offers significant oppor-

tunities to fill the resource gap. Measures to
incentivize private finance for climate and green
growth in Africa are therefore critical for struc-
tural transformation in Africa.

Reforms of the GFA could support asset recy-
cling by transferring the existing assets of
debt-distressed countries to the private sector
to generate funding for infrastructure and
other catalytic projects to accelerate structural
transformation.

Reforms could also embed mechanisms for a
portfolio-based approach toward private sector
investment, rather than a project-by-project
approach, to leverage economies of scale and
existing synergies of projects within the same
portfolio more than projects managed in silos
can achieve.
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NOTE

1. As used in this context, green wealth is a term
denoting the unmeasured value of Africa’s natural
capital”, as espoused by Dr. Adesina, President of
the African Development Bank Group. See https://
www.afdb.org/en/news-and-events/speeches
/keynote-speech-dr-akinwumi-adesina-president
-african-development-bank-group-40th-anniversary
-guardian-newspapers-lagos-nigeria-28-november
-2023-66327.
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AFRICA’S ECONOMIC
PERFORMANCE
AND OUTLOOK

KEY MESSAGES

Average real gross domestic product (GDP) growth is estimated to have slowed from 4.1 per-
cent in 2022 to 3.1 percent in 2023. The decline is attributed to a variety of factors, including
persistently high food and energy prices on the back of sustained impacts of Russia’s invasion
of Ukraine,! weak global demand weighing down export performance, climate change and
extreme weather events on agricultural productivity and power generation, and pockets of
political instability and conflict in some African countries.

Despite the continuing headwinds, more than half of African countries (31) had higher real
GDP growth rates in 2023 than in 2022, with six (6) of them—Burkina Faso, Djibouti, eSwatini,
Libya, the Republic of Congo, and South Sudan—showing a difference in growth rates of more
than 2 percentage points. In Libya, the country that recorded the highest increase of 16.3 per-
centage points in 2023, growth was boosted by continued oil production as the security situa-
tion improved. Crucially, fifteen (15) countries recorded growth in real GDP of at least 5 percent
in 2023.

Real GDP growth is projected to rise to 3.7 percent in 2024 and will exceed the rate posted
in 2022 by 2025, reaching 4.3 percent as most of the effects of the aforementioned factors fade.
The projected rebound in Africa’s average growth will be led by East Africa (up by 3.4 percentage
points) and Southern Africa and West Africa (each rising by 0.6 percentage points). Importantly,
40 countries will post higher growth in 2024 relative to 2023, and the number of countries with
more than 5 percent growth rate will increase to seventeen (17). This is remarkable, and as the
pace of growth accelerates, African will retain its position as the second-fastest growing region
after developing Asia, with a projected average real GDP growth higher than the global average
of 3.2 percent in 2024. Furthermore, ten (10) countries in Africa will be among the world’s top 20
fastest-growing economies in 2024, sustaining the trend of the past two decades.

The growth outlook is mixed across Africa’s five regions:

e East Africa is expected to maintain its position as Africa’s fastest growing region, with
real GDP growth rising from an estimated 1.5 percent in 2023 to 4.9 percent in 2024 and
5.7 percent in 2025. The downward revision of 0.2 percentage points for 2024 from the fore-
cast in the January 2024 Africa’s Macroeconomic Performance and Outlook (MEO) is due to
larger-than-expected contractions in Sudan and South Sudan.

e Growth in Central Africa is expected to moderate from 4.3 percent in 2023 to 4.1 percent
in 2024 before improving strongly to 4.7 percent in 2025. The upgraded forecast of 0.6 per-
centage point for 2024 over the January 2024 projections is attributable to stronger-than-
expected growth in Chad and the Democratic Republic of Congo.

e Growth is projected to pick up in West Africa, rising from an estimated 3.6 percent in
2028 to 4.2 percent in 2024 and consolidating at 4.4 percent the following year. This is an
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upgrade of 0.3 percentage points for 2024 over

the January MEO 2024 projections, reflecting

stronger growth upgrades in the region’s large
economies—Cbte d’lvoire, Ghana, Nigeria, and

Senegal.
¢ In North Africa, growth is projected to decline

from an estimated 4.1 percent in 2023 to

3.6 percent in 2024 and 4.2 percent in 2025,

with a downward revision of 0.3 percentage

point for 2024 from the January 2024 MEO.

Except for Libya and Mauritania, growth has

been revised downward for all other countries

in the region.

e After a growth slowdown in 2023, growth in
Southern Africa is projected to pick up slightly
from an estimated 1.6 percent in 2023 to
2.2 percent in 2024 and firm up to 2.7 percent
in 2025. The growth rates for 2024 and 2025
show an upgrade of 0.1 percentage point over
the January 2024 projections, mainly reflect-
ing a 0.7 percentage point increase in South
Africa’s projected growth. Due to South Afri-
ca’s larger weight in the region, the upgraded
growth forecast offset the combined effect
of downward revisions in Angola, Botswana,
Lesotho, Zambia, and Zimbabwe.

Growth outlook also varies according to eco-
nomic groupings, reflecting differences in degree
of exposure to underlying economic uncertainties:
e For non-resource-intensive economies,

growth is projected to improve from an esti-

mated 4.8 percent in 2023 to 5.3 percent in

2024 and 5.6 percent in 2025. This growth is

underpinned by increased public investments

in major growth sectors and substantial capital
outlays on critical public infrastructure includ-
ing electricity, transport, and logistics.

e The average growth rate for tourism-
dependent economies is projected to decel-
erate from 5.8 percent in 2023 to 4.7 percent in
2024 and further to 3.9 percent in 2025. This
deceleration reflects the stabilization of tourism
numbers to trend levels, with projected slower
economic growth in Mauritius and Seychelles
as the key driver for the group.

e Average growth in oil-exporting countries is
expected to decline from an estimated 3.7 per-
cent in 2023 to 3.5 percent in 2024 but could
pick up the pace to 4 percent in 2025. The
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projected slowdown in 2024 reflects lower oil
production targets set by OPEC, lower growth
projections in South Sudan following stop-
pages faced by the main pipeline transport-
ing its crude oil exports through Sudan, and
uncertainty over new mechanisms for Angola’s
oil exports following its exit from OPEC.

e Growth in other (non-oil) resource-intensive
economies on the continent is estimated to
improve strongly from 0.3 percent in 2023 to
2.7 percent in 2024 and consolidate at 3.3 per-
cent projected for 2025. The sharp increase in
growth will be driven largely by the rebound in
China’s demand for metals and minerals linked
to expansions in smart grids and construction.
The dynamics of Africa’s macroeconomic fun-

damentals have remained mixed amid consider-

able challenges. Average consumer price inflation
in Africa is estimated to have increased by 3 per-
centage points to 17 percent in 2023, from 14 per-
centin 2022. The increase reflects a combination of
higher local food prices induced by drought-related
domestic supply shortages, liquidity overhangs
from pandemic-induced fiscal and monetary policy
support, and the pass-through effects of currency
depreciation against a strong US dollar propelled
by high interest rates in the United States. Across
regions, the inflation picture is mixed. East Africa

had the highest inflation at 26.5 percent in 2023,

with Sudan leading the way at 245.3 percent. West

Africa had the second highest at 20.3 percent, with

Sierra Leone (46.6 percent), Ghana (40.3 percent),

and Nigeria (24.5 percent) topping the list. North

Africa experienced the highest inflation increase,

driven by rising prices in Egypt and spillover effects

of geopolitical tensions in the Middle East. Central

Africa’s inflation also rose, with the Democratic

Republic of Congo experiencing a 10.3 percentage

point increase to 19.9 percent in 2023. Higher infla-

tion across Africa has eroded the socioeconomic
gains before the COVID-19 outbreak.

Fiscal deficits are expected to slightly widen
before reaching prepandemic levels, but uncer-
tainties remain high. Average fiscal deficits on
the continent increased marginally to 5 per-
cent of GDP in 2023 from 4.9 percent in 2022,
reflecting slight widening of the primary balance
from 1.6 percent of GDP in 2022 to 2.1 percent of
GDP in 2023 as countries continue to implement
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measures to mitigate the effects of rising food
prices amid falling energy sector revenues. Oil-
exporting countries are expected to see a budget
deficit increase in 2024, while other groups should
experience a gradual reduction.

The average current account deficit is pro-
jected to widen from an estimated 1.7 percent of
GDP in 2023 to 2.0 percent of GDP in 2024 and
2025, respectively. The projected widening in the
average current account deficit reflects expecta-
tions that oil prices will remain relatively elevated
and stabilize at around $77 per barrel, with net oil-
importing economies severely affected. However,
these projections—respective improvements of
0.2 percentage points and 0.1 percentage point
over the January 2024 forecast for 2024 and
2025—reflect the rebound in global trade and
the boost to China’s commodity imports as its
construction sector stabilizes and resilience in its
domestic economy is aided by recovering invest-
ments and firm consumer spending, which could
benefit Africa’s commodity exporters.

The depreciation of African currencies persisted
in 20283, albeit to a lesser extent than in 2022. Under
pressure from sustained high global interest rates
and continued global uncertainty fueled by geopo-
litical and trade tensions, most African currencies
depreciated further against a stronger US dollar in
2023. For instance, Nigeria’s exchange rates depre-
ciated by 95.6 percent in 2023. This depreciation
largely reflected a correction following reforms in the
foreign exchange market in June 2023, which led to
the floating of the Naira. Other countries with large
currency depreciation rates included Angola, Malawi
and Zambia. These countries have experienced lim-
ited foreign currency liquidity on the market, and in
Angola, the situation was exacerbated by lower oil
prices and the end of the moratorium by Chinese
creditors. The depreciation in Zambia was further
compounded by weak market sentiment due to
protracted debt restructuring process. However,
due to their total or partial peg to the euro, which
regained some strength against the dollar in 2023,
the CFA franc, the Moroccan dirham, the Cabo
Verdean escudo, the Sao Tomé and Principe dobra,
and the Comorian franc pared their earlier losses
and gained slightly against the US dollar in 2023.

Public debt is declining but still above pre-
pandemic levels, highlighting the persistence of
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the debt burden on the continent. Africa’s median

public debt ratio, which rose from 54.5 percent

of GDP in 2019 to 64 percent in 2020, stabilized
at around 63.5 from 2021-23 and is expected to

decline further to around 60 from 2024 —halting a

decade long upward trend. While debt levels have

stabilized across the continent with relative improve-
ment in fiscal positions, the ratio remains high
and above prepandemic levels in many countries
where public finances have been volatile due to the
unprecedented shocks. The debt overhang reflects
the burden of Africa’s indebtedness in the face of
government actions to support pandemic-stricken
economies and to cushion households against high
food and energy costs and the higher cost of bor-
rowing induced by Russia’s invasion of Ukraine.

The main downside risks to the outlook include
the following:

e Persistent inflationary pressures in many Afri-
can countries could put further pressure on
African economies by further lowering real
wages and keeping interest rates high.

e The protracted gridlock in trade and investment
and attendant effects stoked by rising geopo-
litical tensions and polarization have upended
Africa’s growth, and further escalation could
jeopardize the continent’s economic recovery.

e Higher commodity prices could ignite a new
wave of inflation, upend the decline in pov-
erty, and delay the process of monetary policy
easing on the continent, which in turn could
jeopardize the positive economic outlook.

e |ncreased regional conflicts and political insta-
bility in some countries have imposed untold
human suffering and large social and eco-
nomic costs. Left unresolved, these conflicts
will exacerbate the already dire humanitarian
and socioeconomic situations, with long-term
conseqguences for economic and macro-
economic stability in these economies.

e Climate shocks constitute yet another impor-
tant downside risk to growth recovery in Africa.
Indeed, climate change poses grave threats to
countries across Africa—but especially transi-
tion states.

Potential upside risks include, inter alia:

e Further traction of the recent positive trend in
fiscal consolidation and progress in debt struc-
turing, improved global market conditions, and
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a decline in risk premia for African countries’

debt. Combined, these factors could stimulate

investors’ confidence, thereby stimulating eco-
nomic growth.

e Renewed investment and capital accumulation
to further boost the pace of structural transfor-
mation could strengthen growth prospects.

e The return to a lower policy rate environment
in advanced economies and some emerging
markets could ease the cost of capital and limit
capital outflows and other macroeconomic
shocks in Africa, with attendant benefits for
medium-term economic growth prospects.

A mix of short-medium term and long-term
policies are needed to address Africa’s macro-
economic challenges and put economies back on
the path of sustained, higher growth.

In the short term

To achieve faster disinflation and anchor inflation
expectations at minimal cost to the economy
requires tailored monetary policy adjustments. In
economies with high core inflation, central banks
should keep policy rates high enough to ensure
that inflation expectations remain firmly anchored
to reverse the upward trend. Many African coun-
tries where domestic demand pressures are acute
or inflation is very high, such as Egypt, Ethiopia,
Ghana, Malawi, Nigeria, and Zimbabwe, need to
tighten monetary policy quickly and decisively to
reduce cost on rising inflation on the economy and
households.

Promoting local production and diversifying
import sources are key to addressing rising food
prices. Supporting African smallholder farmers
can trigger an agricultural revolution to feed Africa,
especially in urban areas. African countries need
to provide farmers with broad access to affordable
finance, improved food production technologies
(especially certified seeds adapted to extreme
climatic conditions), and large-scale systematic
extension and mechanization services to increase
food production and thus stabilize food prices in
the short to medium term.

Implementing governance reforms and strength-
ening debt management capacity are key to
reducing the burden of public debt—as is the
efficient use of borrowed resources. Countries
need to increase debt transparency by improving
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the collection, reporting, and management of
debt statistics and strengthening the monitoring
of state-owned enterprises to reduce fiscal risks
from undisclosed debt and contingent liabilities.
Good governance also forms the basis for broader
economic reforms. Efficient use of borrowed
resources through investment in growth-creating
sectors and infrastructure will further unlock the
economic potential of African economies.

Addressing exchange rate pressures should be
a key short-term policy priority. The depreciation
of currencies in African countries has continued
despite various measures to stabilize the exchange
rates, largely because the pressure is externally
induced. In countries with floating exchange rates,
currencies should therefore be allowed to adjust as
much as possible, since trying to resist movements
based on fundamentals could have adverse sec-
ondary consequences on the economy. In coun-
tries with pegged exchange rates, monetary policy
must be aligned with that of the anchor country to
maintain external stability and avoid further losses
in foreign exchange reserves as they intervene to
preserve the exchange rate parity.

In the medium to long term

Reforming the current global financial architec-
ture can make it fit for African countries’ financ-
ing needs. And expanding the representation of
developing countries will improve decisionmaking,
increase transparency, and reduce the cost of
capital. The resulting additional finance mobi-
lized for development could help alleviate fiscal
pressures on African countries, promote macro-
economic stability, boost market confidence, and
reduce borrowing costs.

With elevated public debt choking many coun-
tries, scaling up domestic resource mobilization
should be a top policy priority for African countries
to accelerate structural transformation. In addition
to improving debt management and fighting illicit
financial flows, a multidimensional approach is
needed to improve the collection and retention of
resources generated domestically. To tackle illicit
international flows, the measures include tighten-
ing financial regulations by imposing transparency
and putting the burden of accountability on finan-
cial institutions.
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Creating an enabling environment is crucial for
attracting and scaling up external financial flows as
complementary sources of development financing
to accelerate Africa’s economic transformation.
Although domestic resources will remain an integral
and larger part of financing Africa’s economic trans-
formation, external financial flows will be essential
as complementary sources of funding for develop-
ment needs. Africa has performed relatively well in
attracting foreign direct investment (FDI) but much
of this investment has been in extractive sectors
and limited to few mostly large economies. African
economies need to implement structural policies
and create a supportive macroeconomic environ-
ment to attract more quality and stable FDI and pre-
dictable official development assistance to reap the
growth dividends of external financial flows.

Accelerating structural reforms is essential to
build resilient economies. The prolonged growth
volatility in Africa in the aftermath of the COVID-
19 pandemic, coupled with the decline in income
growth, clearly calls for prioritizing structural
reforms to strengthen the continent’s resilience
to shocks. In countries where growth volatility is
largely due to monopolies in the energy sector—
one of the main causes of power generation inef-
ficiencies and related bottlenecks—liberalizing the
energy sector should be a priority. In an environ-
ment where gaps in development financing remain
large and financing conditions tight, budget
spending should be reprioritized to redirect it to
growth-enhancing public investment projects.
Countries must also prioritize climate adaptation
policies to improve their resilience to climate-
related disasters and thus strengthen resilience.

MACROECONOMIC
PERFORMANCE AND
PROSPECTS

Growth performance and outlook

Africa’s growth performance remains volatile,
with entrenched structural challenges and
susceptibility to shocks

Average growth in real gross domestic product
(GDP) decelerated to an estimated 3.1 percent
in 2023 (figure 1.1). This rate is a deceleration of
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FIGURE 1.1 Real GDP growth, by world region, 2020-25
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Monetary Fund’s World Economic Outlook, April 2024.

1.0 percentage point from 4.1 percent recorded in
2022. It reflects persistently high food and energy
prices on the back of sustained impact of Russia’s
invasion of Ukraine, weak global demand weigh-
ing down on exports performance, the impact of
climate change and extreme weather events on
agricultural productivity and electricity generation,
and pockets of political instability and conflicts in
some African countries. The slowdown was com-
pounded by monetary policy tightening aimed at
bringing inflation down amid depreciation pres-
sures on exchange rates in several countries.
Although the growth deceleration was broad-
based, affecting Africa’s five regions, East Africa
was the most affected as the conflict in Sudan
raged on and continued to destabilize economic
activity with spillover effects across the region.
The impact of the conflict on Sudan’s econ-
omy appears to be much deeper than previously
assessed, with a contraction in real output increas-
ing more than three times to 37.5 percent in 2023,
from the 12.3 percent in the January MEO 2024.2
The conflict is also having a significant contagion
impact, particularly in neighboring South Sudan,
which relies heavily on the former’s pipelines and
refineries, as well as port infrastructure for oil
exports. Oil contributes about 90 percent to South
Sudan’s revenue and almost all of its exports. The
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Despite the
continuing
headwinds, more
than half of African
countries (31) had
higher real GDP
growth rates in
2023 than in 2022

adverse impact of the conflict in Sudan is evident
in growth estimates for Africa. Excluding Sudan,
average GDP growth for Africa is estimated to
be 0.6 percentage point lower in 2023 relative to
2022, compared with 1.0 percentage point with
Sudan included. Even more telling, the growth esti-
mates for East Africa excluding Sudan increase to
5.7 percent in 2023 from 5.4 percent in 2022 com-
pared with a growth of 1.5 percent when Sudan’s
deep contraction is factored in.

Despite the continuing headwinds, more than
half of African countries (31) had higher real GDP
growth rates in 2023 than in 2022, with six (6) of
them—Burkina Faso, Djibouti, eSwatini, Libya, the
Republic of Congo, and South Sudan—showing a
difference in growth rates of more than 2 percent-
age points. In Libya, recording the highest growth
increase of 16.3 percentage points in 2023,
growth was boosted by continued oil production
as the security situation improved. Crucially, fif-
teen (15) countries recorded growth rate in real
GDP of at least 5 percent in 2023. Conversely, real
output in Equatorial Guinea contracted in 2023,
joining Sudan and South Sudan, which have been
in recession since 2019 and 2021, respectively.

Looking forward, economic performance in
Africa is poised to gradually improve. Real GDP
growth is projected to increase to 3.7 percent in
2024 and firm up at 4.3 percent in 2025, as most

FIGURE 1.2 Purchasing Managers’ Index for four of the big
six economies in Africa, 2017-March 2024
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of the effects of the risks that caused the decel-
eration in 2023 begin to subside. The projected
stronger growth in 2024 and 2025 reflects expan-
sions in East Africa (by 3.4 percentage points),
Southern Africa (by 0.6 percentage point), and
West Africa (by 0.6 percentage point)—and in 40
countries. However, 17 countries are expected to
post growth rates higher than 5 percent in 2024,
up from 15 in 2023, and the number could rise to
24 the following year. In 12 countries, the projected
output expansion in 2024 will be below 1 percent-
age point than in 2023, meaning a slowing pace
of growth in these economies. Despite the higher
projected growth in the short to medium term, the
dynamics of the conflict in Sudan remain fluid, and
this is likely to weigh on Africa’s average growth,
particularly if the depth of the recession in that
country and its contagion to South Sudan and the
broader East Africa region deepens.

Despite the slowdown in Africa’s estimated
average growth rate in 2023, the continent is still
ranked the second-fastest growing region after
Asia. The growth projections for 2024 and 2025
also indicate that the continent will retain this posi-
tion. The International Monetary Fund’s April 2024
edition of the World Economic Outlook (WEO)
estimates global growth to average 3.2 percent
in 2023, led by Asia at 4.7 percent (see figure
1.1). The WEO projects global growth to stabi-
lize at 3.2 percent in 2024 and 2025, while Asia’s
growth is projected to decline to 4.3 percent in
2024 and 2025. With Africa consistently posting
the second-fastest growth rate globally in the last
four decades, several African countries have been
ranked among the top 20 fastest-growing econo-
mies globally. But average growth in the continent
is still too low and insufficient to engender a faster
economic transformation and convergence to
higher income regions, as Asia experienced from
1970 to 2016, when its share in world industrial
production increased tenfold from 4 percent to
40 percent.

The estimated slowdown in Africa’s real output
growth in 20283 is corroborated by other high
frequency indicators of economic activity. For
instance, the Purchasing Managers’ Index (PMiI)
in three of Africa’s top six economies declined
in 2023 (figure 1.2). The PMI was 47.9 in Egypt,
48.1 in Kenya and South Africa, 49.3, all below the
50 benchmark, showing weakening of economic
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FIGURE 1.3A Global capital market indicators, 2021-March 2024
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activity. The decline in the PMI in these countries
was attributed to several factors including weak
domestic currencies, high input prices and infla-
tion, suppressing demand. In Kenya (-2.3 percent)
and South Africa (-3.0 percent), the PMI value in
2023 deteriorated further from the average value
in 2022. And although the PMI improved in Egypt
in 2023, the reading remained below 50, signaling
continued weakness in economic activity. Mean-
while in Nigeria, the PMI dropped to 50.4 in 2023,
from 53.9 in 2022, due to heightened inflationary
pressures and a weak domestic currency weigh-
ing on economic activity.

Global financial markets were calmer in 2023
than in the previous year after adjusting to the
shock following Russia’s invasion of Ukraine,
causing a significant dip in sentiments and height-
ened volatility (figure 1.3a). The Global Senti-
ment Index was relatively stable in 2023 (figure
1.3b), compared with the volatility in 2022, largely
reflected in the relative stability in global financial
markets. Global financial market conditions have
also benefited from the receding inflationary pres-
sures in advanced economies and some major
emerging market economies. More recently, the
global financial markets appear to have com-
menced a strengthening phase in the first quarter
of 2024, mirroring improving investor sentiment.
The strengthening of global markets could be
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FIGURE 1.3B Global capital markets index volatility, 2020-23
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attributed to the expectations of higher economic
growth in 2024 relative to the previous year.
Although global commodity prices fell in 2023,
they remained high relative to the immediate
period before and during the peak of the COVID-
19 pandemic (figure 1.4). While average energy
and food prices declined in 2023 by about 30 per-
cent and 9.2 percent, respectively, from 2022,
they were about 100.3 percent and 34.7 percent
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FIGURE 1.4 Global commodity price indices, January 2020-March 2024
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higher than the level in 2020. The decline in
average energy and food prices last year largely
reflected subdued global demand. The receding
trend in commodity prices continued even after
the eruption of the conflict in the Middle East in
October 2023 and sustained attacks on ships
by Houthis rebels in the Red Sea in the last six
months. Energy and food prices were respectively
lower 3.0 and 2.5 percentage points on average
during the last two quarters to March 2024, com-
pared with the third quarter of 2023.

The short-term outlook of commodity prices
remains highly uncertain. The evolution of energy
prices will be shaped largely by a combination of
global demand and supply conditions, geopolitical
tensions, and decisions by OPEC+.3 While OPEC
estimates in March 2024 show that demand for oil
would grow by 2.2 million barrels a day in 2024,
geopolitical tensions and attacks in the Red Sea
pose risks to energy supply and prices. And
although food prices are expected to continue
a downward trend facilitated by demand mod-
eration amid increased supplies of major crops,
particularly corn and soybeans, supply chain dis-
ruptions and effects of extreme weather events
including the effects of El Nifo, on agricultural
output remain a major risk to this outlook.

Unlike real GDP growth, where Africa’s per-
formance compares favorably with most global
regions, trailing only Asia, the continent’s growth
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rate of real GDP per capita has lagged all other
global regions for three consecutive years (figure
1.5). In 2023, estimated real GDP per capita growth
in Africa was 0.7 percent, representing a decline
of 1.0 percentage point from 2022. Moreover, Afri-
ca’s estimated real GDP per capita growth in 2023
trailed Asia, the best performing region, by 3.3 per-
centage points and Europe, the second least per-
forming region, by 0.5 percentage points. This is
a significant setback for a continent that seeks to
achieve income convergence toward advanced
economies. Looking ahead, although real GDP per
capita in Africa is projected to double to 1.4 percent
in 2024 and reach 1.9 percent in 2025, it will still trail
all other regions. At these relatively low real GDP
per capita growth rates, it becomes increasingly
evident that without deliberate sustained policies to
engender structural transformation to spur higher
economic growth, it will take much longer for coun-
tries to transition to higher income categories.

Sectoral and demand-side
decomposition of growth

The decline in GDP growth in 2023 reflects the
slow improvement in private consumption on the
demand side and the vulnerability of the services
sector, which dominates the supply side

While private consumption has for many years
been the driver of growth on the demand side,
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some common factors explain the slow growth
of this component of GDP. These include the per-
sistent negative shocks, the tightening of mone-
tary policy and the erosion of household incomes
due to inflation pass-throughs that weigh on their
purchasing power. Consequently, the contribu-
tion of private consumption to real GDP growth of
3.1 percent increased only modestly from 1.5 per-
cent of GDP in 2022 to 1.7 percent in 2023 as
the weight of these factors rose (figure 1.6). In
2024, the contribution is projected to increase to
2.4 percent and maintain the growth momentum
in the medium term. However, the positive trajec-
tory in private consumption may be scaled down
with the increasing cost of living caused by struc-
tural challenges and inflation pass-throughs that
affect household incomes.

The contribution of net exports marginally
declined by 0.1 percent between 2022 and 2023,
reflecting the weakening of the domestic curren-
cies which contributed to less than proportionate
improvement in export growth than the reduction
in imports. In 2024-25, the contribution of net
exports is projected to decline by an average of
0.1 percent due to the expected strengthening
of the domestic currencies thus expanding the
imports. On the other hand, investment growth
declined from a contribution of 1.7 percent in 2022
to negative 0.2 percent in 2023 but is projected

FIGURE 1.5 Growth of real GDP per capita, by world
region, 2020-25
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to improve to 1.0 percent in 2024-25 to support
GDP growth. The growth momentum expected
in the medium term for investment could be sup-
ported through private sector growth and policy
reforms expected to attract both domestic and
foreign direct investment.

FIGURE 1.6 Demand-side decomposition of GDP growth, 2018-25
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The contribution

of agriculture to
real GDP growth is
estimated to have
marginally declined
from 0.5 percent in
2022 to 0.4 percent
in 2023 while
industry remained
unchanged at

0.6 percent

The service sector is the main driver of growth
on the supply side despite a decline in contribu-
tion from 2.9 percent in 2022 to 2.3 percent in
2023. The decline was due to exposure of the
sector to a confluence of global shocks such as
the geopolitical tensions and the slowdown of the
global economy constraining tourism and terror-
ist attacks in the Red Sea which have disrupted
shipments and trade. The influential role of the
services sector is projected to remain in 2024 and
2025 despite the elevated downward risks for the
sector. The renewed geopolitical tension in the
Middle East and prolonged effects of Russia’s
invasion of Ukraine could further constrain tourism
services and logistics, investments in the sector,
and export growth of services such as transport,
finance, and ICTs.

The contribution of agriculture is estimated to
have marginally declined from 0.5 percent in 2022
to 0.4 percent in 2023 while industry remained
unchanged at 0.6 percent (figure 1.7). The decline
in agriculture was due to climate challenges such
as droughts that affected yields while industry
continues to face structural challenges such as the
skills mismatch, high cost of capital, low internet
access, and weak governance, among others, all
discouraging investment. In 2024-25, agriculture
is projected to improve by an average of 0.7 per-
cent and industry by 1.2 percent as the impact

of climate change eases in several countries in
the region. This is premised on improved climatic
conditions and the ongoing policy interventions to
improve agricultural productivity in countries such
as Kenya, Ethiopia, Nigeria, and South Africa. But
downward risks to both agriculture and industry
remains, including the negative effects of climate
change, the escalation of global tensions that may
affect imports of fertilizers and equipment, and the
uncertainty limiting capital inflow to the productive
sectors. Targeted policy interventions to improve
productivity are required to build the resilience
of the supply-side factors to cushion countries
against emerging shocks.

Growth performance and outlook
across-regions and countries

Expected improvements in economic
performance with cross-regional variations
East Africa is expected to maintain its position
as Africa’s fastest growing region, with real GDP
growth for the region projected to rise from an
estimated 1.5 percent in 2023 to 4.9 percent in
2024 and 5.7 percent in 2025, respectively (figure
1.8). The downward revision of 0.2 percentage
points for 2024 from the January 2024 MEOQO fore-
cast is attributable to the economic contraction
in Sudan and South Sudan. The 4.2 percentage

FIGURE 1.7 Sectoral decomposition of GDP growth, 2018-25
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point markdown to Sudan’s growth since the
January 2024 MEO reflects the persistence of
the country’s devastating civil conflict that has
severely reduced vital agricultural output and
caused extensive destruction to critical industrial
capacity as well as major logistic infrastructure
and supply chains, resulting in significant impedi-
ments to foreign trade and exports.

Combined with the collapse of the key com-
merce and financial sector, Sudan continues
to grapple with substantial capital flight and an
80 percent decline in state revenues. Its economy
is projected to contract by 5.9 percent in 2024
before growing by a tepid 0.5 percent in 2025
while that of South Sudan could contract further in
2024 by 5 percent before posting modest growth
of 1 percent in 2025. The 9.6 percentage point
downward revision to South Sudan’s growth from
the January 2024 projection reflects the effects of
rising domestic insecurity and the spillover of the
conflict in neighboring Sudan, both of which have
caused substantial disruptions to key crude oil
exports and impeded livelihoods, trade, and food
assistance delivery in a South Sudanese economy
already grappling with severe humanitarian needs
stemming from internal conflicts along with the
rising frequency and severity of adverse weather
events.

For the region, the economic slowdown in
both countries is expected to be mitigated by
the anticipated strong economic performance
of 5 percent or higher in Ethiopia (6.7 percent),
Rwanda (6.5 percent), Djibouti (6.2 percent),
Uganda (6 percent), Tanzania (5.7 percent), and
Kenya (5.4 percent). For these countries, the
forecast growth acceleration in 2024 will be bol-
stered strong government spending and strategic
investments to improve in-country connectivity
and facilitate trade with neighboring nations, cou-
pled with ongoing efforts to modernize agricultural
production and boost productivity in the services
sector.

Growth in Central Africa is expected to mod-
erate from 4.3 percent in 2023 to 4.1 percent in
2024 before improving to 4.7 percent in 2025. The
forecast upgrade for 2024 of 0.5 percentage point
over the January 2024 projections for the region
is attributable to stronger-than-expected growth
in Chad and the Democratic Republic of Congo
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FIGURE 1.8 GDP growth in Africa, by region, 2022-25
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(DRC). Growth in Chad is projected at 5.2 percent
in 2024 and 5.3 percent in 2025, with an upward
revision of 1.3 percentage point for 2024 since the
January 2024 MEQ. The upward revision reflects
enhanced oil recovery from existing production
units, asset optimization, and new exploration and
development of Chad’s substantial oil and gas
resources, as well as planned injection of funds
generated from improved domestic resource
mobilization toward improvements in infrastruc-
ture and provision of public services. In the DRC,
growth is projected at 5.7 percent in 2024 before
moderating slightly to 5.6 percent in 2025. The
respective upward revisions of 1 and 0.3 percent-
age points for 2024 and 2025, from the January
2024 MEOQ forecasts, reflect the DRC’s increased
mobilization of external revenues in financing
essential investments in energy and infrastructure
projects. Authorities in the DRC seek to build on
recent strong extractive industry performance and
advance oil and gas exploration, transport, pro-
cessing, and distribution for the country’s devel-
opment to previously unserved areas.

Growth is projected to pick up in West Africa,
rising from an estimated 3.6 percent in 2023 to
4.2 percent and 4.4 percent in 2024 and 2025,
with an upgrade of 0.3 percentage point for 2024
over the January MEO projections. Among major
economies in the region, there are upgrades
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in 2024 of 1.1 percentage point for Senegal,
0.6 percentage point for Ghana, 0.3 percent-
age point for Nigeria, and 0.3 percentage point
for Cote d’lvoire. In Senegal, the growth upgrade
for 2024 reflects rising export revenues thanks to
increased production of natural gas and crude
oil following the completion of key phases in two
major hydrocarbon projects. The upward revision
for Nigeria reflects recovering oil production and
fiscal reforms to boost non-oil revenue. The fore-
cast revision for Ghana reflects the carryover from
stronger-than-expected growth in the last quar-
ter of 2023 and the boost to private consump-
tion stemming from exchange rate stability as the
country’s authorities implement an economic pro-
gram aimed at restoring macroeconomic stability
and securing debt sustainability.

In North Africa, growth is projected to decline
from an estimated 4.1 percent in 2023 to 3.6 per-
cent in 2024 and 4.2 percent in 2025, with a
downward revision of 0.3 percentage point for
2024 since the January 2024 MEO. Apart from
Libya, Morocco, and Tunisia, growth is revised
downward by between 0.2 to 0.9 percentage
points for all other countries in the region. While
Egypt has managed to secure multilateral fund-
ing and international guarantees to clear foreign
exchange shortages and mitigate any near-
term risk of default, high inflation and strict fiscal

FIGURE 1.9 GDP growth in Africa, by country group, 2022-25

Percent

10

W 2022 W 2023 (est.) M 2024 (proj.) @ 2025 (proj.)

8
6
4
0 I
Qil Other Non- Tourism Low Middle Africa
exporters  resource  resource- dependent income income
intensive  intensive
Source: African Development Bank statistics.
CHAPTER 1

tightening continue to constrain economic perfor-
mance. So, its growth is projected at 3.3 percent
in FY2023/24, 0.4 percentage point lower than
January 2024 MEQO forecast.

Growth in Southern Africa is projected to pick
up slightly from an estimated 1.6 percent in 2023
to 2.2 percent in 2024 and 2.7 percent in 2025,
with an upgrade of 0.1 percentage point for both
periods over the January 2024 forecast. Down-
ward growth revisions for Zimbabwe (1.6 percent-
age point), Lesotho (0.9 percentage point), Angola
(0.2 percentage point) and Zambia (0.2 percent-
age point) could be offset by a projected doubling
of growth in South Africa and sustained higher
growth in other countries. For Zambia, the down-
ward revision in its growth forecast reflects the lin-
gering impacts of a recent cholera outbreak that
coincided with the country’s worst drought in two
decades, devastating nearly half of its key maize
output and inducing increased rationing of elec-
tricity across the country. More than 80 percent
of Zambia’s electricity supply is from hydropower
plants. Zimbabwe also faces similar conditions
as the El Nifio drought reduced the power supply
from the Kariba dam that the country shares
with Zambia. The drought has also hit tobacco
production, with reduced crop quality and
depressed sales having severe consequences
for the incomes of many smallholder farmers. The
adverse weather conditions are also expected
to halve the country’s cereal harvest and reduce
food security for some 3 million citizens. Growth in
the region’s economic powerhouse, South Africa,
is projected at 1.3 percent in 2024 and 1.6 per-
cent in 2025, with a slight upward revision of
0.2 percentage point for 2024 since the January
2024 forecast. Although growth remains tepid in
South Africa, it reflects a significant improvement
from weaker output growth in recent years as the
country’s manufacturing and mining sectors have
struggled with high inflation, energy deficits, and
logistical problems in exporting minerals due to
deteriorating road, rail, and port infrastructure.

Real GDP growth in 2023 and projections
across country groupings for the short to medium
term are in line with the January 2024 MEQO fore-
casts (figure 1.9). For non-resource intensive
economies, growth is projected to improve from
an estimated 4.8 percent in 2023 to 5.3 percent
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and 5.6 percent in 2024 and 2025, respectively.
Economic performance across this country group
will benefit from increased public investments in
major growth sectors (mainly manufacturing and
services) and substantial capital outlays on critical
public infrastructure including electricity, transport,
and logistics (in Rwanda, Burundi, Tanzania, Ethi-
opia, Uganda, Kenya, Djibouti, and Céte d’Ivoire,
in that descending order). Growth for this group
will also be supported by investments aimed at
enhancing productivity and value addition within
the key agricultural sector (Togo, Benin, and The
Gambia).

Average growth for tourism-dependent econ-
omies is projected to decelerate from 5.8 percent
in 2023 to 4.7 percent in 2024 and 3.9 percent
in 2025. The slowdown for this country group
reflects stabilizing tourism numbers at trend levels.
Average growth in oil-exporting countries is
expected to decline from an estimated 3.7 percent
in 2023 to 3.5 percent in 2024 before improving to
4 percent in 2025, a downward revision of 0.1 per-
centage point for 2024 and an upward revision of
0.1 percentage point for 2025 from the January
2024 forecast. The downward revisions for 2024
are mainly attributable to temporarily lower oil pro-
duction targets set by Organization of the Petro-
leum Exporting Countries (OPEC) for Nigeria, and
uncertainty regarding new mechanisms for Ango-
la’s oil exports following its exit from OPEC amid
disputes over production quotas and steadily
declining output.

Growth in other resource-intensive econ-
omies on the continent is expected to remain
steady and in line with the January 2024 MEO
projections. This group is estimated to grow from
0.3 percent in 2023 to 2.7 percent in 2024 and
3.3 percent in 2025. Improved growth for this
group will be largely driven by China, where strong
demand is linked to expansions in smart grids and
construction.

Downside and upside risks to the
growth outlook

The projected economic recovery could
strengthen as long as the global economy
remains resilient, fiscal consolidation measures
across the continent continue, efforts to reduce
inflation are sustained, and recent progress on
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debt restructuring is extended to other countries.
However, Africa’s current economic performance
and prospects are affected by many downside
risks, including higher inflation if not addressed,
an escalation of geopolitical tensions and regional
conflicts, and climate change that could reverse
the projected economic recovery.

Downside risks

Persistence of inflationary pressures in many
African countries could put further pressure on
African economies. The persistence of inflation-
ary pressures is a key risk and one of the driving
forces explaining Africa’s economic performance
and prospects. These inflationary pressures, due
to increases in food and energy prices triggered
by the COVID-19 pandemic and exacerbated by
Russia’s invasion of Ukraine, continued to weigh
on the continent’s economic performance in 2022
and 2023. To combat the rise in inflation and
persistent inflationary pressures, several African
countries have taken a cue from advanced econ-
omies and tightened monetary policy, but the
results are yet to materialize and may be mixed,
depending on structure of their economies and
degree of exposure to global shocks. Sustained
higher inflation could trigger successive waves of
interest rate hikes, which could jeopardize the pre-
dicted economic recovery.

Rising geopolitical tensions and polarization could
Jeopardize global trade and international invest-
ment. As tensions in the Middle East remain ele-
vated and risks of a full-blown regional conflict are
not discounted and international trade routes are
becoming increasingly under threat (as with the
Al-Mandab strait), trade flows are disrupted, caus-
ing supply chain problems worldwide and raising
the cost of transshipment. While the World Con-
tainer Index price fell by 25 percent from its Janu-
ary 2024 peak, it is still twice the value for Decem-
ber 2023. Ensuing economic stress from trade
disruptions may spill over to financial and com-
modity markets and reduce FDI, while increasing
uncertainty, political instability, and risk premia
across Africa as capital flows to safer jurisdictions.
A new wave of higher inflation and subdued eco-
nomic growth may also hit the global economy,
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with dire consequences for African economies
already struggling with multiple decade-long high
inflation. According to IMF estimates, all African
regions except North Africa could experience a
permanent decline of up to 4 percent of GDP after
10 years due to geopolitical tensions and stand
to lose an estimated $10 billion of FDI and official
development assistance (ODA) inflows.*

Higher commodity prices could ignite a new
wave of inflation and upend the decline in pov-
erty. Commodity prices have caught a substan-
tial headwind from the Fed’s and ECB’s planned
rate cuts and geopolitical tensions. Oil prices
have risen by 25 percent from their late 2023
lows, a trend reinforced by OPEC+ confirming
its current production policy of caps, which has
already tightened oil supply and helped prices
move higher. Oil prices are key contributors to
rising consumer price indexes worldwide. Basic
input to industrial production such as metals,
especially copper and aluminum, have also
seen renewed price increase in recent months.
Higher commodity prices may also delay much
anticipated policy rate cuts in developed econ-
omies, especially in the United States, where
energy prices are key drivers of policy rates,
and this could lower global economic growth.
These developments heighten the risk of tilting
the world economy off its disinflationary path
and could hit Africa’s most vulnerable countries
where food and energy make up a large share
of household consumption. A deepening of these
risks could thus dampen prospects for Africa’s
projected economic recovery.

Increased regional conflicts and political instability
in some countries. Regional conflict and political
instability could impose large economic and social
costs. They could also increase countries’ fragility
and strain public finances by lowering revenues
and raising defense spending, shifting resources
away from development and social support. As
seen recently, political instability triggered by
unconstitutional changes of government elicits
sanctions from regional and international commu-
nities, depressing economic activity due to trade
disruptions and a loss of investors’ confidence. If
political paralysis persists, the cost to economies
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could be large and prolonged. For instance, recent
military coups in Burkina Faso, Gabon, Guinea,
Mali, and Niger and coup-related sanctions from
regional blocs have disrupted economic activity
and imposed heavy social costs. Political instabil-
ity and concerns over human rights violations have
led to the Central African Republic, Gabon, Niger,
and Uganda losing benefits from the US African
Growth and Opportunity Act. The loss of the ben-
efits has consequences for import prices and the
export of more than 1,800 products with duty-
free access to the US market. Internal conflicts
and violence could also result from rising prices
for fuel and other commodities due to weaker
domestic currencies and reforms. For instance,
the removal of fuel subsidies in Angola, Ethiopia,
Kenya, and Nigeria and the resulting social costs
have led to social unrest driven by opposition to
government policy.

Climate shocks. Unfavorable climate and weather
events are another important risk factor for Africa’s
growth prospects. These adverse events pose a
serious threat to African countries, but especially
to countries in transition, and can exacerbate fra-
gility and undermine development prospects. For
example, El Nifio-related rainfall anomalies are
leading to excessive drought in Southern Africa
and are likely to result in below-average harvests
this year. In general, African countries suffer more
from floods, droughts, storms, and other climate-
related shocks than other countries but contrib-
ute the least to climate change. Recent empirical
studies show that climate change causes more
lasting macroeconomic costs in emerging African
countries, with cumulative GDP losses reach-
ing around 4 percent three years after extreme
weather events. In comparison, the loss in other
countries is around 1 percent.®

Upside risks

Continuing fiscal consolidation and renewed
economic growth to improve African public
finances. Fiscal consolidation measures, a pro-
jected rebound in economic growth making room
for greater fiscal revenues, and private creditors
taking steps for debt restructuring are the main
contributors to the improving fiscal outlook. In
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Zambia, for instance, the “official sector” credi-
tor committee led by China signed in June 2023
a memorandum to restructure $6.3 billion of
the country’s debt. In March 2024, the authori-
ties reached an agreement with bondholders to
restructure more than $3 billion sovereign debt.
Ghana is also making steady progress with debt
restructuring, and its Extended Credit Facility with
the IMF is on course. As a result of these tail-
winds, Africa’s debt-to-GDP ratio is projected to
decline to around 60 percent in 2024 from around
63.5 percent in 2021-23, halting an almost
decade-long increase. If the positive trend per-
sists and global market conditions improve, Afri-
can countries could see sovereign interest rates
decline, stimulating economic growth as their risk
premia decline accordingly.

Continued structural transformation and renewed
capital accumulation to promote sustainable
economic growth. Structural transformation,
defined as the shift from low-productivity to high-
productivity sectors, is slow but progressing in
Africa. While Africa’s labor productivity grew by
1.26 percent over 1990-2021, half of it came from
labor reallocations to higher productivity sectors.
The shift in labor is contributing to raising GDP per
capita by sustaining an increase in domestic pro-
duction, not just aggregate demand, which also
helps to build resilience to external shocks. For
instance, the share of agriculture in Africa’s econ-
omy declined from 55.7 percent to 42.7 percent
over 1990-2021, if with marked cross-country
differences. Productivity growth could be further
enhanced by private investment and public infra-
structure projects, and as increased production
capacity lowers inflation, interest rates could start
declining. A virtuous cycle of between- and within-
sector productivity growth could lift real wages,
opening space for savings mobilization needed to
fund the long-term capital accumulation of both
public and private sectors.

Lower policy rates in advanced economies and
some emerging markets lift economic growth.
As disinflation continues in advanced economies
and some emerging economies, leading cen-
tral banks such as the European Central Bank
(ECB) have signaled incoming cuts to their policy
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rates in 2024. The likelihood of imminent mone-
tary policy easing is reinforced in the Euro area
by faster disinflation than expected and sub-
dued economic growth in the region’s two larg-
est economies, Germany and France. A cooling
labor market in the United States could ease the
labor market and weaken underlying inflation-
ary pressures, and such developments could
allow the Fed to push ahead with its monetary
easing plan much sooner than expected. The
Fed’s readiness to accommodate higher inflation
in the face of deteriorating fiscal health is also
favoring monetary policy easing despite record
high equity and home prices. A wave of rate cuts
would revive credit growth in both regions, boost
consumer sentiment, alleviate pressure on public
debt servicing, and reinforce global growth.
Africa would directly benefit from rebounding
global growth as the two regions combined rep-
resent 40 percent of the world’s GDP, 55 percent
of the FDI stock, and about two-thirds of ODA to
Africa.

Asia-led economic growth spilling over to Africa.
At 8.4 percent in the last quarter of 2023, India’s
economy grew at its fastest pace in one-and-half
years. Higher growth in Asia’s third largest econ-
omy was led by strong expansion in manufactur-
ing (+11.6 percent year-on-year) and construction
activity (+9 percent year-on-year). Investment
growth was also above 10 percent for the second
consecutive quarter. In parallel, China’s GDP fore-
casts are being revised up as factory activity, car
sales, and foreign trade firm. Tourism and services
figures are also pointing to a solid recovery in con-
sumer sentiment and consumption in Africa’s larg-
est trading partner. But loans climbing to record
highs and the ongoing contraction in the property
sector are, however, weighing on growth. But
contrary to most advanced economies, China can
rely on ample policy space. The People’s Bank
of China recently signaled strong support for its
existing pro-growth policies, and the government
is pushing ahead with transforming the growth
model toward making structural adjustments,
improving quality, and enhancing performance.
These conditions, underpinning an Asian-led eco-
nomic growth, bode well for Africa’s projected
recovery in the near term.
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OTHER MACROECONOMIC
DEVELOPMENTS,
IMPLICATIONS, AND OUTLOOK

Inflation developments, implications,
and outlook

Inflation remains persistently high and
continues to weigh on African economies
Inflation, on an upward trend in Africa since the
start of the COVID-19 pandemic, is set to remain
high despite aggressive monetary policy interven-
tions started last year. Average consumer price
inflation in Africa is estimated to have increased
by 3 percentage points to 17 percent in 2023,
from 14 percent in 2022, eroding socioeconomic
gains prior to COVID-19 (figure 1.10). The increase
reflects a combination of higher local food prices
induced by drought-related domestic supply
shortages, liquidity overhang from pandemic-
related fiscal and monetary policy stimulus, and

Average consumer
price inflation in
Africa is estimated
to have increased

by 3 percentage  the pass-through effects of currency deprecia-
points to 17 percent  tion against a strong US dollar propelled by high
in 2023. from interest rates in the United States. From 2022 to

2023, inflation rose in 32 African countries. At the

14 percent in end of 2023, 17 African countries had double-digit

2022, eroding
socioeconomic gains
prior to COVID-19

FIGURE 1.10 Consumer prices inflation, 2023-24

Percent

inflation, and this number is expected to remain
high. In three of the six largest African countries
by GDP and population, inflation was above
20 percent in 2023—Egypt (24.0 percent), Nige-
ria (24.5 percent) and Ethiopia (29.2 percent).
But excluding these three countries, the aver-
age inflation rate is estimated to have fallen from
12.6 percent in 2022 to 11.3 percent in 2023 and
is forecast to fall further, reaching single digits of
8.4 percent in 2024 and decelerating further to
6.3 percent in 2025.

Across regions, the inflation picture is mixed.
Despite a decline from 30.8 percent in 2022 to
26.5 percent in 2023, inflation in East Africa was
highest in the continent. A faster decline in inflation
for the region is constrained by Sudan, where infla-
tion was estimated at 245.3 percent in 2023, up
from 164.6 percent in 2022. The ongoing war has
disrupted the country’s economy and led to short-
ages of goods and services, stoking widespread
price increases. Inflation is also touching double
digits in Ethiopia (29.2 percent), Burundi (27.1 per-
cent), South Sudan (16.5 percent), and Rwanda
(14.3 percent). West Africa has the second-highest
inflation, estimated at 20.3 percent in 2023, up
from 16.9 percent in the previous year, with Sierra
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Leone (46.6 percent) and Ghana (40.3 percent)
topping the list, ahead of Nigeria (24.5 percent),
which abolished fuel subsidies early in 2023. This
policy reform drove the price of premium motor
spirit up by 220 percent between November
2022 and November 2023. At 16.3 percent, up
from 8.2 percent in 2022, North Africa recorded
the highest increase in inflation in 2023, driven by
rapidly rising inflation in Egypt, from 8.5 percent in
FY2021/22 to 24 percent in FY2022/23, catalyzed
by geopolitical tensions, which destabilized food
supplies and unsettled global food markets.

Inflation is also on the rise in Central Africa,
though to a lesser extent, rising from 6.8 percent
in 2022 to 10.3 percent in 2023, driven by the
Democratic Republic of Congo, which recorded
an increase of 10.6 percentage points in 2023
on the back of high food prices and a depreci-
ating currency. The weakening of the Congolese
franc is expected to be more moderate in 2024
thanks to the recovery in mineral prices, which
will help prop up export revenues and replenish
foreign exchange reserves and eventually weigh
down on inflation. The transmission of monetary
tightening will also have an impact on prices, after
the Central Bank of Congo sharply hiked its key
rate from 11 percent to 25 percent in October
2023. Only in Southern Africa has the inflation
rate fallen—from 10.8 percent in 2022 to 8.6 per-
cent in 2023, driven by inflation developments in
Angola, Botswana, South Africa, and Zimbabwe.
In Angola, inflation sharply fell by 8 percentage
points to 13.6 percent in 2023, as factors such as
the continued weakness of the currency and the
phasing out of fuel subsidies, which pushed up
inflation last year, subsided. South Africa’s infla-
tion also fell from 6.9 percent in 2022 to its upper
policy limit of 6 percent in 2023, as transportation
costs finally came down.

Inflation is expected to peak in 2024 before
cooling thanks to the expected easing of food
and energy prices and tight monetary policy
Following the aggressive tightening of monetary
policy initiated by most central banks, emerging
and developing economy inflation and global infla-
tion began to decline from their respective 2022
peaks of 9.8 and 7.3 percent to (projected) 8.3
and 5.9 percent by 2024, respectively (figure 1.11).
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FIGURE 1.11 Inflation persists in Africa, more than the rest of

the world, 2020-23
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Falling energy prices and the normalizing supply
chains contribute to falling prices worldwide. In
Africa, by contrast, despite similarly aggressive
monetary policy tightening, inflation remains high
and is weighing on growth and livelihoods. Empir-
ical studies show that an increase in inflation by
one percentage point on the continent translates
into a loss of 0.21 percentage point in the average
growth rate of real GDP (box 1.1). Worryingly, the
trajectory of inflation in both advanced economies
and Africa point to increasing divergence, falling in
the former and increasing in the latter. The outlook
for Africa’s inflation remains bleak, with the average
rate expected to rise from an estimated 17.0 per-
cent in 2023 to 17.8 percent in 2024. The projected
increase is reflected in persistently high food prices
and the imbalance between supply and demand in
both domestic and global food markets.

Monetary policy, implications, and
outlook

African central banks are going against the
global trend by raising interest rates

Higher inflation in Africa has left little room for Afri-
can central banks to begin interest rate cuts simi-
lar to those initiated or envisioned in other regions
of the world. Since the January 2024 MEO, 20
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BOX 1.1 High inflation weighs on Africa’s real GDP growth

The relationship between inflation and real GDP growth is a topic of ongoing debate in macro-
economics. According to the classical view of the “neutrality of money,” an increase in inflation has
little impact on GDP, as inflation increases both prices and wages in the same way. Here, the long-
term impact of inflation on real GDP growth in African economies is examined using panel data
from 52 countries over 2002-22. The empirical assessment shows that a one percentage point
increase in the inflation rate leads to a loss of 0.01 to 0.03 percentage points in the average growth
rate of real GDP (box figure 1.1.1).

The results suggest that implementing macroeconomic policies to reduce inflation rates should
be a priority if African countries want to sustain their projected growth momentum and build resil-
ient economies. As control variables, a high debt-to-GDP ratio has a negative impact on growth,
while greater trade openness and government efficiency have a positive impact on real GDP
growth. For instance, an increase in the debt-to-GDP ratio of one percentage point leads to a loss
of 0.01 to 0.02 percentage points in real GDP growth. As a result, maintaining a higher growth
dynamic also requires further debt restructuring to reduce the debt burden in African countries.

BOX FIGURE 1.1.1 Impact of inflation on real GDP growth

Inflation*** —e—
Debt-to-GDP ratio** o
Trade openness™* —e—
Government effectiveness™* ——A1
-0.04 -0.02 0.00 0.02 0.04 0.06

GDP growth

Source: Staff calculations.

African central banks raised their policy rates
as 5 lowered them (Botswana, Ghana, Guinea,
Mozambique, and Zimbabwe). The remaining
countries left their rate unchanged (figure 1.12).
Among countries that increased policy rates, 6
of the 10 largest economies—Egypt +8 percent-
age points, Nigeria +6 percentage points, Kenya
+2.5 percentage points, Angola +2 percentage
points, Tanzania +1 percentage point, and Cote
d’lvoire +0.25 percentage point—account for
40 percent of Africa’s GDP. African central banks
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are also using the Cash Reserve Ratio (CRR) as
a monetary policy instrument. For instance, while
keeping its policy rate unchanged, Ghana’s cen-
tral bank adjusted the CRR to encourage lending
by banks instead of investing in treasury bills. In
Nigeria, the central bank maintained the CRR for
commercial banks as high as 45 percent of naira
deposits in an effort to control inflation and sup-
port the naira.

The policy impact of these measures in the
noninflation-targeting countries has been less
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FIGURE 1.12 Policy rate differential (percentage points) for Africa 2024-25, excluding Zimbabwe
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effective, and inflationary pressures are esti-
mated to have remained elevated in 2023 com-
pared with the outturn in the inflation-targeting
peers. The forecast in the short to medium term
shows convergence in inflation rates for the two

groups (figure 1.13), but inflation-targeting coun-
tries will need to do more to bring inflation back
to target levels in 2024 and 2025. The differences
in the pace of disinflation across countries reflect
different vulnerabilities to commodity prices and

FIGURE 1.13 Inflation dynamics in targeting and nontargeting countries

Inflation (percent change)
30

25

Non-targeting countries

20

2015 2016 2017 2018 2019 2020

Inflation-targeting countries

Inflation-targeting countries
excluding Ghana and Nigeria

2021 2022 2023 2024 2025
(estimated)  (projected)  (projected)

Note: Inflation targeters are Benin, Botswana, Burkina Faso, Cameroon, Central African Republic, Chad, Demo-
cratic Republic of Congo, Republic of Congo, Céte d’lvoire, Egypt, Equatorial Guinea, Gabon, The Gambia, Ghana,
Guinea-Bissau, Kenya, Liberia, Liberia, Malawi, Mali, Mozambique, Niger, Nigeria, Rwanda, Senegal, South Africa,

eSwatini, Tanzania, Togo, Uganda, and Zambia.
Source: Staff calculations.
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currency volatility, as well as varying degrees of
economic overheating and fiscal dominance. The
effectiveness of traditional tools of monetary policy
in Africa has been weakened by the current nature
of inflationary pressures. The high rate of infla-
tion across Africa is largely structural, driven by
external factors as well as domestic food supply
shocks. In such an environment, sustaining high
policy rates may not be tenable, without impos-
ing a cost on private sector growth, especially for
small and medium enterprises.

By contrast, the high- and middle-income econ-
omies interest rate cutting cycle has started in ear-
nest with seven countries lowering rates in 2024
(Brazil, Chile, Czech Republic, Hungary, Mexico,
Peru, and Switzerland), with the European Central
Bank (ECB) preparing to do so. Only two central
banks have raised rates this year, in Japan and
Turkey. Policy rates have indeed remained high
in both the United States and the euro area since
mid-2023. However, the two regions’ business
cycles are now increasingly diverging, with con-
trasted impacts on African economies. The relative
buoyance of the US economy increasingly ques-
tions the policy rate cuts much expected by the
Fed. This is likely to maintain downward pressure
on African currencies and impede the fight against
inflation in the continent. By contrast, the euro area
economy stagnated in the fourth quarter of 2023,
following a 0.1 percent contraction in the previous
quarter. As a result, the ECB is now expected to
lower rates ahead of the Fed. The ensuing weak-
ening of the euro and sluggish growth in the region
are likely to weigh on Africa’s exports to Europe,
which is Africa’s second main trading partner after
Asia, well ahead of intra-African trade. In Asia, infla-
tion remains elevated. As a result, apart from China
and Vietnam, Asian central banks kept policy rates
equal to or higher than their prepandemic levels.
Policy support in China, combined with forth-
coming rate cuts amid solid growth in other Asian
countries, is likely to benefit Africa and alleviate
pressure on its currencies.

Careful identification of the sources of inflation
and better coordination between monetary and
fiscal policy are needed

The persistently high inflation in Africa despite
aggressive monetary tightening revives the debate
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on the effectiveness of monetary policies. A key
issue is that supply factors are more important
for inflation in Africa—related to recent geopoliti-
cal and commodity price shocks as well as more
structural issues such as low productivity and inad-
equate infrastructure. In addition, supply factors
are expected to become more frequent and per-
sistent in Africa due to geopolitical polarization and
global value chain reconfigurations. Supply shocks
push up inflation and reduce output, presenting an
unfavorable tradeoff between output and inflation
stabilization. Indeed, inflation and output are often
negatively correlated in Africa, in contrast with high-
income countries where demand shocks are more
frequent and the stabilization of inflation also serves
to stabilize output. Targeted supply-side policy
responses that are not necessarily monetary are
then needed, such as deepening trade liberaliza-
tion through intraregional trade or boosting domes-
tic supply and attracting investment. But demand
shocks have also been at play recently, such as
accommodative monetary policy in the wake of
the COVID-19 pandemic and enduring fiscal dom-
inance. Fiscal policy should be aligned with mone-
tary policy, especially if the latter is trying to restrain
aggregate demand. Raising policy rates under
strong fiscal dominance is unlikely to bear fruit but
will further reduce private economic activity. As Afri-
can central banks struggle to bring inflation back to
acceptable levels, monetary and fiscal policy coor-
dination should be given a higher priority in Africa.

Fiscal positions and domestic
resource mobilization

Fiscal deficits are expected to widen marginally
before narrowing toward prepandemic levels,
but uncertainties remain high

Four years since the outbreak of COVID-19, fiscal
positions are slowly returning to the prepandemic
levels (figure 1.14) as countries rein in spending
and institute measures to spur mobilization of rev-
enues. Updated estimates show that the average
fiscal deficit on the continent inceased slightly
from 4.9 percent of GDP in 2022 to 5 percent
in 2023, mainly due to the marginal widening of
the primary balance from 1.6 percent of GDP in
2022 to 2.1 percent of GDP in 2023. The slight
deterioration in the primary deficit is mainly due to
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measures implemented to mitigate the effects of
rising food prices amid falling energy sector rev-
enues. Debt servicing, however, has stabilized
thanks to additional debt restructuring programs,
benefiting countries such as Ethiopia, Ghana, and
Zambia, whose budget deficits narrowed in 2023.

Of the five African regions, four have seen an
increase in their fiscal deficits (figure 1.15). Cen-
tral Africa saw the sharpest increase, from a sur-
plus of 1.6 percent of GDP in 2022 to a deficit of
0.4 percent in 2023, led by Equatorial Guinea and
the Republic of Congo, whose surpluses fell from
11.9 percent and 8.9 percent of GDP in 2022 to
0.8 percent and 4.2 percent in 2023, respec-
tively, mainly due to a decline in oil revenues. The
North Africa region recorded the second-highest
increase in the budget deficit from 5.9 percent of
GDP in 2022 to 6.7 percent in 2023, driven by
Algeria and Libya. The budget deficit in Algeria
worsened from 7.8 percent of GDP in the pre-
vious year to 10.2 percent in 2023, and Libya
turned its budget surplus of 3.1 percent of GDP
in 2022 into a near-balanced budget position
in 2023, mainly due to lower revenues from the
oil sector. Southern Africa and East Africa also
recorded increases in their budget deficits, albeit
to a lesser extent, from 3.7 percent of GDP to
41 percent and from 4.5 percent of GDP to
4.8 percent respectively. By contrast, the West
Africa region strengthened its fiscal position by

FIGURE 1.14 Overall fiscal balance and primary fiscal
balance, 2015-23
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Source: African Development Bank statistics.

reducing its budget deficit from 6.3 percent in
the previous year to the continent’s average of
4.9 percent of GDP in 2023. The improvement
in fiscal positions in countries such as Cote
d’lvoire, Ghana, Nigeria, and Sierra Leone has
helped reduce the budget deficit in the region.
Ghana stands out in particular with a budget
deficit that fell by 7.3 percentage points of GDP,
from 11.8 percent of GDP in 2022 to 4.5 percent

FIGURE 1.15 Fiscal balance as a share of GDP by region, 2022-23

Percent of GDP
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Source: African Development Bank statistics.
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of GDP in 2023. This improvement is partly due
to the improvement in the primary balance and
partly to the macroeconomic stabilization mea-
sures implemented. Ghana received a three-year
Extended Credit Facility (ECF) program of around
USD 3 billion from the IMF and embarked on a
global restructuring of its debt. In this context,
the authorities have committed to consolidating
the budget and implementing structural reforms
in the areas of fiscal policy, tax administration,
and public financial management.

Of the 11 oil-exporting countries, 7 (Alge-
ria, Angola, Cameroon, Egypt, Gabon, Nigeria,
and South Sudan) posted fiscal deficits in 2023,
while only 4 countries (Chad, Equatorial Guinea,

Libya, and the Republic of Congo) had budget
surpluses (figure 1.16). Despite this bifurcated
situation, the group recorded on average a fiscal
deficit of 5.4 percent of GDP in 2023 compared
with 4.6 percent in 2022. The average fiscal defi-
cit of non-resource-intensive economies contin-
ued to improve, from 5.7 percent of GDP in 2022
to 4.9 percent of GDP in 2023, supported by
cheaper import bills and slightly improving eco-
nomic activity. More than two-thirds of countries in
this category improved their fiscal balance in 2023.
Lesotho, Mozambique, S&do Tomé & Principe, and

Of the 11
oil-exporting
countries, 7 posted
fiscal deficits in
2023, while only

4 countries had
budget surpluses

Uganda reduced their fiscal deficit by more than
two percentage points of GDP. The average fiscal
deficit of other resource-intensive economies
also narrowed slightly, from 4.6 percent of GDP
in 2022 to 4.4 percent of GDP in 2023. Like the
non-resource-intensive economies, all countries in
this group recorded a budget deficit in 2023, and
two-thirds reduced its size from 2022.

The fiscal deficit across the continent is pro-
jected to narrow in 2024 to 4.7 percent of GDP
and further to 4.3 percent of GDP in 2025 after the
slight increase to 5 percent of GDP in 2023 (figure
1.17). After the record deficit following the COVID-19
outbreak, tourism-dependent countries have seen
an improvement in their budget deficits with the
resumption of international tourism activities. This
group is expected to have the lowest fiscal deficit
by 2025. With the exception of oil-exporting coun-
tries whose budget deficit could increase in 2024 to
5.6 percent of GDP from 5.4 percent in 2023 before
reverting and stabilizing at 5.4 percent in 2025,
other groups are likely to experience a gradual
reduction in their budget deficit in the short term.
The easing of energy prices is expected to lower
oil revenues for oil-exporting countries, creating
risks to their fiscal position. Budgetary consolida-
tion programs linked to debt restructuring in several

FIGURE 1.16 Fiscal balance as a share of GDP by country, 2022-23
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FIGURE 1.17 Fiscal balance as a share of GDP by country grouping, 2020-25
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Source: African Development Bank statistics.

countries should free up some budgetary space,
contributing to the reduction of their fiscal deficit.

Domestic resource mobilization remains the most
daunting policy challenge for African countries to
finance their economic transformation

Increased domestic resource mobilization remains
a pressing policy challenge facing African coun-
tries in financing their transformation agenda.
Domestic resources, if mobilized at scale, can
sustain Africa’s efforts to reduce extreme poverty
and inequality, ensure provision of quality health
and education services, and develop basic infra-
structure to support inclusive growth. Countries
must therefore ensure that public spending is
meaningful and efficient in supporting sustainable
development and protecting the most vulnerable
from the harmful effects of climate change and
other shocks. Despite recent efforts in mobiliz-
ing domestic resources, Africa’s average general
government revenue (tax and nontax revenues,
excluding grants) declined substantially from
23.5 percent of GDP in 2010 to 19.8 percent of
GDP in 2019 (figure 1.18).

The reduction in average gross government
revenue is mainly due to a steady decline in tax
revenue, which is the main source of domestic
revenue in most countries in Africa. Tax revenues
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declined by 1.8 percentage points over the same
period, from 16.1 percent of GDP in 2010 to
14.3 percent of GDP in 2019. The decline was
partly due to inefficient tax collection systems and
insufficient use of digital technologies to improve
compliance and tax collection. Over the five years
before the COVID-19 pandemic (2015-19), average
tax revenue was only 14.1 percent of GDP, below
the 15 percent minimum for a developing country
to adequately finance its Sustainable Development
Goals (SDGs). This ratio is also well below the
corresponding period average for Latin America
(23.9 percent) and less than half the average for
Europe and Central Asia (31.7 percent). Estimates
for the post-COVID-19 period (2021-22) show a
sign of recovery in tax revenues to an average of
14.6 percent of GDP. Although 28 African coun-
tries recorded an increase in tax revenues in 2022
relative to the five-year average prior to outbreak
of COVID-19, only 21 countries had tax revenues
above the 15 percent threshold mentioned above.

The pattern of gross revenues mimics the
evolution in tax revenues. In tandem with the fall
in tax revenues, general government revenue fell
by almost 2 percentage points to an average of
17.8 percent of GDP in 2020, from 19.8 percent of
GDP in 2019. In 2022, general government revenue
was estimated at 20.5 percent of GDP, a recovery
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FIGURE 1.18 Total government and tax revenue in Africa since 2010
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from the pandemic-induced decline. Here too, Afri-
ca’s performance was below comparator regions,
except South Asia (17.6 percent of GDP). Reflecting
the diverse economic landscapes in the continent,
revenue ratios vary considerably across country
groupings. This heterogeneity highlights the need
for country-specific tax policies.

The trend in revenues in Africa was mainly
driven by non-oil resource-intensive economies

2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021

(figure 1.19). For this group, general government
and tax revenues were estimated at 20.5 percent
of GDP and 17.0 percent in 2019. Tax revenues for
non-resource intensive countries, which depend
largely on direct income taxes, notably corporate
income and pay-as-you-earn, have fallen pro-
gressively over the last decade due to inefficiency
in tax collection systems. More worryingly, oil-
dependent economies, while deriving significant

FIGURE 1.19 Government revenue and tax revenue by economic characteristics
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revenues from oil activities over the same period,
have not substantially increased their non-oil tax
revenues. The ratio of their tax revenues increased
slightly to 13.4 percent of GDP in 2022 from
11.7 percent in 2020. These revenues have also
been volatile, in tandem with the cyclicality in
commodity prices. In contrast, non-oil resource
intensive countries began to take advantage of
the post-pandemic recovery, increasing their tax
revenues to 17.8 percent of GDP in 2022 from
15.6 percent reached in 2020.

On average, African countries mobilize only
half as many internal resources relative to GDP
as advanced economies, and despite a variety of
strategies to increase public revenues, the prog-
ress made remains limited. Numerous factors
determine a country’s domestic resource mobi-
lization. Studies and research reports on public
finance show that success in domestic resource
mobilization depends on several macroeconomic,
political, demographic, and institutional factors
(see MEO 2024). Macroeconomic determinants
include the level of development, the level of debt,
the rate of private investment, the size of the man-
ufacturing sector, the terms of trade, the ease of
access 1o private sector credit, the rate of inflation
and the size of the informal sector. Demographic
factors such as the proportion of the working pop-
ulation or economically dependent population and

the degree of urbanization are also among the
determinants highlighted in the literature. Institu-
tional factors include the ability of authorities to
maintain a stable political environment, fight cor-
ruption, and create a favorable economic environ-
ment with property rights and simplified adminis-
trative procedures.

External position and current account
balance

Africa’s overall external position is projected to
weaken slightly in 2024-25
The average current account deficit is projected
to widen from an estimated 1.7 percent of GDP
in 2023 to 2 percent of GDP in 2024 and 2025,
respectively (figure 1.20). The projections, which
represent a narrowing of the deficit by 0.2 per-
centage points in 2024 over the January 2024
MEO forecast, reflect the rebound in global trade
and the boost to China’s commodities imports as
its construction sector stabilizes and resilience
in its domestic economy is aided by recovering
investments and firm consumer spending.
Current account surpluses in net oil-exporting
economies are expected to improve from an esti-
mated 1.3 percent of GDP in 2023 to 1.4 per-
cent of GDP in 2024 before declining to 1.1 per-
cent of GDP in 2025, with an upward revision

FIGURE 1.20 Current account balances in Africa, by country group, 2021-25
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North Africa’s
positive external
position, given the
estimated current
account surplus

of 0.9 percent of
GDP in 2023, is
projected to decline
to 0.1 percent of
GDP in 2024

of 0.1 percentage points from the January MEO
figure for 2024, reflecting rising oil prices stem-
ming from persistent geopolitical tensions in
the Middle East and supply shocks mainly from
several unilateral and negotiated output cuts by
OPEC and OPEC+ countries. Although Chinese
imports of nonenergy raw materials is rising, the
allocation of these imports to stockpiles rather
than end-users have had little impact on prices,
which declined from their post-pandemic peak in
2023. The slump in prices of nonenergy raw mate-
rials has hit other resource-intensive economies,
where the current account deficit is projected to
widen from an estimated 3.5 percent of GDP in
2023 to 3.6 percent of GDP in 2024 before nar-
rowing slightly to 3.4 percent in 2025, representing
a downward revision of 0.1 and 0.2 percentage
points for both 2024 and 2025 figures, respec-
tively, from the January 2024 MEO forecasts.

The average current account deficit in non-
resource intensive economies is projected to widen
from an estimated 4.6 percent of GDP in 2023 to
4.8 percent of GDP in both 2024 and 2025, respec-
tively. While figures for 2024 and 2025 represent
0.7 and 0.3 percentage points upgrade on the
January 2024 MEO forecast, they mainly reflect the
carryover effects of capital import bills as govern-
ments ramp up spending on public infrastructure
in energy, transport, and logistics. Improvements

in the external position is anticipated for tourist-
dependent economies, where the current account
balance is projected to narrow from an estimated
11.5 percent of GDP in 2023 to 8.7 percent and
8.3 percent of GDP in 2024 and 2025, respectively.
The improvements, a 3.3 and 2.2 percentage point
upgrade for the 2024 and 2025 figures over the
January 2024 MEO forecast, reflect the carryover
of reduced fuel import bills and growth in tourism
revenues boosted by higher occupancy rates and
continuing recovery in tourist arrivals.

North Africa displays a positive external posi-
tion (figure 1.21), given the estimated current
account surplus of 0.9 percent of GDP in 2023
projected to decline to 0.1 percent of GDP in 2024
and the large deficit of 8.5 percent of GDP in Mau-
ritania more than offset by Libya’s current account
surplus of 24.5 percent of GDP. However, this sur-
plus could deteriorate into a deficit of 0.6 percent
of GDP in 2025. Mauritania’s deficit, down from an
estimated 9.8 percent of GDP in 2023, reflects an
anticipated rise in export earnings with expansions
in output of iron ore, gold, and gas complemented
by reduced spending on imported capital goods.
For Libya, the current account surplus, projected
to average 21.8 percent between 2023 and 2025,
is due to improvements in stability which has
aided increased oil output. Despite double-digit
deficits in Liberia (23.7 percent of GDP), Senegal

FIGURE 1.21 Current account balances, by African region, 2021-25
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(10.9 percent of GDP), and Guinea (10.3 percent of
GDP), West Africa is projected to have the second-
lowest external deficit (2.1 percent of GDP), driven
by the projected improvement in external surplus
in the region’s largest economy, Nigeria, from an
estimated 0.9 percent of GDP in 2023 to 3.0 per-
cent of GDP in 2024. The average current account
deficit in Central Africa is projected at 2.4 percent
of GDP in 2024, with the external surplus in Chad
(1.3 percent of GDP) and the Republic of Congo
(8.2 percent of GDP) offset by the wide external
deficit in the Central African Republic (9 percent of
GDP), the Democratic Republic of Congo (4.5 per-
cent of GDP), and Equatorial Guinea (3.5 percent
of GDP).

The projected current account deficit of 2.6 per-
cent in Southern Africa reflects the offsetting of
external balance surpluses in Angola (5.1 percent
of GDP), eSwatini (3.9 percent of GDP), Zambia
(8.4 percent of GDP), Botswana (1.1), and Zim-
babwe (0.7 percent of GDP) by significant external
deficits in Mozambique (38.1 percent of GDP), Sdo
Tomé & Principe (11.4 percent of GDP), Namibia
(9.6 percent of GDP), and Malawi (8.2 percent of
GDP). The surge in Mozambique’s current account
deficit is attributable to the rise in capital imports
associated with the resumption of Total’'s Area 1
LNG project. In Malawi, persistence in the current
account deficit is expected to be fueled by the car-
ryover of foreign exchange shortages amid rising
import bill for food and energy, coupled with nega-
tive consequences of adverse weather shocks on
output of key agricultural exports. South Africa, the
region’s economic powerhouse, is set for a nega-
tive external position at 2.9 percent of GDP in 2024,
on the back of weak export commodity prices, the
intensified logistics infrastructure constraints, and
strong imports for energy-related projects.

Despite the exceptional current account sur-
pluses in Djibouti (20 percent of GDP) and Eritrea
(12.4 percent of GDP), East Africa is projected to
have the highest external deficit (4.2 percent of
GDP) in 2024. The region is forecast to have the
second-highest median deficit in 2024 (6.7 per-
cent of GDP), with Rwanda (10.9 percent), Somalia
(10.4 percent), and Uganda (8.3 percent) having
the highest level of external imbalance. In Rwanda
and Uganda, the deficits are attributable to per-
sistent effects of the decline in prices of traditional
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exports and the negative impact of adverse
weather on coffee and tea production, coupled
with a drop in secondary incomes. The current
account imbalance in Somalia reflects the decline
in exports due to drought and insecurity caused
by frequent terrorist attacks, and rising merchan-
dise import bills, particularly food items as well as
machinery and transport equipment essential to
ongoing private and public construction projects.

Decomposition of the current account

The analysis of Africa’s current account, accord-
ing to the external accounts approach, reveals
that the slight increase (+0.2 percent of GDP)
in the 2023 deficit arose from a widening of the
trade deficit to 3.3 percent of GDP compared to
2.8 percent the previous year (figure 1.22). The
net income deficit (2.3 percent of GDP) remained
broadly unchanged. The current transfer surplus
in 2023 (3.7 percent of GDP) increased slightly
from that of 2022 (3.6 percent of GDP). The trade
deficit could narrow slightly in 2024 (3.2 percent
of GDP) and this trend is likely to continue in 2025
with the deficit projected at 3 percent of GDP, in
line with an expected improvement in export rev-
enues. The current account is expected to remain
in deficit at 2.0 percent of GDP in 2024 and 2025,
due to slight widening in the deficit on net income.
This decomposition shows that the instability
and persistent current account deficit are largely
driven by the dynamics of the trade balance, itself
dependent on the evolution of the terms of trade.

The unstable and persistent trade deficit since
the financial and economic crisis of 2008 harms
economic stability and fuels the increase in debt
in Africa. To escape dependence on terms-of-
trade cycles and macroeconomic instability that
are harmful to economic and social development,
African economies must diversify by taking advan-
tage of their natural capital endowment. Develop-
ing the manufacturing sector and reducing the
size of exports of unprocessed raw materials must
be part of the economic transformation strategy of
African countries.

A decomposition of the current account accord-
ing to the savings-investment approach shows that
variations in national savings would have an impor-
tant role in driving the current account, particularly
for countries with widening current account deficits
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A decomposition of
the current account
according to the
savings-investment
approach shows that
variations in national
savings would have
an important role in
driving the current
account, particularly
for countries with
widening current
account deficits

FIGURE 1.22 Dynamics and decomposition of the current account in Africa, 2000-25
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(figure 1.23). Five countries (Algeria, Angola, Chad,
the Republic of Congo, and South Sudan) experi-
enced the greatest deteriorations in their current
accounts in 2023, underpinned by the weakness
in national savings. Although the increase in invest-
ment contributed to widening the current account
deficit in these countries, the decline in national
savings was more decisive. In South Sudan, the
current account deteriorated on account of sharp

(est) (proj.) (proj.)

decline in national savings, which more than offset
the fall in investment due to deepening instability
and associated risk to investment.

Countries with marked improvement in their
current accounts increased national savings, as
for Lesotho, Mauritania, Namibia, Senegal, and
eSwatini. In contrast, the stronger improvement
in Mozambique is mainly due to the sharp decline
in investment. From the perspective that African

FIGURE 1.23 Change in current account, national savings, and total investment, 2022-23
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economies must accelerate productive investments
to meet the challenges of structural transformation,
policies aimed at encouraging savings—private sav-
ings and controlling budget deficits—are fundamen-
tal to avoid worsening external imbalances. One of
the keys to increasing savings remains improving the
employment rate. Creating opportunities for decent
work for Africa’s young population has the potential
to raise national savings and reduce dependence
on debt to support domestic investment.

Exchange rate and monetary policy
developments

The depreciation of African currencies

persisted in 2023 but with less broad coverage.
Under the pressure of persistently high global inter-
est rates and ongoing global uncertainty, fueled by
geopolitical and financial tensions, most African
currencies depreciated further against the US dollar
in 2023. However, currencies such as the CFA
franc, the Moroccan dirham, the Cape Verdean
escudo, the Sdo Tomé and Principe dobra, and
the Comorian franc have regained value due to
their full or partial peg to the euro, which regained
some strength against the dollar in 2023. Con-
versely, the Zimbabwean dollar (-89.8 percent),

Sudanese pound (-77.6 percent), South Sudanese
pound (-46.0 percent), Egyptian pound (-37.4 per-
cent), Angolan kwanza (-32.8 percent), and Zam-
bian kwacha (-15.4 percent) recorded the largest
depreciations in 2023. These sharp depreciations
are the consequences of persistent economic diffi-
culties (Egypt and Zimbabwe) and political instabil-
ity (Sudan and South Sudan). The sharp deprecia-
tion of the kwanza results from the lack of foreign
currency on the market, the downward trend in oil
prices, and the end of the moratorium provided by
Chinese creditors. Overall, 29 African countries
were affected by a nominal depreciation against
the US dollar in 2023, compared to 45 in 2022
(figure 1.24). For 19 of them, the nominal depre-
ciation was at least 10 percent, while 9 countries
had a nominal depreciation of at least 20 percent.
High inflation in most African countries has damp-
ened the effect of nominal depreciation, with fewer
countries showing real exchange rate depreciation.
Rather, many countries recorded an appreciation
of their exchange rates, in real terms, against the
dollar. Countries with the highest rates of apprecia-
tion (over 10 percent) range from Ghana (11.6 per-
cent) to Sudan (163.6 percent), as domestic hyper-
inflation offset the effect of nominal depreciation of
the exchange rate.

FIGURE 1.24 Proportion of African countries with depreciated currencies, 2022-23
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Exchange rate
misalignments

are costly for
growth, but real
undervaluation

is beneficial for
economies with a
large manufacturing

The sharp fluctuations in African currencies,
combined with record inflation in some
countries, led to major currency misalignments
Currency misalignments—overvaluations and
undervaluation—constitute imbalances between
the effective exchange rate and its equilibrium
level (annex 1.4). The series of global shocks
since 2022—Russia’s invasion of Ukraine, tight-
ening monetary conditions, hyperinflation—have
triggered exchange rate misalignments in African
economies, though the degree of misalignment
differs depending on the country’s exchange rate
regime and macroeconomic fundamentals (figure
1.25). These include the level of net foreign assets,
productivity, terms of trade, and public spending,
among others. In currency unions in which price
stability played a relatively important role, the dis-
tortions were limited. The Central African Repub-
lic, for instance, experienced a 44.3 percent
overvaluation due to a decline in net foreign assets
and terms of trade. Most oil-exporting countries
recorded a real undervaluation, with Libya expe-
riencing the largest undervaluation in 2022. Other
resource-intensive economies, such as Ghana,
Guinea, Rwanda, and Sao Tomé and Principe,
displayed varying economic conditions, with
Ghana experiencing the highest undervaluation

FIGURE 1.25 Exchange rate misalignments, 2022

Percent
80

60

40

Q> Q> »
SRS

Qil exporters

T Overvaluation

Source: Staff calculations.

sector

. | |
jaae=-
l Undervaluation
LR LLERE PP PSR PR @\\@@\
TP ST 'bQ'bQ\\\'b a\ésj Q@ ‘5’*% @Q
CEF VT @@ NN \\0 oS @@ N @

S & WdJ \\

Q:“Q /\§
&
Other resource- Non-resource-
intensive intensive
CHAPTER 1

K

(85 percent), Guinea experiencing the highest
overvaluation (23 percent), and Rwanda experi-
encing the highest appreciation.

Exchange rate misalignments are costly for
growth, but real undervaluation is beneficial for
economies with a large manufacturing sector.
Exchange rate misalignment is detrimental
to economic growth and trade.® An empir-
ical analysis using a panel of 44 African coun-
tries over 1980-2022 shows that exchange rate
misalignment has had a negative impact on
economic growth in African countries. But the
impact is asymmetrical, given that growth losses
are mainly associated with loss of real compet-
itiveness (figure 1.26). The analysis shows that
undervaluation has a significant positive impact
on growth, especially for countries with a large
manufacturing sector (annex table 1.4.2). As
part of the development strategy, many African
countries provide incentives to foster growth of
the manufacturing sector, seen as a precursor
to structural transformation of these economies.
Besides structural and targeted incentives such
as tax breaks, maintaining price stability is also
fundamental to improving the competitiveness of
the manufacturing sector.

Q& RIS Q& SIS D O &
@\ o %c @%%@9&"@@ @Q’@ S cs?’ “@Qg 2 QS
DosSe® & %%\&Q N
ST B @Q\Q N Sy
<
= s
CEMAC WAEMU South African rand

Monetary union

AFRICA’S ECONOMIC PERFORMANCE AND OUTLOOK



FIGURE 1.26 Impact of exchange rate misalignments on economic growth
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External financial flows, implications,
and outlook

External financial flows to Africa have suffered
from tightening global financial conditions and
high uncertainty

External financial flows to Africa—foreign direct
investment (FDI), official development assistance
(ODA), portfolio investment and remittances—
fell by 19.4 percent in 2022 to $174.9 billion, or

.
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Coefficients with 95% CI

e
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5.9 percent of Africa’s GDP, from $217.1billion in
2021 (figure 1.27). This decline, reversing a strong
immediate postpandemic recovery was broad-
based. Foreign direct investment fell by about
44 percent), and the continent recorded net port-
folio outflows of 17 percent and a reduction in
ODA inflows of about 6 percent). Only remittances
recorded a marginal increase of 0.2 percent.
After more than doubling to around $80 bil-
lion in 2021, FDI fell sharply in 2022 to almost

FIGURE 1.27 External financial flows to Africa, 2015-22
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FDI inflows to Africa
have remained
broadly buoyant
relative to historical
performance and
the associated

risks from the
pandemic crisis and
tightening global
financial conditions

$45 billion” The decline was mainly driven by
large corporate reconfiguration in South Africa,
whose share of FDI in Africa more than halved
from 49 percent in 2021 to 20 percent in 2022,
around $32 billion less than in 2021. The FDI to
Africa reflects the investors’ risk perception due to
increasing global uncertainty despite the continent
offering comparably higher investment returns
than other world regions.® Even though Africa’s
share of global FDI flows in 2022 was only 3.5 per-
cent, down from 5.2 percent in 2021, its share of
global FDI has increased since the 2000s, from an
average of 2.8 percent in the first decade of the
century to 3.3 percent in 2010-22.

Despite the decline in FDI flows, the number
of announcements of new projects increased
by 39 percent to 766, suggesting that the fall in
FDI in 2022 is due more to perceived risk than
informed by macroeconomic and other funda-
mentals. The amount of announced greenfield
investment projects for 2022 is estimated at
$195 billion, compared with $52.1 billion in 2021,
or nearly three times more. In addition, Africa
accounted for 40 percent of the 15 main green-
field investment megaprojects globally (worth
more than $10 billion) announced in 2022.° These
megaprojects offer enormous opportunities for
job creation, capacity building, and technology
transfer. The energy sector, both extractives and

FIGURE 1.28 Foreign direct investment in Africa and other

regions
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energy generation, saw the largest growth. Since
FDI growth is important for the continent’s eco-
nomic prosperity, priority must be given to poli-
cies that promote the attraction of more FDI by
reducing the misperception of risk in Africa. This
includes advocating the acceleration of reforms to
the global financial architecture and the promotion
of interregional investment flows, which generally
remain blind to uncertainty.

Official development assistance (ODA) declined
by 5.5 percent, from $65.6 billion in 2021 to $62 bil-
lion in 2022 due to the increasing global uncer-
tainty since 2020, including geopolitical tensions
and fiscal challenges facing major donor coun-
tries. Net portfolio investment outflows increased
by 17 percent to reach $28 billion in 2022, com-
pared with $24 billion in 2021, driven by the rise
in interest rates in advanced economies and the
depreciation of currencies in African countries.
Compared with 2021, remittances withstood infla-
tionary pressures in 2022 and remained the larg-
est component of financial flows to Africa. They
increased by 0.2 percent to $96 billion in 2022,
of which 52 percent come from advanced econ-
omies and 48 percent from developing countries.

Foreign direct investment is an important

and complementary source of financing for
Africa’s economic transformation, but several
challenges remain

Despite the ravages of COVID-19, FDI inflows to
Africa have remained broadly buoyant relative to
historical performance and the associated risks
from the pandemic crisis and tightening global
financial conditions. From 1990-2022, only Europe
attracted more FDI as a proportion of GDP than
Africa, averaging of 2.3 percent, compared with
1.9 percent for Africa, and 1.6 percent for the
American and Asian continents (figure 1.28). Prior
to COVID-19, the share of FDI in GDP was declin-
ing in relation to historical levels for all world regions
except Asia. The decline was more pronounced in
Europe and America. Africa’s performance in the
post-COVID era is particularly notable, with FDI as a
percentage of GDP increasing by 24.5 percent over
the two years preceding the pandemic. In contrast,
foreign investment grew by 17.5 percent in Asia and
was stagnant in America, with Europe experiencing
a sharp drop of more than 100 percent.
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Volatility in FDI is harming development of the
manufacturing sector

Foreign direct investment is critical to the devel-
opment of Africa’s manufacturing sector and in
fostering structural transformation, because it
brings new capital, technologies, and skills. His-
torically, FDI has been more stable and resilient to
shocks than portfolio investment. But the severity
of shocks over the past 3 years triggered uncer-
tainty and volatility in FDI. Rising FDI volatility is
detrimental to manufacturing activity and creating
sustainable jobs. The volatility of FDI and the lack
of private sector financing constitute two main
obstacles to the development of Africa’s man-
ufacturing sector (figure 1.29). Political stability
and the absence of violence and conflict, as well
as good governance and price stability are also
key challenges that African economies need to
address to ensure the stability of FDI, essential for
the industrial sector. Further, while bank financing
to the private sector approaches 100 percent of
GDP globally, it is below 30 percent in Africa. It is
therefore crucial that the banking sector becomes
more involved in financing private sector activity
in Africa.

Official development assistance has not met the
challenge of getting African economies out of debt,
and several countries have contracted the aid curse
Official development assistance to Africa has been
volatile and largely on a downward trend. The
decline, which highlights shrinking fiscal space
in source countries, has drawn African countries
facing a funding squeeze toward external bor-
rowing with the share of non-concessional debt
increasing over time (see figure 1.27). This evidence
is supported by empirical analysis showing that
ODA has not helped African countries escape of
the burden of debt. On the contrary, ODA appears
to be positively and significantly associated with
the increase in budget deficits and public debt.
Empirical evidence shows that a one percentage
point increase in ODA (as a percentage of GDP)
leads to an increase in the debt ratio of 1.90 per-
centage points and an increase in the budget defi-
cit of 0.67 percentage points (annex 1.4).

Despite the conditions attached to ODA disburse-
ment, the support has not helped African countries
control their expenditure. For example, from 1990 to
2022, 19 African countries received ODA of more
than 10 percent of GDP, and 15 of them did not

FIGURE 1.29 Volatility of FDI, bank financing of the private sector and the manufacturing sector
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Remittances are
currently the
largest and most
stable source of
external funding in
Africa, estimated
at 3.2 percent

of GDP in 2022,
higher than that of
Latin America and
the Caribbean

show evidence of improved fiscal performance—
for either of three possibilities: public expenditure
increased faster than revenue, public expenditure
decreased less rapidly than revenue, or expendi-
ture increased while revenue decreased. Only in
Rwanda, with 19 percent ODA as share of GDP,
did revenue grow faster than public expenditure.

This evidence suggests that most African
countries have become trapped into the aid syn-
drome resulting in more spending increases or
less efforts to mobilize domestic resources, or a
combination of both. To create ownership of Afri-
ca’s development process, there is need to rethink
the current model of the aid architecture, focus-
ing more on supporting countries’ investments
in growth and job-creating sectors. International
support should focus more on transferring tech-
nology and skills and building capacity to mobilize
domestic resources.

Remittances are concentrated in a limited
number of countries, requiring proactive
strategies from others to harness its full potential
Remittances are currently the largest and most
stable source of external funding in Africa,

estimated at 3.2 percent of GDP in 2022, higher
than that of Latin America and the Caribbean.
However, remittances to Africa are dwarfed by
those to South Asia, at 4 percent of GDP, sug-
gesting substantial room for the continent to
attract more resources from its diaspora, espe-
cially as the majority of remittances received by
Africa are concentrated in few countries and intra-
Africa migration is higher than extra-Africa emi-
gration. Egypt and Nigeria together accounted
for more than 50 percent of the $96 billion total
remittances received in 2022, representing 6 per-
cent and 4.3 percent of their GDP respectively.
This is not an isolated phenomenon, as these two
countries have consistently received more than
half of the continent’s remittances in the last five
years. While country size matters—Nigeria and
Egypt are the most populous countries in Africa
—the strategy to actively involve the diaspora in
development financing is more important. For
instance, Senegal, smaller than Egypt and Nigeria
in economic size and population, attracts remit-
tances of up to 10 of GDP a year, largely because
of the country’s proactive policy toward the
diaspora (box 1.2).

BOX 1.2 Senegal’s winning strategy to attract more remittances

Senegal, with a population of 17.3 million, has seen remittances from the diaspora exceed 10
percent of GDP over the last decade, accounting for over 50 percent of the state budget. The
diaspora, comprising around 700,000 people, contributes to the construction of schools, mater-
nity wards, and water distribution infrastructure. Remittances are a crucial source of income and
poverty reduction for many Senegalese households, especially in rural areas. With over 55 percent
of remittances coming from France, Italy, and Spain, they contribute to Senegal’s balance of pay-
ments, stabilize the national currency, and mitigate external shocks on the economy.

The Senegalese model of involvement of the diaspora in the country’s economic and social
development is a model of success, with initiatives such as the support Program for Solidarity
Initiatives for Development (PAISD), the Fund to support the Investment of Senegalese Abroad,
and the Haut council of Senegalese abroad. Since 2012, nearly $25 million has been mobilized to

support investment by the Senegalese diaspora.

Africa’s diaspora has immense funding potential, potentially mobilizing $80 billion annually in
remittances. To harness this, countries must invest in creating bridges with diasporas, creating
ministries involving them in political institutions, and creating ministries for promoting their contri-
bution to economic and social development through financial, technological and skills transfers.
Encouraging diaspora bonds and implementing appropriate institutional frameworks can also help
secure investment and support sustainable development.
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DEBT VULNERABILITIES AND
IMPLICATIONS FOR DEBT
RESTRUCTURING

Debt dynamics and implications for
growth

Public debt is declining but still above the
prepandemic level

A recent path toward the normalizing fiscal policy
in many African countries is helping to grad-
ually put public finances on a strong footing.
The COVID-19 pandemic and its repercussions
shaped public finances in the last four years and
continued to have a bearing even as severe effects
of the pandemic receded. In 2020, the median
fiscal deficit expanded to 6.8 percent of GDP from
5.2 percent in 2015-19, owing to the impact of the
pandemic on revenues and the need to protect the
most vulnerable. Consequently, Africa’s median
public debt-to-GDP ratio increased to 64 percent
in 2020, from 54.5 percent in 2019 (figure 1.30).
After providing extraordinary support during the
pandemic and then during the Russia’s invasion
of Ukraine, fiscal policy is returning to normal as
most countries entered the polycrisis with lim-
ited fiscal space to maintain public support to the
economy, and most authorities have since started
to consolidate. As a result, the debt-to-GDP ratio

stabilized at around 63.5 percent in 2021-23 and
is projected to decline to around 60 percent start-
ing 2024 —halting an almost decade-long upward
trend.

While the debt-GDP ratio is stabilizing continent-
wide, in many countries the ratio is still elevated
and above the prepandemic levels, underpinned
by volatility in public finances, higher interest rates
(box 1.3), and reflecting the impact of shocks and
government actions to mitigate against these
shocks (figure 1.31). However, the ratio of public
debt in 10 African countries is expected to decline
in 2023 and 2024 to below the prepandemic
level. The most significant decline is in Sao Tomé
& Principe (39.6 percentage points), followed by
Angola (29 percentage points), Ethiopia (18 per-
centage points) and The Gambia (11 percentage
points). The decline in debt in these countries is
due to general fiscal consolidation. And in some
countries (Angola and The Gambia), it reflects
the benefits of significant energy subsidy reforms
that created space and improved fiscal balances,
reducing the incentive to take on more debt rela-
tive to historical levels.

Challenges and vulnerabilities remain

Despite the projected overall decline in the
debt ratio, significant challenges remain due to
increased vulnerabilities stemming from marked

FIGURE 1.30 Gross government debt as a share of GDP, 2010-25
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BOX 1.3 Drivers of debt dynamics in Africa

The impact of the drivers of debt dynamics in Africa is estimated by linking the debt-to-GDP ratio to its standard
determinants and augmented with other control variables. The empirical analysis relies on annual panel data
covering 47 African countries from 1998 to 2021. It follows a two-step generalized method of moment (GMM),
which combines the instrumental variables (IV) method and the generalized least squares (GLS) method. The
two-step method produces convergent and robust estimates. The Sargan-Hansen test is used to test the valid-
ity of the instruments. The Arellano-Bond (1991) postestimation test also tests the presence of autocorrelation.
The results show that a one-percentage point increase in interest rate leads to nearly three-percentage-point
increase in the median debt-to-GDP ratio of countries in the sample. As the economy grows faster than rate
of debt accumulation and higher than the interest rate at which such debt is contracted, the debt-to-GDP ratio
tends to increase but at slower pace. This is corroborated by the estimation in box table 1.3.1. A one-per-
centage point increase in real GDP growth is reflected in about a one-percentage-point decline in the median
debt-to-GDP ratio. By investing borrowed resources in transformative projects or in highly productive sectors,
governments can expand the economic base and accelerate growth at a rate faster than the interest rate on
debt. This growth-interest rate differential is fundamental to the resolution of the debt conundrum in African
countries, especially under current conditions, when the cost of borrowing has significantly increased.

BOX TABLE 1.3.1 Long-run estimates outcomes GMM system model

Dependent variable: Debt-to-GDP

Long-run coefficients

Q)] (2) (3)
Lagged debt-to-GDP 0.74*** 0.58*** 0.68***
Interest rate 2.7 3.227* 2.69"
Real GDP growth rate —1.12% -0.97* -0.55*
Primary balance —1.97*** -1.53***
External debt-to-GDP 1.00*** 0.69*** 1.04***
Squared external debt-to-GDP —0.001*** —-0.001***
Lagged debt-to-GDP growth 20147 38.49** 23.98**
Inflation 0.20"** 0.24*** 0.28"**
Exchange rate appreciation 0.01* 0.01* 0.01**
Trade openness -0.29"* -0.23** -0.16"**
FDI-to-GDP -0.22%** -0.38"**
Seigniorage -0.01*** -0.01*** -0.004***
Population growth =317 -6.72"* -3.05"*
Gov. effectiveness -0.64"* -0.56* -0.51
Control of corruption 0.2"** 0.10 0.11
Constant 42.02"** 52.49** 28.1
Observations 282 282 282
Wald-p-value 0.0000 0.0000 0.0000
Sargan p-value 1.0000 1.0000 1.0000
AR1 p-value 0.0408 0.0235 0.0193
AR2 p-value 0.4572 0.4152 0.8894

Note: Z statistics are in parentheses. *, **, and *** denote significance at the 10, 5, and 1 percent confidence level, respectively.

Source: Staff calculations.
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FIGURE 1.31 Change in debt-to-GDP ratios, 2019-23
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shifts toward market-based financing. Seven Afri-  macroeconomic conditions in Africa following the
can countries made their debut in the international ~ Heavily Indebted Poor Countries (HIPC) debt relief
capital market in the 2000s (figure 1.32). How- initiative, which facilitated larger volumes of financ-
ever, most eurobond issuances started between  ing to African countries. Further, the 2014-16 col-
2009 and 2014 when accommodative global lapse in oil prices and wider primary fiscal deficits
financial conditions and the search for positive  in oil-rich countries also led to growing financing
real yields prevailed, underpinned by improved needs, pushing some countries, including Angola

FIGURE 1.32 Start year of eurobond issuance by African countries
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The dominant role
of the US dollar in
public and publicly
guaranteed external
debt highlights the
vulnerabilities many
African countries
face with the
strengthening of the
US dollar since the
tightening of global
financial conditions

and Cameroon, to issue their first eurobonds in
2012 and 2015, respectively. Overall, between
2000 and 2021, 23 African countries issued more
than 125 eurobond instruments valued at over
$1.51 trillion.

Moreover, most public and publicly guaranteed
(PPG) external debt in Africa is denominated in
US dollars and the share has increased over time.
Since 2014, US dollar denominated debt accounted
for a minimum of 65 percent of Africa’s outstanding
PPG debt. As of 2022, the share stood at 70 per-
cent compared with 14.5 percent for the euro, while
other currencies accounted for 15.5 percent (figure
1.33). The dominant role of the US dollar highlights
the vulnerabilities many African countries face with
the strengthening of the US dollar since the tighten-
ing of global financial conditions.

Domestic and external debt arrears present
another source of debt vulnerabilities in many
African countries

Domestic debt arrears are a form of forced financ-
ing of government deficits where debt repayments
to domestic suppliers and creditors are resched-
uled while the government continues to roll over
domestic debt. While not paying suppliers and
forcing them to become creditors may free up
funds to help cover financing needs, long delays

in domestic arrears clearance can be damaging to
the private sector and can also lead to stress on
the banking sector, with negative ramifications for
growth. Arrears also undermine trust in govern-
ment and the effectiveness of fiscal policy.

According to a recent survey covering 2005-18,
at least 70 percent of countries in all Africa regions
(excluding North Africa) had domestic arrears esti-
mated at 3.3 percent of GDP at the end of 2018,
with a maximum of 18 percent of GDP in the
Republic of Congo.'® Domestic arrears are par-
ticularly high in oil exporters (about 8.5 percent of
GDP), countries with a fixed exchange rate regime
(4.4 percent), and countries in state of fragility
(4.1 percent) (figure 1.34). In addition, the survey
finds that countries with a higher level of public debt
and a weaker Debt Sustainability Analysis (DSA) risk
rating tend to have more arrears. The breakdown
shows that domestic arrears owed to private sup-
pliers of goods and services are the most common,
representing on average 53 percent in all countries.
In contrast, wage arrears are rare and occur mainly
in countries experiencing severe political instability
or large balance of payment imbalances. It is likely
that the large fiscal deficits in the previous four years
have led to the accumulation of more domestic debt
arrears given the growing financing needs and diffi-
cult access to external financing.

FIGURE 1.33 Currency composition of public and publicly guaranteed external debt (percent of

total PPG external debt), 2000-22
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Reflecting the trend of total government debt
and the lack of fiscal capacity to service matur-
ing debt, external debt arrears accumulation
continues to be significant in many Africa coun-
tries (figure 1.35). External debt arrears steadily
declined between 2004 and 2011 from $44.9 bil-
lion to $27.6 billion in part due to the debt relief
provided to 34 African countries. Since 2014,
arrears on external debt have been on the rise,
however, from $29.2 billion in 2014 to $44.1 billion
at the end of 2022. While in nominal terms debt
arrears continued to accumulate since 2014, total
external arrears as a percentage of gross national
income have remained relatively stable since 2014
at around 1.6 percent after sharply declining from
7.9 percent in 2001. Despite this decline, debt
arrears constitute a burden for many governments,
adding to debt service cost, which already diverts
government revenue and reduces fiscal space
(see figure 1.35). For instance, if outstanding debt
arrears of $44 billion at the end of 2022 were to be
cleared in full, Africa would have to pay $118 billion,
which includes the $74 billion in debt service due in
2024. This figure represents 21 percent of annual
revenues (or 4 percent of GDP) in 20283.

Missed payments to official creditors have been
more significant than arrears to private creditors. At
the end of 2022, arrears to official creditors repre-
sented 59 percent of arrears on total external debt.
The greater amount of arrears to official creditors

FIGURE 1.34 Stock of domestic debt arrears by country
group, 2018
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Source: Staff calculations using data from the IMF regional economic
outlook, 2019.

than private creditors is explained in part by the
seniority structure of sovereign debt. Indeed, pri-
vate creditors are typically paid first and lose less
than bilateral official creditors. Multilateral institu-
tions such as the African Development Bank, IMF,
and World Bank are also senior creditors. In con-
trast, official bilateral (government-to-government)
debt is subordinated (junior) to other debt.™

FIGURE 1.35 Private and official external debt arrears, 2000-22
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constitute a

burden for many
governments, adding
to debt service

cost, which already
diverts government
revenue and reduces
fiscal space

Countries with the highest external debt arrears
—both in principal and interest payments—owed to
official creditors at the end of 2022 were Sudan,
Zimbabwe, Ghana, the Democratic Repub-
lic of Congo, Zambia, Tanzania, and Somalia in
descending order (figure 1.36a). Together these
countries accounted for about half of the total
official arrears. Principal arrears dominate interest

arrears in all countries except in Djibouti, Mozam-
bique, Somalia, and Tanzania, an indication that
most countries missed payments on principal to
official creditors. At the end of 2022, Zimbabwe’s
external debt arrears to official creditors stood at
$4.4 billion, representing about 94 percent of total
external debt. Likewise, Sudan’s external arrears to
official creditors were $10.2 billion as at the end of

FIGURE 1.36 External interest and principal arrears, as at end 2022
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2022, accounting for about 67 percent of external
debt. The Zimbabwe case is an indication that the
bulk of the current fiscal and balance of payment
issues facing the country is due to arrears accumu-
lation. The importance of arrears as a driver of debt
sustainability in many African countries highlights
the need for a comprehensive arrears clearance
strategy or debt restructuring to allow these coun-
tries to regain access to new financing from official
creditors. It also highlights the need for pre-emptive
debt restructuring before default materializes.

For arrears to external private creditors,
Sudan has the highest amount (figure 1.36b).
At the end of 2022, arrears to private creditors
stood at $5.1 billion, representing 33 percent of
total external debt. Adding the arrears to official
creditors (67 percent of external debt), the bulk
of total external debt in Sudan is composed of
arrears. Tanzania, Zambia, the Republic of Congo,
and Angola are, in this order, countries that have
missed the highest principal and interest payment
to external private creditors after Sudan. Arrears
accumulation due to private creditors in Tanzania
amounted to $6 billion, representing 31 percent of
total external debt. For Zambia, arrears to private
creditors totaled $4.4 billion, representing 27 per-
cent of total external debt.

While domestic arrears can distort the domes-
tic economy, external arrears can reduce access

to new external financing, from both private and
official creditors. For instance, multilateral external
arrears in many countries have reduced access to
concessional financing from international financial
institutions, with the normalization of relationship
in many cases subject to arrears clearance before
a country can regain access to new financing. In
a country like Zimbabwe, this has turned a sol-
vency problem into a liquidity crisis, resulting in
exchange rate pressures and hyperinflation, high-
lighting the need for reforms of the international
financial architecture to provide more flexibility for
countries that have accumulated arrears and are
in dire need of emergency financing.

Global financial conditions and
implications for debt restructuring

Tighter global financial conditions have
increased borrowing costs

The wave of global interest rate hikes that started
in July 2022, the ensuing elevated sovereign
debt spreads, and the exchange rate deprecia-
tions have raised borrowing costs and shut most
market-access countries from international capital
markets. The average sovereign spreads in Africa
have soared—to three times the emerging market
average since the beginning of the tightening cycle
(figure 1.37). As a result, debt service costs have

FIGURE 1.37 Africa sovereign spread and global emerging market bond index (EMBI)
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risen, and 20 African countries were in debt distress
or at high risk of debt distress in February 2024.
The pause in global financial tightening that
started toward the end of 2023 have eased sov-
ereign spreads from their peak in October 2023.
Indeed, the first quarter of 2024 has seen a fur-
ther narrowing of the spread, but borrowing costs
remain elevated compared to their precrisis levels.
As a result, no eurobond was issued between
April 2022 and the end of 2023. However, the
first quarter of 2024 saw a return of African coun-
tries to the eurobond markets with the successful
eurobond issuances by Benin, Cote d’lvoire, and
Kenya. Indeed, Céte d’lvoire became the first Afri-
can country to re-enter the market post COVID-
19, issuing $2.6 billion in eurobonds in January
2024 to repurchase and refinance its existing
eurobonds. Kenya issued a new $1.5 billion euro-
bond in February 2024 to buy back the $2 billion
eurobond due June 2024. The coupon rate on the
new issuance was higher than the 6.875 percent
on the eurobond maturing in 2024. In March 2024,
Benin completed a buyback of its €176.36 million
debt outstanding due in 2026 with 5.75 percent
interest rate and €700 million debt outstanding
due in 2032 with 4.875 percent interest rate.? If
successful, Nigeria will most likely be the fourth
country to issue a eurobond in 2024.' The Kenya
example is not unique and shows the growing

cost of external financing compared with the pre-
pandemic era, even though sovereign spreads are
gradually declining.

The country-level sovereign spread reflects the
continental trend (figure 1.38). Indeed, except for
Zambia, where the spread has been on an upward
trend since the pause in global interest rate hikes
in October 2023, all countries have experienced a
narrowing of their sovereign spread. For instance,
in Egypt, the 10-year bond yield spreads have nar-
rowed by 997 basis points (bps) since then. And
Nigeria, which introduced fuel subsidy reforms and
fiscal consolidation measures, had its spread fall
by 326 bps, but in South Africa, it has increased
by 53 bps. Despite the decline in sovereign spread
in many countries, the yield remains higher than
precrisis levels. For non-debt distressed countries,
the average yield on outstanding eurobonds was
over 12 percent since Russia’s invasion of Ukraine
in 2022, up from 7 percent before the pandemic.
For distressed countries, the yield has more than
doubled compared to the pre-crisis level. For
instance, the yield on an outstanding eurobond for
Ghana was 21.7 percent compared with 9 percent
before Russia’s invasion of Ukraine.

Reflecting the sovereign bond spreads, inter-
est rates on public external debt are higher in Afri-
can countries than other developing regions, and
significantly lower in advanced economies. For

FIGURE 1.38 Sovereign spreads in selected African countries
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example, data on the interest rate on new exter-
nal commercial debt from 2010 to 2022 show that
the average eurobond for African countries was
issued at 4.7 percent (figure 1.39). And interest
rates in 22 African countries exceeded 5 percent.
According to a recent IMF study, the average yield
on the African sovereign eurobond was above
5 percent in 2021, and in 6 countries, above 8 per-
cent.'” For comparable developing economies
from Latin America and the Caribbean, South
Asia, and East Asia and Pacific, the interest rate
on new commercial debt was 4.3 percent, 3.5
percent, and 4 percent respectively (see figure
1.39). This contrasts with the average interest rate
of outstanding sovereign debt in advanced econ-
omies which fell to around 1 percent in 2021."®
The relatively high sovereign bond yield in Africa
is often due to unfair risk perception but also to
domestic and other external factors.

The implication is that while developed coun-
tries can sustain high levels of debt with low debt
service burdens, developing countries, particu-
larly the most vulnerable among them, are devot-
ing an increasingly large proportion of their fiscal
resources to servicing public debt. Therefore,
reforms of the international financial architecture,
especially multilateral development banks are
key to providing low-cost concessional financing
to African countries. Indeed, while the average

interest rate on new external commercial debt
commitment for Africa is 4.7 percent, that on
new external concessional debt commitment is
1.8 percent, about 3 percentage points lower than
the market rate (figure 1.40).

Debt burdens weigh on public finances, diverting
resources away from infrastructure investment,
thus constraining future GDP growth

Debt service costs have risen, narrowing the
scope for government spending, and increasing
debt vulnerabilities. External debt service pay-
ments as a proportion of government revenues
have risen above the prepandemic level in many
countries (figure 1.41). The median debt service
on external debt as a percent of government rev-
enue for 49 countries with data rose from 6.8 per-
cent over 2015-19 to 10.6 percent over 2020-22.
Resources channeled toward debt service have
eroded fiscal space, further constraining gov-
ernment capacity to invest in growth-promoting
sectors and human capital development—
education and health, two areas where average
public expenditure on the continent is below
that for comparator regions. Between 2010 and
2019, average public expenditure on education in
Africa was 3.6 percent of GDP, below the world
average of 4.2 percent of GDP. Public spending
on health in Africa was even lower at 1.8 percent

FIGURE 1.39 Interest rate on new external debt commitment, private
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FIGURE 1.40 Interest rate on new external debt commitment, official
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FIGURE 1.41 Debt service on external debt, in percent of general government revenue
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Source: Staff calculations using data from World Bank International Debt Statistics.

of GDP, compared with 4.5 percent for Asia and Debt service payment costs have increased
the Pacific and 3.9 percent in Latin America and  significantly in tandem with the rising share of

below the global average of 5.8 percent. For all
49 countries, debt service cost was higher in
2020-22 (averaging 12.7 percent), than in 2015-
19, (at 8.4 percent), except in Chad, the Dem-
ocratic Republic of Congo, The Gambia, and
Mauritania.

debt owed to private creditors. This is a cause
for concern because current debt restructuring
processes to reach agreement with private cred-
itors have been protracted, creating uncertainty
among borrowers and undermining credibility of
the G20 Common Framework. In 2024, African
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BOX 1.4 The determinants of African sovereign yield spreads

Sovereign bond spreads are influenced by a range of internal and external factors—related to
macroeconomic, financial as well as political, institutional and governance conditions. The contri-
bution and weight of each factor may differ significantly from one region to another, and model-
ing choices also influence the robustness of potential relationships. To address these issues and
identify key determinants for African countries, we use the BMA method by estimating all possible
combinations of determinants to rank them by order of importance (box figure 1.4.1). Figures in
brackets for each variable give the probability of explaining the default risk by such variable. By
order of importance, control of corruption, degree of capital account openness, investment-to-
GDP ratio, the degree of trade openness, financial stress, the level of the country’s development,
the ratio of foreign exchange reserves to GDP, and credit to the private sector are the most robust
factors explaining sovereign risk. They appear to be robust, with a probability close to 100 percent
in explaining the default risk of African countries. In addition, the debt-to-GDP ratio, terms of trade
shocks, and size of the informal sector in the economy explain sovereign risk with a probability of
more than 80 percent.

BOX FIGURE 1.4.1 The most robust determinants of sovereign yield spread and the
cumulative density function of their coefficients
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Source: Staff calculations.
Using this information, we then perform panel OLS regressions over the period 2014-22 for the
16 African countries for which data are available (box figure 1.4.2).

(continued)
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BOX 1.4 The determinants of African sovereign yield spreads (continued)

BOX FIGURE 1.4.2 Impacts of the most robust determinants on the yield spread

GDP per capita, log™* (]
Size of informal sector™* —e—
Foreign reserves (percent of GDP)*** ———
De facto capital openness™* o
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Trade openness™* —e—
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Domestic credit to private sector (percent of GDP)*** —o—i
Financial stress index™* ]
CBOE Volatility Index (VIX)** —e——
Control of corruption*** 10!
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GDP growth

Results from the model are intuitive. Factors that drive interest rate spreads down are GDP
per capita, size of foreign exchange reserves, terms of trade, investment, domestic credit to the
private sector, and control of corruption. A higher GDP per capita translates into higher incomes
and therefore a greater ability to tax incomes and generate the fiscal revenues needed to service
the debt. Large foreign reserves and favorable terms of trade are signs of the strength of exter-
nal positions and trade competitiveness, both of which contribute to strong income growth and
fiscal receipts. High levels of investment and credit to the private sector reveal a forward-looking
economy devoting resources to capital accumulation, infrastructure, and productivity growth, all
of which present favorable risk assessment by investors. Finally, less corruption is associated with
more functional and accountable fiscal authorities, and therefore presents probability of a lower
risk premium, as found by the OLS model.

By contrast, factors contributing to rising interest rate spreads are public debt as a percentage
of GDP, inflation, capital and trade openness, the size of the informal sector, and the financial
stress and VIX indexes. The higher ratio of public debt means more fiscal revenues will be devoted
to interest and debt repayments, making additional loans more risky and therefore more expen-
sive. Similarly, higher inflation is often associated with debt monetization, which is also a sign of
excess government spending translating into a higher risk premium. The size of the informal sector
is both a drag on fiscal revenues and associated by investors with a riskier investment environ-
ment, converting into a higher risk premium too. Greater financial stress around the world means
an Increase in risk-averse behavior materializing into investors asking for higher yields in compen-
sation for their investment. As for capital openness, it may be interpreted as a sign of vulnerability
to sharp swings in capital flows that risk destabilizing the economy. Finally, trade openness may
reflect the importance of primary commodity exports in the country’s GDP, which is also a risk
factor due to fluctuating commodity prices.
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countries are expected to spend around $74 bil-
lion on debt service, up from $17 billion in 2010,
of which $40 billion is owed to private creditors,
representing 54 percent of total debt service (figure
1.42). Refinancing risks could further increase
in 2024, especially for countries with large bullet
redemptions including Angola ($6.4 billion), Kenya
($5 billion), Cote d’lvoire ($2.6 billion), and Nige-
ria ($2.5 billion). For 2025, private creditors will
account for more than 50 percent of total debt
service payments coming due. The implication of
the dominant share of private creditors in future
debt service is that debt restructuring mechanisms
under the G20 Common Framework should strive
to bring private creditors onboard. Indeed, except
for Chad, which has reached an agreement with its
main creditors, including the largest private credi-
tors such as the Swiss commodities trader Glen-
core, and Zambia, which has recently reached
agreement with bondholders. Progress for Ghana
was only with official creditors, and progress under
way for Ethiopia will be with official creditors only.
While the build-up in public debt in Africa has
been associated with a surge in public invest-
ment, there is also evidence that low efficiency of
public investment has weakened the growth ben-
efits of such debt in Africa.'® Africa has a public
investment efficiency gap of 39 percent, higher
than Europe (17 percent) and Asia (29 percent).
Low efficiency implies that growth benefits of

debt-financed public investment are not sufficient
to generate revenue streams to liquidate the debt
and finance new investments. High debt service,
already absorbing a higher proportion of govern-
ment revenue, could have a negative feedback
effect on growth, as evidenced from Latin Ameri-
ca’s “lost decade” suggests.

During the Latin American debt crisis of the
1980s, many countries in the region could not
service their foreign debt and went through pain-
ful fiscal adjustment, including cutting spending
on infrastructure, health, and education. This
resulted in high unemployment rates, steep per
capita income declines, and stagnant or negative
growth.'” Africa’s record growth since the 1990s
epitomizes a similar experience to that of Latin
America. Figure 1.43 shows a negative relation-
ship between debt service costs and GDP growth
rates. In other words, countries that had higher
debt service costs experienced lower GDP per
capita growth. In some countries, GDP per capita
growth was negative. For instance, in Zambia,
where the average debt service-to-GDP ratio was
6.6 percent between 1993 and 2022, GDP per
capita growth averaged —2.1 percent a year. And
for Cote d’lvoire, whose external debt service-to-
GDP ratio averaged 7.3 percent, growth in per
capita income was —2.3 percent.

The high debt burden and weak revenue per-
formance limit public sector investment capacity

FIGURE 1.42 Composition of debt service by creditor, 2009-27
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FIGURE 1.43 Debt service cost and GDP per capita growth in selected African countries
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in Africa. So, restoring debt sustainability could
expand fiscal space but will require debt re-
profiling or an outright restructuring for some
countries. Although the G20 has facilitated the
restructuring of official external debt through the
Common Framework, the process has been char-
acterized by significant delays and challenges
recorded calls for urgent action to fast-track
Framework implementation. This will encourage
faster resolution through broader participation of
debtor countries and creditors, especially private
lenders. While debt restructuring mechanisms
have been slow in the past, there is some glimmer
of hope drawing on lessons from Zambia’s experi-
ence with the slow pace in Framework implemen-
tation. Zambia reached agreements with main
creditors—official lenders and bondholders, after
protracted delays, joining Chad. This gives some
optimism for progress with other countries that
applied for external debt treatments under the
Framework. Already, there is a significant improve-
ment with Ghana’s recent experience, and there
is hope that the process might be shorter for
other countries, including Ethiopia. For Zambia, it
took close to three years from November 2020 to
March 2024 to reach agreement while for Ghana
it took less than a year from April 2023 (table 1.1).

CHAPTER 1

The delays in debt restructuring mechanisms
call for reform of the current global debt
architecture

Given the systemic delays in concluding the debt
restructuring process, there is need to overhaul
the G20 Common Framework to create a func-
tional debt resolution mechanism for countries in
need. With private creditors accounting for more
than 50 percent of the next two years’ debt service
payment, debt restructuring mechanism should
succeed in bringing private creditors around the
negotiation table. Key proposals include form-
ing an expanded creditor committee with private
lenders to smoothen coordination challenges and
establishing a Comparability of Treatment for-
mula to minimize technical disputes. Bolder use
of the IMF’s Lending into Official Arrears Policies
can also reduce the leverage of holdout credi-
tors. Proposals under the Global Sovereign Debt
Roundtable—co-chaired by the IMF, the World
Bank, and India (immediate past G20 Presidency)
—will be critical in addressing shortcomings in
the current debt restructuring processes. Finally,
establishing a Multilateral Creditor Club, acting in
partnership with debtors, could also improve the
coordination of future debt restructurings and
oversee outstanding global debt challenges.
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TABLE 1.1 Recent cases of debt restructuring in Africa

Country Dates Parameter

Process

Chad Launched External
January 2021  debt
Agreement
reached
November
2022

Ghana Domestic
and external
debt

Zambia External debt

Ethiopia External debt

Chad'’s public debt, at 56 percent of GDP in 2021, became unsustainable following the

COVID-19 pandemic, volatility in oil prices, heightened insecurity, and a food crisis. Chad

was the first country to reach an agreement with its creditors under the G20 Common

Framework.

e Creditors committed to reconvene and provide debt treatment, including for 2025-28,
if necessary.

e A large private creditor, Glencore, agreed to reprofile part of the debt service due in
2024. Official creditors will contribute if this is not sufficient to bring the debt service to
revenue ratio below 14 percent in 2024.

A large fiscal expansion in response to the COVID-19 crisis put Ghana'’s public debt on
an unsustainable trajectory, with the debt-to-GDP ratio reaching almost 90 percent of
GDP at the end of 2022 and interest payments representing almost half of government
revenue. An IMF program was requested in July 2022 and debt restructuring announced
in December.

e Domestic debt (48 percent of GDP at the end of 2022) was restructured through
voluntary exchange (creditors were offered a menu of new instruments with longer
maturities) and was completed by most financial institutions in February 2023.

e External debt accounted for 40 percent of GDP at the end of 2022: Ghana applied to
the Common Framework and official creditors formed a creditor committee in April
2023, providing financing assurances for the IMF to provide fresh financial support in
May 2023.

e In January 2024, Ghana reached agreement with official creditors on debt treatment
under the G20 Common Framework.

Zambia fell into arrears on external debt service after several years of large fiscal and

external imbalances, a drop in copper prices in 2015-16, droughts, and the COVID-

19 pandemic put public debt on an unstainable path. Total public debt peaked at 150

percent of GDP and external public debt at 96 percent in 2020. The country defaulted on

its eurobonds in November 2020, after losing market access.

e Zambia sought a Common Framework treatment in January 2021, and an IMF-
supported program was approved by the Board of the IMF in August 2022.

e Official creditors agreed on a debt treatment in June 2023 which allowed the second
disbursement of the IMF financing. The agreement specifies a baseline treatment,
and a contingent treatment that would be automatically triggered if the assessment of
Zambia’s economic performance and policies improves, allowing for better terms for
creditors.

e Discussions with private creditors started in September 2023

* |n March 2024, Zambia reached an agreement with external bondholders on a
restructuring of $3 billion.

Ethiopia requested treatment under the Common Framework in February 2021, and an

Official Creditor Committee was formed in September of that year.

* An agreement was reached in November 2023 between the Ethiopian authorities
and its official bilateral creditors for a time-bound debt service standstill due from 1
January 2023 to 31 December 2024.

e Suspended payments will be repaid after a two-year grace period and over a three-
year period from 2027 to 2029.

* This debt standstill from Ethiopia’s official bilateral creditors will provide time-limited
liquidity relief ahead of discussions on a wider debt treatment. Those discussions will
gain momentum as soon as the Ethiopian authorities and the IMF have agreed the
parameters for an IMF program.

e |n the context of a wider debt treatment, the efforts made by official bilateral creditors
over the debt standstill period will be taken into account under the principles of
Comparability of Treatment.

Source: IMF 2023 and African Development Bank staff.
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LINKAGES BETWEEN AFRICA’S
TRANSFORMATION EFFORTS
AND THE INTERNATIONAL
FINANCIAL ARCHITECTURE

Despite the remarkable resilience of African

economies amid domestic and external shocks,
most African countries are mired in low income
and plagued by widespread poverty and inequality
African economies have remained resilient despite
the debilitating impact of the COVID-19 pandemic,
the tightening of global financial conditions, the
spillover effects of Russia’s invasion of Ukraine,
subdued global growth, and persistent climatic
threats. However, this commendable achieve-
ment hides a less gleaming picture: most African
countries are mired in low income and plagued
by widespread poverty and inequality, compared
with other world regions. So, despite its strong
recent growth performance, Africa’s structural
transformation has remained slow and uneven
(chapter 2), and the continent has been slow to
move up the global value chains and catch up
with other regions of the world, create decent jobs
and sustain development for shared prosperity.

FIGURE 1.44 SDG composite index in Africa and other
world regions, 2022
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As a result, the continent is off-track in achiev-
ing almost all SDG targets by 2030. If no action
is taken for course correction, including to revers-
ing the steepening poverty curve, close to 9 out
of 10 (or 87 percent) of the world’s extremely poor
people will be in Africa by 2030.'8

Furthermore, Africa remains the second-
most economically unequal region in the world,
after Latin America and the Caribbean.'® Over
600 million people on the continent currently have
no access to electricity and more than 600,000
die annually from indoor air pollution associated
with use of biomass (charcoal) for cooking.?® The
median composite SDG index score—a measure
that tracks performance across all SDG areas—for
African countries is the lowest among its peers, at
about 56 by 2022, which implies that the continent
is about 44 percent short of reaching the SDGs by
2030 (figure 1.44). In contrast, the median score is
69.4 in Latin America and the Caribbean and 78.5
in Europe and Central Asia.

The evident desynchronization between
economic growth performance and sustainable
development suggests that Africa’s current
development model is not fit for purpose

The existing development model, which relies
heavily on resource extraction without value addi-
tion, urgently requires a complete overhaul if the
continent is to catch up with other regions. The
urgency is such that, under a business-as-usual
scenario, it could take today African countries more
than a century on average (108 years, for a median
of 86 years) to transition to a high-income status
(see figure 1.45a, scenario 1). Even in the most opti-
mistic scenario—a country’s per capita GDP grows
annually according to its highest rate ever achieved
since 2010 (figure 1.45a, scenario 3)—it could still
take on average about 40 years to become a high-
income country, well after the deadline of the 2030
Global Agenda and around the African Union’s
Agenda 2063 implementation deadline. While
moving from a low- to a middle-income status
(figure 1.45b) could be faster (on average, in about
26 years in scenario 1 and 9 years in scenario 3),
crossing the middle-income segment is more chal-
lenging as it could take on average 58 years to tran-
sition from the upper middle- to the high-income
status (figure 1.45d, scenario 1).
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FIGURE 1.45 Years of economic convergence of African countries to high-income status under various scenarios

a. From current status to high income
Years for convergence ¢ Median @ Mean

b. From low income to lower middle income
Years for convergence ¢ Median @ Mean
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c. From lower middle income to upper middle income
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Note: Years of convergence refer to the number of years required for African countries to cross the World Bank’s current thresholds for country income

groups: $1,136 to move from low-income countries (LICs) to lower middie-income countries (LMICs), $4,466 from LMICs to upper middle-income coun-

tries (UMICs) and $13,846 to be classified as high-income countries (HICs). In scenario 1, per capita GDP in each African country is assumed to grow
according to the post-COVID-19 (2022-25) average growth rate. In scenario 2, pre-COVID-19 average annual growth rate of per capita GDP (2010-19)
is considered while in scenario 3, the highest per capita GDP growth reached by each African country since 2010 is used. Countries with negative

growth rates under various scenarios were excluded in the figures. Hollow dots refer to outliers (values below the 5th and above the 95th percentiles).

Source: Staff calculations.

There is therefore a hugely potential risk that
most African countries which have managed to
reach the middle-income status remain stuck in
a middle-income trap—a situation whereby a
country, after developing quickly, experiences a
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sharp, sustained drop in economic growth, typi-
cally because of a reduction in the rate of produc-
tivity expansion.?' Furthermore, evidence of the
past four decades indicates that upward move-
ments in income classification are not widespread




The structure of
African economies

has not significantly

changed over the
past two decades,
with agriculture,
industry, and
services sectors
accounting on
average for
respectively

16 percent,

33 percent, and
51 percent of
Africa’s GDP
over 2000-22

across the continent: only 28 African countries (or
52 percent) managed to move at least once to a
higher income category, out of which 18 coun-
tries also moved downward at least once over
the same period (figure 1.46). This implies that
the remaining 26 African countries (or 48 percent)
have been trapped in their income status over
the past four decades. The middle-income trap
could further widen the gap between Africa and
its high-income peers and thus consign its people
to perpetual poverty.

Accelerating structural transformation efforts
and financing its implementation will be key to
unlocking Africa’s development potential

The structure of African economies has not sig-
nificantly changed over the past two decades,
with agriculture, industry, and services sectors
accounting on average for respectively 16 per-
cent, 33 percent, and 51 percent of Africa’'s GDP
over 2000-22. This is similar to the levels achieved
in the 1990s. Although there is evidence of some
ongoing structural transformation process across
the continent (see AfDB 2024), its current pace
remains insufficient to induce profound changes in

Africa’s development landscape. The speed of this
structural transformation will be a key factor that
will differentiate countries that will successfully
sustain their development path from unsuccessful
ones.?? For that, it is important to understand both
internal and external factors behind slow prog-
ress in structurally transforming Africa’s econo-
mies. Identifying the main pull and push factors of
structural transformation will help guide evidence-
informed policymaking to put the continent on a
sustainable development path (chapter 2).

While well-designed structural reforms are
important to boost the level and sustainability of
economic growth, their implementation depends
partly on scaling up financing for structural trans-
formation and enhancing spending efficiency.
Boosting domestic resource mobilization plays a
critical role in that regard as African governments
are primarily responsible for financing their devel-
opment. At the median, African governments cur-
rently collect only about 13.6 percent of GDP in
tax revenues, while the median tax-to-GDP ratio
in other developing countries is 15.4 percent and
reaches 21.1 percent in HICs (figure 1.47a). It will
thus be important to mobilize more resources

FIGURE 1.46 Dynamics of country income classification changes in Africa, 1987-2022
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Note: Figure reports the number of times each country moved to another income group (LICs, LMICs, UMICs,

and HICs) since 1987 based on World Bank’s income thresholds for the corresponding year. African countries not

reported are those that remained in the same income group over the 1987-2022 period.

Source: Staff calculations.
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FIGURE 1.47 Domestic resource mobilization, private investment and international support fall short of Africa’s

development finance needs

a. Distribution of tax-to-GDP ratio, 2019
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Note: Other developing countries refer to all non-African countries not classified as high-income countries using the World Bank’s current
country income classifications. Interest payments include interest payments on government debt—including long-term bonds, long-term
loans, and other debt instruments—to domestic and foreign residents.

Source: Staff calculations.

domestically for structural transformation knowing
that, at the median, around 11 percent of collected
tax revenues on the continent are allocated annu-
ally to the payment of interest on government debt
to domestic and foreign residents (figure 1.47b).
These huge interest payments—in part a result
of the high cost of sovereign borrowing due to high
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perceived risks associated with African markets
and poor credit ratings in international markets
—crowd out financing of public investments in
critical sectors such as education, health, infra-
structure, etc. With appropriate reforms, there still
is considerable room for a gradual increase of tax
revenues in Africa insofar as evidence has shown
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that the tax capacity—the predicted maximum
taxation in an economy given its macroeconomic,
demographic, and institutional features—was
about 23 percent of GDP in low-income countries,
most of which are African.23 While the appropriate
level of taxation is determined by each country’s
characteristics, fast-tracking structural transfor-
mation will ultimately depend on a country’s ability
to increase its tax capacity.

Private flows—particularly in the form of FDI
—can further make a significant contribution to
scale up financing and support faster transfer of
technology and skills, job creation, and innova-
tion, important ingredients to accelerate Africa’s
structural transformation. So far, the potential of
external private finance for structural transforma-
tion remains however largely unrealized. Net FDI
inflows to Africa as a percent of GDP has been
volatile and mostly declining since the global finan-
cial crisis of 2007-08 (figure 1.34 and figure 1.47¢).
While international support could have also helped
fill the continent’s development finance gap, net
inflows of ODA to African countries as a percent of
their GDP have followed a declining path, limiting
the scope for donor inflows to finance new SDG-
related projects (Figure 1.34 and figure 1.47d). In
addition, as highlighted in the AEO 2022, only a
handful of developed countries have met the
United Nations’ target for developed countries to
allocate at least 0.7 percent of their gross national
income (GNI) to ODA, beyond other global financ-
ing commitments. Boosting both external private
finance and donor inflows as well as increas-
ing access to concessional financing—critical to
reduce debt vulnerabilities—will require reform of
the international financial architecture in a way that
supports Africa’s structural transformation efforts
(chapter 3).

POLICY RECOMMENDATIONS

Following the strong recovery a year after the
COVID-19 pandemic, economic performance
in Africa has slowed due to a variety of factors,
including persistently high food and energy prices
as a result of Russia’s ongoing invasion of Ukraine,
subdued performance of the export sector due
to weak global demand, the impact of climate
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change and extreme weather events, and politi-
cal instability and conflict in some African coun-
tries. Addressing these constraints to accelerate
structural transformation and put Africa back on
the path to achieve the SDGs requires implement-
ing a mix of measures in the short, medium, and
long terms. These include a judicious mix of fiscal
and monetary policies aimed at promoting macro-
economic stability, advancing structural reforms
in the areas of revenue mobilization and struc-
tural transformation, and remaining committed to
reforming the international financial architecture to
help increase Africa’s capacity to tap additional
sources of financing. financing without burdening
current and future generations.

Short-term policy measures

A more tailored monetary policy is needed to
tackle persistent inflationary pressures

The persistence of inflation in Africa amid upside
risks to inflation and weakening currencies war-
rants tailored monetary policy adjustments. In
most economies, central banks have typically
tried to keep policy rates high enough to ensure
that inflation expectations remain well anchored.
In particular, monetary policy stance can be more
accommodative in economies where core inflation
is moderate and headline inflation is driven mostly
by temporary supply shocks. Given the impor-
tance of supply-side shocks behind Africa’s recent
inflation bout, high interest rates may indeed not
be optimal in all countries and risk depressing
demand excessively. Better identification of infla-
tionary forces in Africa is therefore needed, as is
deepening domestic financial markets to foster
monetary policy transmission. Fiscal dominance
and central bank financing of the fiscal deficit,
which undermines the central banks’ credibility to
fight inflation, should also be contained, ensuring
that monetary and fiscal policy are moving in the
same direction.

To adequately reduce inflationary pressures,
African countries should also remove hurdles
preventing domestic supply from responding to
higher prices—and to boost labor productivity
via infrastructure and human capital investment.
They should accelerate the implementation of the
mechanisms for dampening the effect of supply
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shocks, such as greater diversification and better
infrastructure that support productivity growth
in agriculture and manufacturing. In particular,
successful disinflation may require incentivizing
business investment to protect future productive
capacity. Given prevailing financial conditions, if
bolder and more transformative policies are not
implemented, the current aggressive monetary
policy stance in Africa could lead to further slow-
downs in Africa’s growth and debt and debt ser-
vicing spiraling out of control.

Promoting local production and diversifying
import sources are key to addressing food prices
Supporting African smallholder farmers can trig-
ger an agricultural revolution to feed Africa, espe-
cially in urban areas. African countries need to
provide farmers with broad access to affordable
finance, improved food production technologies
(especially certified seeds adapted to extreme
climatic conditions), and large-scale systematic
extension and mechanization services to increase
food production and thus stabilize food prices in
the short to medium term. In the long term, eco-
nomic diversification and the strengthening of
intra-African trade should enable African countries
to become self-sufficient in food. This will be cru-
cial for strengthening economic resilience to future
shocks. The African Continental Free Trade Area
offers significant opportunities for trade diversifi-
cation and the development of trade networks in
key agricultural sectors.

Reducing debt burdens through governance
reforms to strengthen debt management
capacity

Recent debt trends in many African countries have
revived the need for strong governance reforms
to strengthen debt management capacity. Good
governance and strong institutional capacity pre-
vent “below the line” operations that undermine
debt reduction efforts and ensure that countries
strengthen their buffers and deleverage in good
times. To achieve this, there is need to build strong
budgetary institutions that support efficient mobi-
lization of domestic resources at scale, use them
prudently, and conduct sound public expendi-
ture and debt management surveillance. In addi-
tion, a stronger link between debt, growth, and
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governance would help maximize the growth div-
idend of debt-financed public investment. Coun-
tries also need to increase debt transparency
by improving the collection, reporting, and man-
agement of debt statistics and strengthening the
monitoring of state-owned enterprises to reduce
fiscal risks from undisclosed debt and contingent
liabilities. Good governance will also form the
basis for broader economic reforms.

Addressing exchange rate pressures should be
a key short-term priority

The rapid depreciation of exchange rate in some
African countries has continued despite vari-
ous policies implemented to stem the tide. Yet
exchange rate policy can be a powerful instrument
to fight inflation and stimulate economic growth. In
countries with floating exchange rates, currencies
should be allowed to adjust as much as possible
in line with developments in other macroeconomic
fundamentals, as attempts to resist movements
based on fundamentals could have unintended
adverse consequences on growth. In countries
with pegged exchange rates, monetary policy
must be aligned with that of the anchor country
to maintain external stability and avoid further
losses in foreign exchange reserves as countries
seek to preserve parity and protect the domestic
currency from depreciating. Structural reforms to
implement a strategic industrial policy to accel-
erate economic diversification and strengthen
the export sector, as well as fiscal consolidation
when the budget deficit increases pressure on the
exchange rate, should be implemented simultane-
ously with monetary policy measures to increase
resilience to shocks.

Policies for the medium to long term

Reforming the current global financial
architecture to make it fit for African countries’
financing needs

In most African countries, debt servicing costs
have risen, straining public finances, and limiting
the scope for government infrastructure spending
and investment in human capital, which maintain
the continent in a vicious cycle that traps Africa
in low growth trajectory. One reason for the
increased vulnerabilities is the failure of the global
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financial architecture to provide financing for coun-
tries most in need of resources for development.
As African countries continue to face financing
challenges, mainstream financial institutions need
to rethink their role and financing model. The pro-
posed Triple Agenda of the G20 highlights the var-
ious benefits of a reformed global financial archi-
tecture to make it more responsive in mobilizing
and channeling finance for the SDGs. Reforming
the global financial architecture and expanding
the representation of developing countries will
improve decisionmaking, increase transparency,
and reduce the cost of capital. The resulting addi-
tional finance mobilized for development could
help alleviate fiscal pressures on African countries,
promote macroeconomic stability, boost market
confidence, and reduce borrowing costs.

Scaling up domestic resource mobilization is a
must for African countries to accelerate Africa’s
structural transformation

As outlined in the Addis Ababa Action Agenda
(2015), there is broad consensus that successful
implementation of the 2030 Global Agenda and
the African Union’s Agenda 2063 requires greater
mobilization and more effective use of domestic
public resources. According to some estimates,
corruption costs Africa $148 billion every year and
about $90 billion leaves the continent annually in
the form of illicit financial flows. Fighting illicit finan-
cial flows is therefore critical to addressing the
challenge of domestic resource mobilization. This
includes strengthening the rule of law by building
a strong and independent judiciary and investing
in the training of judges, prosecutors, and police
officers to assist them in investigating and prose-
cuting corruption cases. In addition, anticorruption
institutions need to be strengthened by establish-
ing specialized anti-corruption agencies with suf-
ficient resources and genuine independence to
investigate and prosecute offenders.

While these reforms are necessary to fight
illicit capital flows, a multidimensional approach is
needed to combat them effectively. This includes
tightening financial regulations by placing the
burden of transparency and accountability obliga-
tions on financial institutions to prevent illicit capi-
tal flight. In addition, strengthening border controls
and institutional capacity, as well as international
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cooperation, are also crucial for tracking illicit cap-
ital flows and recovering stolen assets. Countries
should also apply innovative approaches, includ-
ing financial surveillance technologies such as
blockchain and artificial intelligence, to monitor
financial transactions and detect suspicious pat-
terns of capital movements.

In addition to implementing reforms to mobilize
more domestic resources, countries must also
promote measures aimed at curbing wastage of
public resources and improving the efficiency of
public spending. Current expenditure, including
government employee salaries, must be con-
trolled, while capital expenditure must be chan-
neled into growth-enhancing investments. Inef-
ficient operating expenditure must be reduced.
The use and spread of digital technologies in
public administration could help save money and
improve the efficiency of tax administration. Coun-
tries must also make political stability and the rule
of law key pillars in strengthening institutions and
the mode of governance. Reducing the demo-
graphic dependency rate by creating conditions
for youth employment to increase the size of the
active population could also help increase the
tax base to complement traditional measures to
improve collection of tax revenue.

Creating an enabling environment is crucial

for attracting and scaling up external financial
flows as complementary sources of financing
Africa’s economic transformation

Although domestic resources will remain an inte-
gral and larger part of financing Africa’s economic
transformation, external financial flows will be
essential as complementary sources of funding
development needs. Africa has performed rela-
tively well in attracting foreign direct investment
(FDI), but much of this investment has been in
extractive sectors and limited to few, and mostly
large economies. African economies therefore
need to attract more FDI and, almost more im-
portant, create the conditions for its stability to
reap the greatest benefits for growth. Stylized
facts and empirical evidence show that FDI vol-
atility and lack of private sector financing are two
major impediments to the development of Afri-
can manufacturing. African countries therefore
need to create a favorable environment to better
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attract foreign investment. This includes promot-
ing political stability, the absence of violence and
conflict, good governance, and price stability. Offi-
cial development assistance (ODA) has not proven
to be an effective ally in reducing debt in African
countries. This suggests that most African coun-
tries may have fallen victim to an aid syndrome
that has led to either increased spending or less
significant mobilization efforts, or a combination of
both. Official development assistance to African
countries therefore needs to be rethought if it is to
achieve its objective of freeing recipient countries
from the aid dependency. It should focus more on
the transfer of skills and technologies to increase
the ability to mobilize domestic resources. Donors
also need to pay more attention to ensuring that
ODA is used effectively and efficiently, focusing
on key sectors that have a significant impact on
public revenue generation.

Given the uneven performance and the

very tight timeframe to achieve the SDGs,
accelerating structural reforms to build resilient
economies should be a top priority

The persistent growth volatility that Africa has
experienced in the aftermath of the COVID-19
pandemic, coupled with the decline in income
growth, clearly calls for prioritizing structural
reforms to strengthen the continent’s resilience to
shocks. Therefore, in countries where the volatility
in growth is largely attributed to energy monop-
olies, which is a key driver for inefficiency in
electricity generation and associated shortages,
liberalizing the energy sector should be a prior-
ity. And in an environment where development
financing gaps remain large and financing con-
ditions tight, reprioritizing fiscal spending should
redirect expenditure toward growth-enhancing
public investment projects. Countries also need
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to prioritize climate-adaptation policies to improve
resilience to climate-related disasters and hence
strengthen resilience. In countries where domes-
tic demand is weak, policymakers need to imple-
ment reforms such as reducing regulatory barri-
ers and improving public service with the aim of
attracting private investments. This will provide
an enabling environment for job creation and
improving household incomes. Finally, accelerat-
ing diversification of economies through produc-
tion and trade activities will help build resilience
to navigate the negative effects emerging from
global tensions.

Accelerating structural transformation efforts
and financing its implementation will be key to
unlocking Africa’s development potential
Although there is evidence of some ongoing struc-
tural transformation across the continent, its cur-
rent pace remains insufficient to induce profound
changes in Africa’s development landscape. Iden-
tifying the main pull and push factors of structural
transformation will help guide evidence-informed
policymaking to put the continent on a sustainable
development path. While well-designed struc-
tural reforms are important to boost the level and
sustainability of economic growth, their imple-
mentation depends partly on scaling up financ-
ing for structural transformation and enhancing
spending efficiency. Boosting domestic resource
mobilization plays a critical role in that regard as
African governments are the primary responsible
for financing their development. Private flows—
particularly in the form of foreign direct investment
—can further make a significant contribution to
scale up financing and support faster transfer of
technology and skills, job creation, and innovation,
important ingredients to accelerate Africa’s struc-
tural transformation.
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ANNEX 1.1A REAL GDP GROWTH (percent)

2023 2024 2025 2023 2024 2025
2022 estimated projected projected 2022 estimated projected projected
Central Africa il 4.3 41 4.7 Southern Africa 2.8 1.6 2.2 2.7
Cameroon 3.6 3.8 44 4.4 Angola 3.0 0.9 2.7 4.3
Central African Rep. 0.5 1.0 2.3 3.1 Botswana 5.5 2.7 4.0 4.3
Chad 3.4 4.3 5.2 5.3 Lesotho 1.3 0.9 17 2.2
Congo, Dem. Rep. 8.8 7.5 5.7 5.6 Madagascar 4.3 4.4 4.5 5.3
Congo, Rep. of 1.7 3.9 4.3 4.4 Malawi 0.9 1.5 3.3 3.8
Equatorial Guinea 3.7 -5.7 -5.0 2.7 Mauritius 8.9 7.0 4.9 3.7
Gabon 3.0 2.3 2.8 2.9 Mozambique 4.2 5.0 5.2 5.2
East Africa 4.5 1.5 4.9 5.7 Namibia 5.3 4.2 2.6 3.3
Burundi 1.8 2.8 4.6 5.9 S&o Tomé and Principe 041 0.5 1.2 2.1
Comoros 2.6 3.1 4.0 4.6 South Africa 1.9 0.6 1.3 1.6
Djibouti 3.7 7.3 6.2 6.6 eSwatini 0.5 4.8 4.9 3.6
Eritrea 2.6 2.9 2.9 3.1 Zambia 5.2 5.8 4.5 4.5
Ethiopia 6.4 71 6.7 6.7 Zimbabwe 6.1 5.0 2.0 815
Kenya 4.8 5.2 5.4 5.6 West Africa 3.9 3.6 4.2 4.4
Rwanda 8.2 8.2 6.5 6.8 Benin 6.3 6.4 6.5 6.2
Seychelles 15.0 2.5 4.0 4.3 Burkina Faso 1.5 3.6 44 4.3
Somalia 2.4 2.8 3.7 3.8 Cabo Verde 17.4 4.6 4.7 4.8
South Sudan —2.9 -0.4 -5.0 1.0 Cote d'lvoire 6.2 6.5 74 6.9
Sudan -1.0 -37.5 -5.9 0.5 Gambia, The 4.9 5.6 6.1 5.8
Tanzania 4.7 5.3 5.7 6.0 Ghana 3.8 2.9 3.4 4.3
Uganda 6.3 4.6 6.0 7.0 Guinea 4.0 5.7 4.2 5.4
North Africa 4.6 41 3.6 4.2 Guinea—Bissau 4.2 4.3 4.7 5.2
Algeria 3.6 4.2 4.0 3.7 Liberia 4.8 4.5 5.2 6.2
Egypt 6.7 3.8 3.3 4.5 Mali 3.7 4.3 4.7 5.3
Libya -3.7 12.6 7.9 6.2 Niger 1.9 2.5 10.5 7.7
Mauritania 6.4 3.4 4.2 5.5 Nigeria 3.3 2.9 3.2 3.4
Morocco 1.3 3.2 3.5 3.8 Senegal 3.8 41 9.3 10.2
Tunisia 2.5 0.4 21 2.9 Sierra Leone 3.5 2.6 4.7 5.2
Togo 5.8 5.6 5.3 6.0
Africa 41 3.1 3.7 4.3

Source: African Development Bank statistics.
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ANNEX 1.1B OUTLOOK FOR KEY MACROECONOMIC INDICATORS
FOR 2024 AND 2025

Real GDP growth Inflation Current account balance Fiscal balance
2024 2025 2024 2025 2024 2025 2024 2025
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Central African Rep.
Chad
Comoros
Congo, Dem. Rep.
Congo, Rep.
Céte d’lvoire
Dijibouti

Egypt
Equatorial Guinea
Eritrea
Ethiopia
Gabon
Gambia, The
Ghana
Guinea
Guinea-Bissau
Kenya
Lesotho
Liberia

Libya
Madagascar
Malawi

Mali
Mauritania
Mauritius
Morocco
Mozambique
Namibia

Niger

Nigeria
Rwanda

Séo Tomé
and Principe

(continued)
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Real GDP growth

Inflation Current account balance Fiscal balance

2024 2025

Senegal
Seychelles 4.0 4.3
Sierra Leone
Somalia
South Africa
South Sudan
Sudan
eSwatini
Tanzania
Togo

Tunisia
Uganda
Zambia
Zimbabwe

2024 2025 2024 2025 2024 2025
-4.0 -3.2

Note: GDP growth and inflation are in percent, while current account balance and fiscal balance are in percent of GDP. This heatmap plots the

countries’ outlook for selected key macroeconomic indicators. Countries are ranked in three criteria: “green” for good performers, “yellow” for fair

performers and “red” for weak performers. Real GDP growth above 6 percent are coloured green, 4-6 percent are coloured yellow and below

4 percent are coloured red. Inflation rates below 5 percent are coloured green, 5-9.9 percent are coloured yellow and double digit are coloured red.

Current account surplus is coloured green, deficits below 5 percent are coloured yellow and above 5 percent are coloured red. Fiscal deficits below

3 percent are coloured green, 3-5 percent are coloured yellow and above 5 percent are coloured red.

CHAPTER 1 AFRICA’S ECONOMIC PERFORMANCE AND OUTLOOK



ANNEX 1.2 COUNTRY GROUPINGS

QOil exporters

Algeria, Angola, Cameroon, Chad, Republic of
Congo, Egypt, Equatorial Guinea, Gabon, Libya,
Nigeria, South Sudan

Other resource-intensive

Botswana, Burkina Faso, Central African Republic,
Democratic Republic of Congo, Ghana, Guinea,
Liberia, Mali, Namibia, Niger, Sierra Leone, South
Africa, Sudan, Tanzania, Zambia, Zimbabwe

Non-resource-intensive

Benin, Burundi, Cabo Verde, Comoros, Cote d’lvoire,
Djibouti, Eritrea, Ethiopia, The Gambia, Guinea-
Bissau, Kenya, Lesotho, Madagascar, Malawi,
Mauritania, Mauritius, Morocco, Mozambique,
Rwanda, Sao Tomé and Principe, Senegal, Sey-
chelles, Somalia, eSwatini, Togo, Tunisia, Uganda

Tourism dependent
Cabo Verde, Comoros, Mauritius, Sdo Tomé and
Principe, Seychelles

Low income

Burkina Faso, Burundi, Central African Republic,
Chad, Democratic Republic of Congo, Eritrea,
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Ethiopia, The Gambia, Guinea, Guinea-Bissau,
Liberia, Madagascar, Malawi, Mali, Mozambique,
Niger, Rwanda, Sierra Leone, Somalia, South
Sudan, Sudan, Togo, Uganda

Middle income

Algeria, Angola, Benin, Botswana, Cabo Verde,
Cameroon, Comoros, Republic of Congo, Coéte
d’lvoire, Dijibouti, Egypt, Equatorial Guinea,
Gabon, Ghana, Kenya, Lesotho, Libya, Maurita-
nia, Mauritius, Morocco, Namibia, Nigeria, Sao
Tomé and Principe, Senegal, Seychelles

Sub-Saharan Africa

Angola, Benin, Botswana, Burkina Faso, Burundi,
Cabo Verde, Cameroon, Central African Republic,
Chad, Comoros, Democratic Republic of Congo,
Republic of Congo, Céte d’Ivoire, Djibouti, Equato-
rial Guinea, Eritrea, Ethiopia, Gabon, The Gambia,
Ghana, Guinea, Guinea-Bissau, Kenya, Lesotho,
Liberia, Madagascar, Malawi, Mali, Mauritania,
Mauritius, Mozambique, Namibia, Niger, Nige-
ria, Rwanda, Sdo Tomé and Principe, Senegal,
Seychelles, Sierra Leone, Somalia, South Africa,
South Sudan, Sudan, eSwatini, Tanzania, Togo,
Uganda, Zambia, Zimbabwe
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ANNEX 1.3 EMPIRICAL EVIDENCE OF THE IMPACT OF ODA ON

THE CONTROL OF PUBLIC SPENDING AND DEBT

OLS regressions

FE regressions with CSD

Fiscal Fiscal
Public debt balance Public debt balance
(percent (percent Expense (percent (percent Expense

Variable GDP) GDP) control GDP) GDP) control
ODA-to-GDP ratio 1.895%* —0.671*** —0.329*** 1181+ —0.924*** —0.345**

(0.253) (0.224) (0.109) (0.313) (0.256) (0.146)
Manufacturing value added —1.927** 0.240*** 0.029 -2.236™* 0.930** 0.185
(percent GDP) (0.213) (0.074) (0.096) (0.364) (0.427) (0.276)
Reserves-to-GDP ratio —0.624*** 0.059** 0.213** —-0.889*** 0.047 0.140**

(0.078) (0.025) (0.047) (0.260) (0.055) (0.063)
Inflation rate 0.335*** 0.002** 0.001 0.223*** 0.002** 0.000

(0.101) (0.001) (0.004) (0.069) (0.001) (0.003)
GDP per capita growth -0.817** -0.090 0.675** -0.817* 0.143 0.667***

(0.388) (0.214) (0.159) (0.417) (0.183) (0.169)
Bank credit to private sector 0.264*** -0.176*** -0.213*** —-0.936"* —-0.362*** —0.545***

(0.060) (0.041) (0.037) (0.403) (0.109) (0.164)
Constant 0.740*** 0.012 0.915** 1.108*** -0.018 0.969***

(0.054) (0.018) (0.019) (0.146) (0.064) (0.068)
Observations 1,291 1,489 1,489 1,291 1,489 1,489
R-squared 0.207 0.083 0.090
Country FE No No No Yes Yes Yes
Control for CS correlations No No No Yes Yes Yes
Number of groups 51 52 52

Note: Standard errors are in parentheses. These are robust to general forms of cross-sectional (spatial) and tem-

poral dependence (autocorrelation). *, **, and *** denote significance at the 10, 5, and 1 percent confidence level,

respectively.
Source: Staff calculations.
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ANNEX 1.4 METHODOLOGY FOR ESTIMATING CURRENCY

MISALIGNMENTS

Exchange rate misalignments or currency mis-
alignments represent deviations of real effective
exchange rates from their equilibrium level. To
the extent that they reflect significant distortions,
exchange rate misalignments can have serious
adverse consequences on economic growth and
development. Several approaches for assessing
the extent of exchange rate misalignments coexist
in the literature, each referring to a specific defi-
nition of equilibrium exchange rates or pertaining
to a different time horizon.?* In this investigation,
we rely on the Behavioral Equilibrium Exchange
Rate (BEER) approach to assess equilibrium real
exchange rates since it is a good alternative to
PPP-based measures or normative approaches
—such as the Fundamental Equilibrium Exchange
Rate (FEER) approach.?® The calculation of equi-
librium exchange rates requires identifying the
long-term equilibrium trajectories of economies
which depend on several fundamentals. The
BEER approach here appears less normative and
more pragmatic as it does not require estimate or
to make assumptions on the long-run values of
the economic fundamentals. Instead, it aims to
relate the dynamics of the real exchange rate to
that of its fundamentals. This approach is relatively
simple and easy to implement and requires few
data.

On the operational side, the equilibrium real
exchange rate, within the BEER approach frame-
work, is assessed through the estimation of a
long-run relationship between the real exchange
rate and a set of fundamentals—variables influ-
encing the real exchange rate in the long run. This
set of fundamentals derives from various theoret-
ical models. Among many, the works of Edwards
(1988, 1994) and Hinkle and Montiel (1999) have
provided suitable theoretical and empirical frame-
works to investigate equilibrium real exchange
rates and their fundamentals in developing and
emerging countries. We consider four fundamen-
tals that have found to be the most important
fundamentals of real effective exchange rates for
African economies: the relative productivity of the
tradable sector, the net foreign asset position, the
terms of trade, and the government consumption.
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Hence, the long-run relationship to be estimated
is the following:

reer, = U, + B,rprod, + B,nfa, + Bytot,
+ B,gov, + &, 0]

where [ =1, ..., Nand t = 1, ..., T respectively
indicate the individual and temporal dimensions of
the panel. reer, is the real effective exchange rate
(in logarithms, an increase in the index indicates
a real appreciation); rprod, stands for country /’s
relative productivity against its trading partners
and serves as a proxy of the Balassa-Samuelson
effect (also expressed in logarithm); nfa, stands for
the net foreign asset position (in percent of GDP);
tot, refers to the terms of trade; gov, stands for
the government expenditure (in percent of GDP).28
U, are the country fixed effects and ¢, is the error
term. The improvement of these four fundamen-
tals is expected to appreciate the equilibrium real
exchange rate.

First, the Balassa-Samuelson effect describes
the convergence process of an economy which
results in an appreciation of its real exchange rate
through a larger productivity growth in the domes-
tic traded goods. If the real appreciation is in line
with the stage of development, the currency of the
country will then not necessarily be overvalued.

Second, the connection between real
exchange rates and net foreign assets derives
from the intertemporal budget constraint which
links external assets, real exchange rate and
trade balance together, documented by Lane and
Milesi-Ferretti (2002). When a country runs a cur-
rent account deficit, it is building up liabilities to
the rest of the world. Solvency requires that the
country be willing and able to (eventually) generate
sufficient current account surpluses to repay what
it has borrowed to finance the current account
deficits. Therefore, a country running a current
account deficit (borrowing more) may have an
overvalued currency: indeed, it should register a
more depreciated real exchange rate in order to
restore external equilibrium. Conversely, net cred-
itor countries may have an undervalued currency
and experience real exchange rate appreciations:
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their trade deficit will be indeed offset by invest-
ment income on their net foreign asset position.?”

Third, the impact of changes in the terms of
trade on the equilibrium real exchange rate is
theoretically ambiguous. On the one hand, an
improvement of the terms of trade (an increase in
the relative price of exports to imports) leads to
a substitution effect. Domestic agents shift their
demand toward imported goods and, as a result,
the domestic currency will be overvalued: it will
have to depreciate to restore the external equilib-
rium. On the other hand, an income effect due to
the improved current account may generate higher
demand for non-traded goods. Consequently,
prices in the nontraded goods sector tend to rise
as well as the general price level, leading in turn to
an appreciation of the equilibrium real exchange
rate. Empirically, it has been documented that the
negative substitution effect of change in terms of
trade is not large enough to outweigh the income
effect. This is so because imports and domestic
goods are imperfect substitutes. It follows there-
fore that the net result of an increase in the relative
price of exports to imports will be an appreciation
of the equilibrium real exchange rate.

Finally, the impact of changes in government
consumption is also theoretically ambiguous but
empirical studies have proven a positive rela-
tionship. Indeed, as government consumption is
biased toward non-traded goods, a rise in govern-
ment consumption leads to an increase in the rel-
ative price of non-tradable goods and causes the
equilibrium exchange rate to appreciate. On the
other hand, a growing budget deficit might lead to
a depreciation of the real exchange rate.

Following the estimation of equation (1), cur-
rency misalignments are obtained from the dif-
ference between the observed real effective
exchange rate (reer,) and its equilibrium level
(reer,”)—i.e. the fitted value of the real effective
exchange rate derived from the estimation of
equation (1):

‘ _ _ *
Mis,, = reer, - reer”, 2
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Defined in such a way, a negative sign indicates an
undervaluation whereas a positive sign indicates
an overvaluation of the real effective exchange
rate. Estimating the long-term relationship of equa-
tion (1) using the Pooled Mean Group (PMG) esti-
mator gives the results in Annex table 1.4.1. The
signs of the coefficients associated with the differ-
ent fundamentals are consistent with predictions.
Misalignments are estimated by considering the
equilibrium exchange rates calculated from these
results. Once the misalignments are estimated,
we examine their impact on per capita economic
growth in Africa through the following equation (3):

Growthpc, = a, + 6,Mis,, + 6,Debt,
+ O,lnvest, + 6,Tradeopen,, + €, 3)

Mis represents misalignments (as a percentage),
Debt is public debt (as a percentage of GDP),
Invest represents investment (as a percentage
of GDP) and Tradeopen is the rate of openness
to trade measured by the sum of exports and
imports relative to GDP.

ANNEX TABLE 1.4.1 Estimation of the
exchange rate equilibrium relationship

(1 (2

Long-run  Short-run
Variable dynamics dynamics
EC term -0.135**
(0.0186)
Relative productivity 0.501*** -0.0468
(0.0415) (0.0511)
Net foreign asset 0197 0.215"*
(0.0368) (0.0423)
Terms of trade 0.145"* —-0.0588
(0.0488) (0.0381)
Government expenditure 0.758"** 0.339
(0.270) (0.235)
Constant 0.658***
(0.0955)
Observations 1,900 1,900

Note: Standard errors are in parentheses. *, **, and ***
denote significance at the 10, 5, and 1 percent confi-
dence level, respectively.
Source: Staff calculations
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ANNEX TABLE 1.4.2 Impact of exchange rate misalignments on per capita growth in Africa

Variable (1) (2) (3)
External debt (percent of GDP) -0.015"** -0.015"** -0.014***
(0.004) (0.004) (0.003)
Investment (percent of GDP) 0.048*** 0.048*** 0.045***
(0.012) (0.012) (0.011)
Trade openness 0.031** 0.032*** 0.030***
(0.011) (0.011) (0.011)
Exchange rate misalignments -0.014*** -0.031***
(0.004) (0.010)
Manufacturing value added (percent of GDP) -0.034
(0.029)
Undervaluation 0.001
(0.004)
Overvaluation —-0.029***
(0.011)
Undervaluation x Manufacturing VA (percent of GDP) 0.221**
(0.069)
Overvaluation x Manufacturing VA (percent of GDP) 0.039
(0.102)
Constant -0.344 -0.087 0.363
(0.677) (0.667) (0.764)
Observations 1,653 1,653 1,653
Number of groups 44 44 44
Country FE Yes Yes Yes
Control for CS correlations Yes Yes Yes

Note: Standard errors are in parentheses. These are robust to general forms of cross-sectional (spatial) and tem-
poral dependence (autocorrelation). *, **, and *** denote significance at the 10, 5, and 1 percent confidence level,
respectively.

Source: Staff calculations.
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NOTES

10.
11.
12.
13.

Agreed wording at the 2022 AfDB Group Annual
Meetings in Ghana. Algeria, China, Egypt, eSwatini,
Namibia, Nigeria, and South Africa entered a reser-
vation and proposed “Russia—Ukraine Conflict.”
AfDB 2024.

OPEC+ is an expanded collation of the 13 members
of the OPEC and 11 other non-OPEC members.
Zhang and Reyes 2023.

Jaramillo et al. 2028.

See among others, Elbadawi et al. (2012), Couharde
and Sallenave (2013) and Giordano (2023).
UNCTAD 2023.

A recent study by Moody’s Analytics reveals that
Africa (5.5 percent) has the lowest default rates in
long-term infrastructure projects compared with
other regions of the world (5.9 percent for Western
Europe, 8.8 percent for Asia, and 12.9 percent for
Latin America).

UNCTAD 2023.

IMF 2019.

Schlegl, Trebesch, and Wright 2019.

African Sovereign Debt Justice Network 2024.

Onu 2024.
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14.
15.
16.
17.
18.
19.
20.
21.
22.
23.
24.
25.
26.

27.

Gbohoui et al. 2023.

Gbohoui et al. 2023.

AEO 2021.

Carrasco 1999.

Wadhwa 2018.

Mo lbrahim Foundation 2023.

Fisher et al. 2019.

Agénor 2017.

McMillan et al. 2014.

Akanbi et al. 2021.

MacDonald 2000; Driver and Westaway 2004.
Clark and MacDonald 1998.

Data on real effective exchange rates are from Brue-
gel. Relative productivity is computed as the relative
real GDP per capita of country / vis-a-vis 186 trade
partners. Data are from the CEPIl (EQCHANGE).
Net foreign asset position data are from Lane and
Milesi-Ferretti (2023) and terms of trade and gov-
ernment spending are from the World Development
Indicators.

The BEER approach allows taking into account
stock effects through the dynamics of the net foreign
asset position and of the stock of capital.
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TAKING STOCK OF
AFRICA’S ECONOMIC
TRANSFORMATION
PROGRESS

KEY MESSAGES

e African economies have exhibited remarkable resilience amid multiple shocks,
but their structural transformation has been slow and uneven. Real gross domes-
tic product (GDP) is growing but so is the continent’s population. Thus, while real GDP
grew on average at 3.8 percent annually over the four decades preceding the COVID-19
period—surpassed only by developing Asia—Africa’s real GDP per capita has been con-
sistently growing at one of the slowest rates in the world since the 1980s. Moreover, the
structure of most African economies has not changed much since the 1990s, such that
traditional sectors have continued to drive Africa’s growth and employment. For instance,
the agriculture sector, which employs 42 percent of Africa’s workforce, is still 60 percent
less productive than the whole economy, leaving most African workers stuck in a low-
productivity sector and unable to earn enough to escape poverty.

e |n effect, Africa has been transforming without a marked level of industrialization
but through a low-skill services sector, mainly because of low manufacturing
activity. The expansion in services employment, which contributed to growth-enhancing
structural change, has been matched by a sharp decline in the share of employment in
agriculture. This transformation has occurred through the reallocation of economic activ-
ities from agriculture to other relatively low-productivity sectors, notably personal and
retail services, rather than to more productivity-enhancing manufacturing. But this type of
sectoral reallocation has a limited impact on structural transformation. Hence, despite the
recent momentum in overall services growth, only 30.1 percent of Africa’s services exports
in 2022 (20.7 percent in 2005) were in high-skilled services, such as insurance, pensions,
finance, and information and communication technology (ICT).

e Institutions matter for structural transformation, and countries with well-
defined and functioning institutions that invest in productivity-enhancing soft
and hard infrastructure have transformed their economies. Empirical evidence
suggests that, by being able to reduce transaction costs and information asymmetry,
politically stable and less corrupt countries managed to crowd in private investments,
boost productivity, stimulate growth, and increase real incomes for households and firms.
Countries with high-quality public services coupled with policy consistency are also the
most likely to transform their economies because of the citizenry’s buy-in of structural and
other growth- and employment-promoting reforms. These countries perform relatively well
in transforming their economies, efficiently allocating more resources to critical sectors
such as education, energy, transport infrastructure, and ICT, which have large potential
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to foster structural transformation. Quality
infrastructure—soft and hard—reinforces the
transformational benefits of policy consis-
tency and robust institutions.

Recent evidence of growth in high-skill
services suggests that the sector can be
an engine of Africa’s productivity growth,
if well harnessed. In addition to promoting
manufacturing to drive Africa’s development,
there is an emerging pattern suggesting that
Africa’s industrial policy could also focus
on the services sector given its capacity to
absorb a large pool of labor and drive future
jobs growth. African countries could therefore
nurture the services sector and leverage its
main features—smaller size firms, high pro-
ductivity, and greater labor intensity relative
to manufacturing—to develop a services-led
growth model. This model should include the
promotion of tradable and nontradable serv-
ices such as tourism, business, finance, and
ICT, which could bring in foreign exchange to
finance Africa’s structural transformation.

Africa will need to close an annual financ-
ing gap of about $402 billion by 2030 to
fast-track its structural transformation
and catch up with high-performing devel-
oping countries from other regions. This
financing gap presupposes that the continent
prioritizes investment needs in education,
energy, productivity, and infrastructure, relat-
ing to key Sustainable Development Goals
(SDGs) more directly relevant to improving
structural transformation. Mobilizing addi-
tional resources domestically—including by
leveraging investment in the continent’s huge
endowments in natural resources, especially in
critical and rare earth minerals—coupled with
enhanced efficiency of public spending, could
help bridge a large part of this financing gap.

Yet, domestic resources alone will be
insufficient in many African countries
to fill their financing gap for structural
transformation by 2030. Many African
countries have limited fiscal space and low
tax capacity, and the private sector remains

very risk averse and its participation relatively
small, especially toward investment in critical
sectors for structural transformation. Thus,
given the short period before the SDG dead-
line, a majority of countries may fail to mobi-
lize domestically such enormous resources to
close their financing gap by 2030. For those
countries, scattered across the continent’s
five regions, a more reasonable target and
combination of financing options would be
to allow for a gradual but steady structural
transformation process over a longer period
to ensure the mobilization of both domestic
and external resources. Regardless of the
targeted deadline, however, increased partic-
ipation of the private sector will be crucial to
supplement public resources.

Accelerating the pace of Africa’s struc-

tural transformation will thus require a

multipronged approach to enable coun-

tries to:

o Establish and institutionalize endogenous
development plans and policies tailored
to areas of comparative advantage as pri-
orities and implement them consistently,
while avoiding policy reversals that tend to
disrupt progress. To address their develop-
ment challenges, African countries should
not outsource their development plans.
Instead, they need to take full ownership
by harnessing local knowledge of their
economies and socio-cultural conditions
and other unique areas of comparative
advantage, within the national, regional,
and global contexts. Continuous and sys-
tematic implementation of public policies
will create certainty and stability to attract
domestic and foreign capital into areas
supportive of the structural transformation
agenda.

o Scale up investments to build requisite
human capital suited to local realities, cir-
cumstances, and development priorities.
Countries need to scale up investments in
education at all levels to build and improve
the quality and relevance of technical and
soft skills required to drive their develop-
ment agenda tailored to local contexts and
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circumstances. This will require prioritizing
systems of learning and curriculum that
enhance productivity growth in sectors
of comparative and competitive advan-
tages. Domestication of the education and
learning and training systems, including
the language of teaching, will be crucial to
improve the quality and relevance of the
education curriculum and to leverage the
fourth industrial revolution and ICT boom.
Policy priorities should include establishing
innovation centers of excellence, in collab-
oration with host universities and technical
and vocational training centers; developing
demand-driven skills training programs to
better align education and training systems
to labor markets and thus reduce wide-
spread skills mismatches; strengthening
public—private partnerships to align skills
acquisition of graduates with labor market
needs; and franchising their education
system in partnership with global univer-
sities to help build world class education
institutions.

Scale up domestic resource mobilization
and prioritize prudence in public finance
management. Policy priority should be
given to improving domestic resource
mobilization and prudence in public finan-
cial management through, among others,
the digitalization of tax administration.
This will improve the transparency of the
tax system, widen the tax base, enhance
enforcement, mitigate compliance risks,
and ultimately stimulate voluntary compli-
ance. It will require increasing nontax reve-
nues from property income, royalties, fines,
penalties, forfeits, and business permits
and enhancing the formalization of the infor-
mal economy. And it will require strength-
ening the social contract through enhanced
provision of public goods and services to
address widespread implicit taxation and
increase voluntary compliance.

Build and deepen national and regional
markets for goods, services, capital,
and finance. Developing domestic and
regional financial and capital markets
will reduce countries’ dependence on

external markets and thus minimize vul-
nerability to global shocks. Deepening
domestic financial markets will require
implementing policies to improve prop-
erty rights’ regimes, diversifying the supply
of financial products and services in the
banking sector, and regionalizing finan-
cial markets through legal harmonization
and cross-listing of assets at the regional
level. Capital market development will
require creating an enabling policy and
regulatory environment to mobilize at scale
and channel resources held by pension
funds, insurance companies, and col-
lective investment schemes for financing
structural transformation. In this regard,
the AfCFTA and the 2022 launch of the
Pan-African Payment and Settlement
System (PASS) can be a game changer if
fully implemented and domesticated by all
African countries. Leveraging the PASS,
the AfCFTA could further foster domestic
and regional economic and financial inte-
gration and accelerate structural transfor-
mation. Such intra-African “friend-shoring”
will help protect the continent from global
shocks and strengthen regional value
chains while deepening domestic markets.
African countries could also facilitate, with-
out nepotism, the emergence of national
champions tasked with leading the eco-
nomic diversification process and fostering
the creation of backward and forward link-
ages with smaller firms, which will result
in deepening domestic markets. Policies
such as preferred procurement to encour-
age domestic production and growth of
small and medium enterprises and local
content and franchising policies to create
incentives that will attract investment from
multinational corporations, need to be pri-
oritized. Proactive pursuit and promotion
of franchising and leveraging the tech-
nological know-how of foreign firms can
also promote cross-border investment
among African countries to complement
local content policies and requirements,
especially where capacity—technical and
financial—is lacking. But to maximize the
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benefits of franchising, countries must
identify domestic capacity gaps and select
franchising models that suit their own con-
texts and serve best their interests.
Create targeted and streamlined incen-
tives to catalyze private capital flows to
support countries’ endogenous develop-
ment plans in key sectors for structural
transformation. By creating a conducive
business environment and providing care-
fully crafted and targeted fiscal incentives,
African countries could stimulate the pri-
vate sector—domestic and external—to
invest more in critical sectors of the econ-
omy. Indeed, the potential of the private
sector to contribute to Africa’s transforma-
tion is huge: global assets under manage-
ment amounted to $98 trillion at end-2022"
and are expected to reach $145.4 trillion
by 2025.2 In addition, remittances—the
largest and most stable source of exter-
nal funding in Africa—are an important
source of external financing. Their function
in promoting investment for Africa’s trans-
formation can be enhanced through, for
instance, diaspora bonds and “remittance
securitization.” The key policy actions to
leverage the private sector investments,
including in mobilizing climate finance,
were provided in the Bank’s African Eco-
nomic Outlook 2023.

Invest in natural capital accounting ben-
eficiation and conservation and include
them in the system of national accounts to
expand the size of the economy. Much of
Africa’s natural capital resources remains
largely unexploited, and the values or
services they provide are typically poorly
measured and sometimes completely
unmeasured as part of African countries’
wealth. As a result, the value of African
economies continues to be underes-
timated amid the abundance of green
wealth. Investing in the measurement and
valuation of natural capital and integrating
them in the system of national accounts
will help estimate the true value of Afri-
ca’s green wealth,® expand its GDP, and
improve conservation.

o Invest in youth entrepreneurship develop-

ment programs to harness Africa’s demo-
graphic dividend. The youth are Africa’s
greatest asset, which, if well harnessed,
could speed up structural transformation.
By 2030, one in four youth in the world will
be African, and if well nurtured, this youth-
ful population can drive the continent’s
future economic growth and its structural
transformation. However, reaping the ben-
efits of the demographic dividend from
African youth would significantly depend
on investment in human capital devel-
opment and creating economic and job
opportunities for the youth.

Launch an ambitious national infrastructure
program for broad-based policy imple-
mentation to accelerate structural trans-
formation. While in the long term, all types
of infrastructure are important, in the short
term, countries need to prioritize which
infrastructure to build depending on their
geographic situation and level of develop-
ment and concentrate limited resources on
creating “islands of excellence” with dense
and sector-specific infrastructure to boost
productive capacities and competitiveness.
Priority could be given to the energy sector,
which is most likely to achieve a high social
rate of return, and to the transport sector,
which is especially important for land-
locked countries in creating linkages to
coastal countries with seaports. Given the
significant transformational impact of dig-
italization, investing in the ICT sector will
close the existing digital divide between
African countries and the rest of the world.
An ambitious national digitalization pro-
gram in Africa will increase economy-wide
competitiveness, enhance the efficiency
and transparency of policy implementa-
tion, improve domestic resource mobili-
zation, curb illicit capital flows, address
widespread market inefficiencies, facilitate
proper measurement and valuation of nat-
ural capital, and support the competitive-
ness of youth-led businesses.

Take proactive actions to harness gov-
ernance of macroeconomic policies and
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business environment to improve risk
profiling and perceptions and attract
innovative global capital and financial
instruments to build capacity in project
preparation. The lack of investment-ready
project pipelines is often cited among the
most important impediment not only to
unlocking private finance but also leverag-
ing existing innovative finance instruments.
Large infrastructure projects have exten-
sive development and gestation periods
and often entail multifaceted feasibility
studies and expert transaction advice.
Many African governments and local pri-
vate sector players lack the capabilities,
as well as the resources, to design and
implement infrastructure projects with
commercial potential. Building capacity in
project preparation and implementation is
therefore crucial.

INTRODUCTION

Many African countries have sustained unprec-
edentedly high economic growth over the past
four decades, with some routinely ranked among
the world’s 10 fastest-growing economies. This
chapter analyzes the extent to which this period
of high growth has been accompanied by struc-
tural transformation,* often defined as the shift
of workers from activities and sectors with low
average labor productivity to those with high aver-
age labor productivity, thus contributing to an
increase in average labor productivity for the over-
all economy.®

The analysis in this chapter is akin to the one
laid out by Stiglitz (2018), of a multipronged strat-
egy that encompasses all sectors of the econ-
omy, specifically including agriculture and serv-
ices, while recognizing the need for a country to
earn foreign exchange through exports and to
upgrade its skills via training and technological
transfer. Further, the approach acknowledges
often-overlooked transformations that can have
an important impact on productivity. The starting
point for this observation is the idea that structural
transformation—within or across sectors—is ben-
eficial in that it is productivity enhancing.

To describe these transformations, the analysis
relies on a recent work by Gollin and Kaboski
(2024), which reviews an emerging literature that
focuses on a set of related patterns of change
that accompany the process of growth and
development. Instead of focusing entirely on the
sectoral dimensions of structural change, this
new work considers a broader set of transforma-
tions encompassing within-sector transformations
likely to raise productivity, such as the movement
of people from rural to urban locations; a shift
in the locus of production from home to market
(and market to home); and a change in the legal
structures of work from informal to formal firms
and from self-employment to wage employment.
This literature opens the door to a more nuanced
understanding of the growth process and a
wider set of potential policy levers, especially for
Africa, where informal, home-based, and other
nonmarket activities remain a dominant feature of
most economies.

AFRICA HAS PERFORMED
REMARKABLY WELL IN REAL
AGGREGATE GROWTH BUT NOT
IN REAL PER CAPITA TERMS

To the surprise of many observers, and in con-
trast to narratives of stagnation, Africa’s overall
economic performance was strong over the four
decades preceding the COVID-19 period, with
real GDP growing on average at 3.8 percent
annually (figure 2.1). The region has also proved
resilient to recent shocks including the COVID-
19 pandemic and effects of geopolitical tensions:
while the growth rate of real GDP decelerated to
—1.7 percent in 2020 (the second-lowest decline in
the world, after emerging and developing Asia), it
rebounded strongly to 4.8 percent in 2021 before
slipping to 4.1 percent in 2022, weighed down in
part by the effects of Russia’s invasion of Ukraine
and associated increases in food, fertilizer, energy,
and other commodity prices.

The 1980s and 1990s marked the continent’s
worst decades of real GDP growth and weaker
per capita income growth with attendant deterio-
ration in people’s conditions. The average annual
real GDP growth rate of the continent in the two
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FIGURE 2.1 Africa’s real GDP growth compared with the world and world regions, by decade
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decades was 3.0 percent, a remarkably low value
for a continent aiming to catch up to other regions.
This performance was attributed to the severe
debt crisis that affected numerous African coun-
tries, resulting in a weaker investment climate,
a lack of trade credit, and a reduction in foreign
direct investment, culminating in growth stagna-
tion.® Other structural problems, such as poor
macroeconomic policies and a heavy reliance on
exports of a narrow range of primary products,
amid low and falling primary commodity prices,
also mattered.” Indeed, the 1980s has been
termed Africa’s “lost decade.”®

Real GDP growth accelerated again in subse-
quent decades, with average annual growth rates
rising to 5.2 percent in the 2000s before declining
to 3.9 percent in 2010-19. By many measures, the
mid-1990s to the 2000s marked the continent’s
boom period. This performance was underpinned
by sizable debt relief provided by the international
community in the 2000s,° combined with the ben-
efits of macroeconomic and structural reforms
of the 1990s and the 2003-08 commaodity price
super-cycle. This period also saw a significant
reallocation of labor out of agriculture, most to
services but some also to manufacturing.”®

Relative to other world regions, Africa has
therefore done well in real GDP growth during the
last two decades. For instance, except for Asia’s
performance in the 2000s, the growth of Africa’s
real GDP exceeded those of other world regions
in the 2000s and 2010s. Despite recording the
first economic recession in more than half a cen-
tury, Africa was also one of the world regions least
affected by the COVID-19 pandemic in terms of
growth. Its recovery from the pandemic-induced
recession was not only swift but also robust,
thanks to steely policy implementation.

In per capita terms, by contrast, Africa’s
growth performance has not been encouraging
(figure 2.2). Africa’s average real GDP per capita
growth contracted in the 1980s and 1990s,
before recovering in the 2000s, and sustaining
the momentum in the decade preceding the
outbreak of COVID-19. At the height of COVID-
19 in 2020, real GDP per capita growth dipped
sharply to —4.2 percent, stoking fears of a return
to negative growth reminiscent of the 1980s and
1990s. The post-COVID period, however, shows
a quick growth rebound in annual real GDP
per capita growth, if still trailing that in all other
regions.
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FIGURE 2.2 Africa’s real GDP per capita growth compared with the world and world regions, by decade
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STRUCTURAL
TRANSFORMATION IN AFRICA:
DRIVERS, OPPORTUNITIES,
AND BOTTLENECKS

The role of structural change in
Africa’s recent growth

Similar to other developing regions, Africa is
characterized by significant labor productivity
gaps between sectors
A frequent finding of the structural change litera-
ture is that developing countries display large gaps
in labor productivity between sectors."" On the
one hand, these productivity gaps point toward
potential allocative inefficiency;'? on the other, in
the sense of Lewis (1954), the gaps suggest that
there may be potential for growth through real-
locating labor from less to more productive sec-
tors.’ This growth is reinforced to the extent that
there is also growth within sectors, in addition to
structural change. Productivity within sectors can
increase through capital investment, technological
innovation, and intra-industry efficiency gains aris-
ing from trade.

Figure 2.3 depicts the relative labor productiv-
ity of 11 main sectors in Africa on the vertical axis
and the employment share of each sector on the

FIGURE 2.3 Relative sectoral productivity and employment
shares in selected African countries, 2018
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Note: The figure uses the unweighted average of 21 African countries
in the Economic Transformation Database (ETD) for a more detailed
sectoral breakdown: Botswana, Burkina Faso, Cameroon, Ethio-
pia, Egypt, Ghana, Kenya, Lesotho, Malawi, Mauritius, Mozambique,
Morocco, Namibia, Nigeria, Rwanda, Senegal, South Africa, Tanzania,
Tunisia, Uganda, and Zambia.

Source: Staff calculations using the Economic Transformation Data-
base (Kruse et al. 2023).
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horizontal axis. Relative productivity is calculated
as the ratio of each sector’s labor productivity to
the average labor productivity of the economy.
The horizontal dashed red line represents the pro-
ductivity level of the economy. The figure highlights
significant labor productivity gaps across sectors.
Such productivity gaps are not, however, peculiar
to Africa—figure A2.1.1 shows similar productivity
gaps for developing Asian countries.

The agriculture sector, which employs 42 per-
cent of the workforce in Africa, is 60 percent
less productive than economywide productiv-
ity. This may not be surprising, given the level
of mechanization and dependence on rainfed
production of Africa’s agriculture, mostly in rural
areas, populated by smallholder farmers. Con-
versely, mining, utilities, and financial services,
which together employ about 3 percent of the
workforce, are more than 10 times more produc-
tive than the average for the economy. Between
these two extremes lies the wholesale and retail
sector, which has productivity similar to that of the
whole economy, while manufacturing, business
services, public services, transport, and construc-
tion all have productivity above the economywide
average.

Agriculture, personal services, and wholesale
and retail together employ two-thirds of the total
workforce but are the least productive sectors in
Africa (with relative productivity of 1 or below).
Only one-third of the workforce is employed in
sectors with productivity above the economywide
average. This suggests that there may be some
scope for gains in aggregate productivity from
the reallocation of labor across sectors. Admit-
tedly, not all the highest-productivity sectors
have much potential to absorb additional labor,
but even modest movements out of the lowest-
productivity sectors seem likely to generate
some growth.

For example, while sectors like business and
financial services are more productive than manu-
facturing, their absorption capacity for low-skilled
workers is much lower than manufacturing’s.
The employment share of agriculture decreased
from 60 percent in 1990 to 42 percent in 2018
(figure 2.4). More than 8 percent of those work-
ers transitioned to wholesale and retail, with an
additional 2 percent moving to personal services.
This suggests that more than half of the workers
moving out of agriculture were transitioning to
sectors whose productivity was either (wholesale

FIGURE 2.4 Sectoral employment shares in selected African countries, 1990-2018
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Note: The figure shows the unweighted average of 21 African countries in the Economic Transformation Database:
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Morocco, Namibia, Nigeria, Rwanda, Senegal, South Africa, Tanzania, Tunisia, Uganda, Zambia.

Source: Staff calculations using the Economic Transformation Database (Kruse et al. 2023).
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and retail) the same as or (personal services) lower
than that of the whole economy.

The employment share of the manufactur-
ing sector, traditionally associated with structural
change due to its high capacity for absorbing low-
skilled workers, increased by only 0.6 percentage
points between 1990 and 2018, to only 9.0 per-
cent. A positive development is that tradable
and relatively productive services, such as trans-
port, business, and financial services, together
accounted for 4.4 percent of the workers who
moved out of agriculture. Construction and public
services accounted for the remaining 3.6 percent.

Beyond absorbing fewer workers in recent
years, manufacturing’s relative productivity is
below that of tradable services, such as business
and financial services. Moreover, Africa’s manu-
facturing is characterized by a growing number of
small and informal firms that experience employ-
ment growth but little or negative productivity
growth.'* Manufacturing is also heterogeneous for
productivity and employment absorption capacity.
For example, while the textile sector is relatively
labor intensive but has low productivity, the chem-
ical and pharmaceutical sector, which is capital
and technology intensive, has higher productivity.

Figure 2.5 displays the relative productivity
level of (formal) manufacturing industries and their
share of employment, and shows that all manu-
facturing industries have a productivity level above
the economywide average, ranging from 1.15
times higher in textiles to 6.5 times higher in chem-
icals and pharmaceutical industries. The average
productivity of the formal manufacturing sector is
also 3.8 times (shown by dark red dotted line) that
of the aggregate economy, and it is significantly
higher than that of the aggregate manufacturing
sector (inclusive of small and informal manufactur-
ing), which is only 1.9 times that of economywide
productivity (shown by black dotted line).

Extensive research has identified key factors
that have contributed to the historical signifi-
cance of manufacturing in the economic progress
of today’s middle- and high-income countries.
These factors include the sector’s high potential
for productivity due to technological advances,
increasing returns to scale, and the ability to
trade its products.' Additionally, manufactur-
ing has demonstrated substantial linkage effects

FIGURE 2.5 Productivity differences in selected African
countries’ manufacturing industries
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Note: African countries covered in the 2-digit manufacturing database
are Botswana, Cameroon, Ethiopia, Egypt, Ghana, Kenya, Malawi,
Mauritius, Morocco, Namibia, Nigeria, Senegal, South Africa, Tanza-
nia, Tunisia, and Uganda. The figure shows the unweighted average of
these 16 countries. The relative productivity is the ratio of each sector’s
productivity to the average productivity of the economy.

Source: Staff calculations using the Economic Transformation Data-
base and its 2-digit manufacturing database.

with other segments of the economy,'® absorbed
large swaths of low-skilled workers," and tended
to converge toward the productivity levels of
advanced economies given the transferability of
production-related knowledge.®

This characterization oversimplifies, how-
ever, the evolving nature of sectoral activities. For
example, the rapid technological advances seen
in recent decades have greatly altered employ-
ment absorption within large manufacturing firms,
particularly for low-skilled workers.'® Conversely,
many nonmanufacturing sectors have undergone
transformation. In Africa, Newfarmer et al. (2018)
highlight the emergence of nonmanufacturing
“industries without smokestacks,” which increas-
ingly exhibit the set of characteristics tradition-
ally associated with manufacturing. These sec-
tors include agroindustrial and horticultural value
chains, as well as trade and business services,
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particularly in ICT. The tourism sector also falls in
this category. Such shifts in fundamental sectoral
characteristics may diminish the traditional distinc-
tion between manufacturing and services sectors,
in particular on productivity, thus elevating the role
of the latter in modern structural change.

Even within sectors such as wholesale and
retail trade or retail food services, the evidence
is clear that—in rich countries, at least—there is
potential for rapid productivity growth through
economies of scale and scope. Businesses like
McDonald’s, Walmart, and Amazon show the
potential for services firms to grow through stan-
dardization of products, economies of scale, and
complex organizational structures. It would surely
be a mistake to imagine that productivity growth
in services is limited to a small set of high-value
sectors.

Africa’s structural change is also

characterized by the reallocation of

economic activities from agriculture to

other relatively low-productivity sectors

A second characteristic of Africa’s structural change
in recent decades, as observed from the graphs
above, is the reallocation of economic activities
from one low-productivity sector—agriculture—to

FIGURE 2.6 Climate change and agricultural employment
shares in Africa, 1991-2018

Average agricultural employment share (percent)

65

60 COQ
()

55

50

45

40

23.3 23.4 235 23.6 23.7 23.8 239 24.0 241 242 243 24.4

Average temperature (degrees Celsius)

Source: Staff calculations using data from Economic Transformation
Database (Kruse et al. 2023) and data from Acevedo et al. (2020).

other relatively low-productivity areas, such as
personal and retail services. More than half of the
workforce leaving agriculture are entering these
activities. These are potential sectors well suited
to workers leaving agriculture—skills requirements
are not very different, and capital requirements are
small.

But there is a possibility that some of the
movement out of agriculture reflects “push” fac-
tors rather than “pull” factors. For instance, cli-
mate change may be acting as a push factor, driv-
ing people out of agriculture. Evidence suggests
that countries with higher mean temperatures in
Africa have fewer workers in agriculture (figure
2.6). Indeed, a 1-degree increase in temperature
is associated with more than a 10-percentage
point decrease in the agricultural employment
share. Policies for addressing effects of climate
change should therefore be an integral part of Afri-
can countries’ endogenous development strate-
gies with the support of the international climate
finance system (see chapter 3, this report, for
more details). Further, evidence also suggests that
recurrent conflicts across the continent, particu-
larly in regions such as the Sahel and the Horn of
Africa, have further served as a push factor out
of agriculture. Data for 1980-2016 show that one-
third of conflicts in Africa have been preceded by
a natural disaster within seven days,?° which exac-
erbated food insecurity and disrupted agricultural
value chains. In addition, findings suggest that
agricultural production may fall heavily in regions
affected by conflict, due to adverse effects on
labor supply, access to land, access to credit,
and/or direct effects on capital such as theft and
destruction.?!

African economies’ slow transformation means
that close to half of the continent’s countries
are “structurally underdeveloped”

Based on their sectoral employment shares, Afri-
can economies can be categorized by their stage
of structural transformation.?® The first set are
those where agriculture is still the largest sector by
employment share in the most recent period with
data. These economies are considered structur-
ally underdeveloped. The next set of economies
are those where more people are employed in
services than in agriculture, with agriculture the
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second-largest sector—structurally developing.
The final set are those with more people employed
in manufacturing/industry than in agriculture—
structurally developed.

Twenty-five African countries (46.3 percent)
are still structurally underdeveloped (per the latest
data), based on sectoral employment shares, with
agriculture absorbing at the median 61.9 percent
of total employment in 2021, more than 21 per-
centage points higher than the median continental
value of 40.6 percent (figure 2.7). These countries
are still at the early stages of structural trans-
formation, with large productivity gaps across
sectors—median agricultural labor productivity is
only 17.5 percent that of non-agriculture sectors,
with a median share of agriculture in GDP at about
23.2 percent. In only about one-fifth of African
countries do industrial workers outnumber agri-
cultural workers. In these structurally developed
countries, agricultural value added accounts for
only 9.1 percent of GDP, the lowest share among
countries, and its productivity is close to half
(48 percent) that of non-agriculture sectors.

Besides the above differences, these three
categories of countries also present distinct

economic features (figure 2.8). A typical struc-
turally underdeveloped African country is a low-
income economy with a median per capita GDP of
$882 in 2021, respectively more than two and four
times less than the level of structurally developing
($2,066) and structurally developed ($3,754) coun-
tries (figure 2.8a). Structurally underdeveloped and
developing countries are further characterized by
a low Economic Complexity Index (ECI), an indica-
tor that measures how diversified and complex the
export basket of a country is (figure 2.8b). Against
their peers, this implies that these countries are
home to a low diversity of productive know-how
—in particular, complex specialized know-how—
and thus struggle to produce a wide diversity of
sophisticated, high-value products.

This low ECl is confirmed by their level of export
concentration in a few products, giving them a
high Export Concentration Index (figure 2.8c),
thereby making them more vulnerable to global
shocks than structurally developed countries
where exports are more homogeneously distrib-
uted among a series of products. Both structurally
underdeveloped and developing countries show
relatively weak governance quality (figure 2.8d), on

FIGURE 2.7 Agricultural employment, value added, and relative labor productivity by stages of

structural transformation in Africa, 2021
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sectors (industry and services). Median values are reported. Latest available years are used.
Source: Staff calculations based on World Bank and ILO databases.
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FIGURE 2.8 Key features of African countries by stages of structural transformation, 2021
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Note: The Economic Complexity Index summarizes countries’ collective productive knowledge based on the diversity of exports and their ubiquity
(number of countries that export the product). The Export Concentration Index, also called the Herfindahl-Hirschmann Index, is a measure of the
degree of product export concentration. An index value closer to 1 indicates that a country’s exports are highly concentrated in a few products.
Values closer to O reflect exports are more homogeneously distributed among a series of products. Governance quality is the average value of the
following World Bank governance indicators: control of corruption, government effectiveness, political stability and absence of violence/terrorism,
regulatory quality, rule of law, and voice and accountability. Each governance indicator ranges from —-2.5 to 2.5.

Source: Staff calculations using databases from the Harvard University Atlas of Economic Complexity, UNCTAD, and the World Bank’s World
Development Indicators.

control of corruption; government effectiveness;  growth and development prospects?® and their
political stability and absence of violence/terror-  ability to withstand negative growth shocks.?*

ism; regulatory quality; rule of law; and voice and The number of countries within each category
accountability. This undermines their economic  has not been static over the past three decades,
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however. The number of structurally underdevel-
oped countries has been declining, from 40 (or
75.5 percent of African countries) in 1991 and 38
countries (or 71.7 percent) in 2000 to 26 countries
or less since 2015 (figure 2.9), suggesting that
structural transformation may be underway. Over
the same period, the number of structurally devel-
oping countries increased from five (9.4 percent)
to 17 (31.5 percent).

Quantifying the role of structural
transformation in Africa’s economic
growth

Labor reallocation from agriculture to services
has fed into growth-enhancing structural
change in Africa
The implication of reallocating labor mainly from
agriculture, where productivity is below the
economy’s average, to services, where produc-
tivity is above that average, has fed into growth-
enhancing structural change in Africa, although
this has occurred within the context of moder-
ate productivity performance. Figure 2.10 shows
the decomposition of labor productivity in Africa
and other developing regions, per McMillan and
Rodrik’s methodology (box 2.1). Labor produc-
tivity in Africa grew at 1.5 percent a year in the
1990s, approximately 3 percent in the 2000s, and
2 percent in the 2010s. This growth is attributed
primarily to productivity growth within agriculture,
combined with structural change. About half of
the labor productivity growth in the 2000s and
2010s is attributed to structural change.
Productivity growth within non-agriculture sec-
tors is limited, particularly in the 2010s, which is
consistent with the argument that when labor and
other resources shift from less productive sectors
(such as agriculture, in Africa) to more productive
activities (mostly services, in Africa), the economy
grows even in the absence of within-sector pro-
ductivity growth.?® The structural change effect is,
however, self-extinguishing if non-agriculture sec-
tors do not experience rapid productivity growth.26
If the current pattern of less dynamic productivity
growth within non-agriculture sectors continues,
overall labor productivity growth will eventually stall
in Africa. Policies aimed at boosting productivity
within modern sectors such as manufacturing and

FIGURE 2.9 Percentage of African countries by stages of

structural transformation, 1991-2021
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Source: Staff calculations based on World Bank and ILO databases.

services are therefore imperative for maintaining
Africa’s structural transformation.

Africa’s structural change is stronger than that
in developing Asia and Latin America, especially in
the 2000s and 2010s, but developing Asia demon-
strates stronger labor productivity growth due to
robust within-sector productivity growth (see figure
2.10). Surprisingly, structural change in developing
Asia has been limited in the past decade. Even more
concerning, structural change was growth reduc-
ing in Latin America in the 1990s and 2010s, partly
reflecting moves to liberalize trade and rationalize
manufacturing.?” In developing Asia and Latin Amer-
ica, the “within” component dominates the contribu-
tion of structural change to annual labor productivity
growth. Conversely, in Africa, the contribution from
structural change dominates, contributing about
56 percent of total annual labor productivity growth
in the 2010s, which is not surprising given that Afri-
can countries have, on average, the highest shares
of employment in agriculture. Growth could, though,
be accelerated if within-sector productivity grew.

Patterns of structural change by
income groups, resource groups, and
regions of Africa

The Economic Transformation Database (ETD) data
used to compute structural change covers only 21
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FIGURE 2.10 Structural change in Africa and other developing regions, 1991-2018
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Source: Staff calculations using the Economic Transformation Database (Kruse et al. 2023).

out of the 54 countries in Africa, but these countries
account for more than three-quarters of the con-
tinent’s population and GDP.28 To provide a more
comprehensive analysis, this section incorporates
sectoral value-added data from the World Devel-
opment Indicators (WDI) and sectoral employment
data from the International Labour Organization
(ILO), both covering 48 African countries.

A limitation of the sectoral value-added data
from the WDI is that they are aggregated into only
three broad sectors: agriculture, industry, and
services. Unlike the ETD, WDI data do not distin-
guish between manufacturing, mining, and other
industries. Still, the data cover diverse groups
of countries by income, resources, and regions.
Using these data, this section now explores how
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BOX 2.1 Decomposition of labor productivity: methodology

The decomposition method is based on McMillan and Rodrik (2011). As explained above, labor
productivity can grow in two ways. First, productivity can grow within sectors through capital
investments, technological innovations, efficiency gains arising from intra-industry trade, and
reduction of misallocation within sectors. Second, productivity can grow through the reallocation
of labor from low- to high-productivity sectors—the “structural change” component.

Aggregate labor productivity growth at time is defined as the weighted sum of sectoral produc-
tivity, with the weights being the employment shares, that is:

Py = 2iP;Sy (1)
where p,, is labor productivity of sector / in time t given by p, = VA, /I, with VA, being sector /’s real
value-added and /, being the number of persons employed in sector / at time t. s,, is the sectoral
employment share defined as the ratio of each sector’s employment to the total employment of the
economy at time t. Equation 1 can be decomposed as:

Ap N (P i~ P /t—1) Sitq
p= — el 1=

N
+
Py = Py Z

i=1

[u] @

pt%

where N is the number of sectors analyzed. The first term on the right-hand side is the within

effect, and the second term is the “structural change” effect.

factors such as income level, geographic location,
and resource endowments contribute to distinct
patterns of structural transformation and eco-
nomic growth across the continent.

By income group

Figure 2.11 illustrates productivity differences
in low- and middle-income countries in Africa
across three decades—the 1990s, 2000s, and
2010s. The figure shows that as the sample size
increases from 21 (as in the ETD) to 48 (as in the
WDI and ILO data), productivity growth decreases.
Because the ETD covers mainly wealthier African
countries, the above finding may imply weaker
productivity growth in countries not included in
the ETD. This observation is supported by the
fact that when using the WDI and ILO data and
restricting it to a subset of countries in the ETD
sample, identical results are obtained.

In addition, most countries not included in
the ETD have a pegged exchange rate to the
euro. While that provides stability and policy cer-
tainty, it renders the tradable sector uncompeti-
tive, hindering structural change and productiv-
ity growth. Further, many of these countries are
in the Sahel region, which is prone to extreme
climate conditions, conflict, and other forms of

fragility, rendering them less attractive to foreign
investment.

As expected, structural change occurs more
rapidly in low-income countries, particularly in
the last two decades, as they are still at the early
stages of structural transformation. Low-income
countries typically have a high proportion of
agricultural labor. According to Lewis (1954), this
surplus agricultural labor tends to drive faster
structural change. Another notable trend is that
while productivity growth within industry is pos-
itive in low-income countries, it was negative in
middle-income countries in the 2010s. Still, the
evidence in Diao et al. (2021) indicates that pro-
ductivity growth in formal manufacturing firms
has been strong for both a low-income coun-
try (Ethiopia) and a lower-middle-income coun-
try (Tanzania). Together, the negative growth in
the industrial sector points to the emergence of
an informal manufacturing sector in Africa, with
rapid employment growth but negative produc-
tivity growth.?®

Resource group

Patterns of productivity growth among resource
groups are also markedly different. In tourism-
dependent countries, oil exporters, and other
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FIGURE 2.11 Aggregate labor productivity growth: contribution from within and structural change, Africa and by
income groups, 1991-2019
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Source: Staff calculations using employment and value-added data from the ILO and WDI, respectively.

resource exporters, significant productivity growth
stems from within-sector productivity growth,
particularly within services for tourism-dependent
countries and within natural resources for oil and
other resource exporters. The contribution of
structural change to productivity growth was par-
ticularly strong among non-resource exporters,
especially in more recent years, signaling relative
diversification and the attendant benefits to eco-
nomic growth in these countries (figure 2.12).

Another highlight is the high volatility of growth
in oil-exporting countries compared with non-
resource exporters and tourism-dependent coun-
tries. During the last commodity price boom (2004—
14), economic growth soared to a record high in
resource-rich countries on the back of high com-
modity prices, but this growth proved fragile and
heavily reliant on external factors. Since the decline
in commodity prices after 2014, resource-rich Afri-
can countries have experienced slower growth
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FIGURE 2.12 Aggregate labor productivity growth: contribution from within and structural change, Africa and by resource

groups, 1991-2019
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than the regional average. Following the commod-
ity price boom, annual GDP per capita growth in
resource-rich countries averaged 2.5 percentage
points less than in the boom years and 1.5 percent-
age points less than in non-resource-rich countries
within the continent. This underscores the impor-
tance of decoupling growth from dependence on
primary raw materials from natural resources, and
instead, of focusing on promoting diversification,
so as to enhance economic resilience.®°

Labor productivity growth (percent)

By African region

Across African regions, important differences in per-
formance stand out (figure 2.13). The average growth
rates of labor productivity from 1991 to 2019 show
that Central Africa grew by —1.3 percent a year, East
Africa 1.7 percent, North Africa 1.2 percent, South-
ern Africa 1.5 percent, and West Africa 2.0 percent.
In Central, West, and North Africa, significant pro-
ductivity growth comes from within sectors. For
instance, in Ghana and Nigeria, two of West Africa’s
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FIGURE 2.13 Labor productivity growth decomposition by African region, 1991-2019
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largest economies, almost 100 percent and 80 per-  productivity growth, as in Rwanda and Tanzania,
cent, respectively, of average productivity growth  for instance, unlike Ethiopia and Uganda, where the
comes from within-sector productivity growth. Inthe  contribution from within-sector productivity growth
rest of West Africa, structural change tends to stand dominates. In Southern Africa, significant productiv-
out more. For instance, although the within-sector ity growth comes from within sectors, with moder-
effect looms larger in the growth process in Burkina  ate contributions from structural change.
Faso and Togo, the contribution from structural
change still dominates, as in the Republic of Congo  New evidence on the rapid growth
in Central Africa, despite a substantial contributon  in incomes and jobs embodied in
from within-sector productivity growth. services exports

In East Africa, structural change contributes  Contrary to the mainstream view of develop-
more than within-sector productivity growth to labor ~ ment, which often emphasizes supply constraints,
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Goldberg and Reed (2023) highlight the signif-
icance of demand as a constraint to structural
change in developing countries, particularly
in Africa. They underscore the role of foreign
demand and integrated markets in driving struc-
tural change in African countries, most of which
are constrained by small market size. The authors
do not, however, consider the possible effects of
expanded market size through the AfCFTA, which
could provide comparative advantages to the con-
tinent to fast-track structural transformation.

After around two decades of inward-looking
development strategies, most African countries
opened to regional and global markets in the
1990s. The question arises: has this newfound
market access impacted sectoral exports, pro-
ductivity, and job creation in Africa? Mensah
and de Vries (2024) address this question using
the newly released Africa Supply and Use Tables
(ASUT) Database. They calculate the domestic
value added and jobs embodied in exports using
the hypothetical extraction method introduced by
Los et al. (2016). This method considers the ratio
of value added to gross output, and the ratio of
employment to gross output, to compute the
value added and the number of jobs embodied
in exports, respectively. Figure 2.14 and table 2.1
show striking changes in these metrics by sector.

Figure 2.14 shows that the share of domestic
value added embodied in exports is decreasing in
agriculture, remaining largely the same in mining,
slightly decreasing in manufacturing, and increas-
ing in services. The results are consistent with the

FIGURE 2.14 Sectoral domestic value added embodied in

exports (percent of GDP), 1990, 2007, and 2019
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Source: Reproduced from Mensah and de Vries (2024); see table 2.1

source.

broad patterns of structural change documented
above where services are the driving force behind
African countries’ recent structural changes.
Mensah and de Vries (2024) observe that the
rising share of domestic value added in manufac-
turing during the 2000s, followed by a decrease
in the 2010s, is primarily driven by manufacturing
activities anchored on natural resources, such as
petroleum refining and fabricated metal products.
This analysis suggests that the contribution from
other manufacturing industries remains stagnant,

TABLE 2.1 Number of jobs embodied in exports, 1990, 2007, and 2019

Jobs induced by foreign demand Share

(thousands) (percent of total employment)
Sector 1990 2007 2019 1990 2007 2019
Agriculture 6,406 10,430 7,858 6.3 6.6 3.2
Mining 1,895 2,715 2,392 1.9 1.7 1.0
Manufacturing 4,077 7,746 8,643 4.0 4.9 85
Business and financial services 106 425 1,106 0.1 0.3 0.4
Other services 1,146 3,027 6,545 1.1 1.9 2.6
Total 13,628 24,343 26,544 13.3 15.5 10.7

Source: Reproduced from Mensah and de Vries (2024). The value added and jobs embodied in exports are com-

puted using the Africa Supply and Use Tables (ASUT) Database. The figure and table show the unweighted average

of the 11 African countries covered in the database: Cameroon, Ethiopia, Ghana, Kenya, Mauritius, Nigeria, Rwanda,

Senegal, Tanzania, South Africa, and Zambia.
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A significant
reallocation of
workers from

agriculture to other
sectors, mainly
services, has led to
growth-enhancing
structural changes
in Africa

a finding consistent with the general observation
that the export-oriented sector of manufacturing is
not expanding. Instead, most manufacturing firms
are producing to meet local demand,®' which
could be dominated by food and food processing
and allied subsectors, such as manufacturing of
packaging products.

According to table 2.1, jobs embodied in
exports nearly doubled over three decades,
increasing from more than 13.6 million in 1990 to
more than 26.5 million in 2019. The share of jobs
embodied in exports decreased for all sectors
except services, although the share of services
started from a lower value. While the share of jobs
embodied in services exports is increasing rapidly,
the total share of jobs embodied in these exports
(3 percent) is still lower than that of manufacturing
(8.5 percent) and agriculture (3.2 percent).

Despite benefiting from labor reallocation
across sectors, productivity growth within
Africa’s services sectors remains lackluster

In summary, there has been a significant reallo-
cation of workers from agriculture to other sec-
tors, mainly services. This shift has led to growth-
enhancing structural changes in Africa, as average
productivity in services tends to be higher than
that in agriculture—yet, productivity growth within
services remains lackluster. The implication is that
if productivity growth within services is not stimu-
lated, structural change and overall labor produc-
tivity growth will stall in Africa. Manufacturing, tra-
ditionally associated with structural change, has
played a limited role in Africa’s structural transfor-
mation since 1990. Formal manufacturing, despite
exhibiting superior productivity to nontradable
services, is absorbing fewer and fewer workers as
manufacturing evolves. The most productive man-
ufacturing firms in Africa are increasingly using
more capital than labor, in line with the labor-
saving nature of emerging technologies.®?

These patterns extend beyond value-added
and employment data; they are also reflected in
trade data. Input-output analysis suggests that
domestic value added embodied in exports (as a
percentage of GDP) and jobs embodied in exports
(as a percentage of total employment) are increas-
ing in services but decreasing in manufacturing.
This evidence from Africa, along with established

evidence from India,*3 suggests a need to rethink
the role of manufacturing and services in Africa’s
economic development (section 2.4).

Main drivers of Africa’s structural
transformation

The main “pull” factors for Africa include

a competitive exchange rate system, well-
defined and functioning institutions, and gross
fixed capital formation; stringent labor market
regulations act as “push” factors

Recent evidence®* based on analysis from 1990
to 2019 emphasizes the centrality of structural
transformation—labor reallocation and within-
sector productivity growth—in fueling Africa’s
economic growth, and having the largest impact
on Africa’s growth in the 1990s, a decade of sub-
dued growth. The evidence also shows that it has
greatly contributed to a reduction in extreme pov-
erty and inequality in the continent.

The discussion in the previous section sug-
gests that accelerated structural transformation
could serve as a critical buffer, aiding countries to
attain socioeconomic development much faster.
This calls for an understanding of its main drivers
to ensure the ideal policy initiatives that unlock the
process. To uncover these drivers, the analysis
now applies an exploratory regression approach
on an unbalanced panel comprising 48 African
countries in 2000-19 (table 2.2).

Column 1 shows the result when we regress
the structural transformation variable on total nat-
ural resource rent (in percent of GDP). The coeffi-
cient of the variable turns out negative and statis-
tically insignificant, indicating that natural resource
dependence does not significantly drag struc-
tural transformation. Column 2 shows the result
when an index of exchange rate undervaluation is
included in the analysis.3® The index follows Rodrik
(2008), which measures price level as adjusted
for the Balassa-Samuelson effect.®® The variable
enters the regression with a positive sign and is
statistically significant at 1 percent. The finding
aligns with McMillan et al. (2014), and implies that
currency undervaluation (overvaluation) enhances
(stymies) structural transformation.

Column 3 introduces an index of labor market
regulation drawn from the Fraser Institute database
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TABLE 2.2 Determinants of structural transformation in Africa, 2000-19

Dependent variable: Structural change term

(1) (2) (3) 4) (5) (6) (7)
Total natural resources —-0.0056 —-0.0038 —-0.0144* -0.0128 -0.0130 -0.0141 —-0.0141
(0.005) (0.007) (0.009) (0.009) (0.009) (0.011) (0.010)
Undervaluation index 0.5998*** 0.7224*** 0.7717* 0.7933*** 0.8749*** 0.8831***
(0.218) (0.220) (0.209) (0.216) (0.272) (0.264)
Employment rigidity index —-0.0536** —-0.0604** —-0.0632** —-0.0646** —-0.0680**
(0.023) (0.025) (0.026) (0.027) (0.031)
Governance quality 0.0271* 0.0245 0.0254 0.0253
(0.016) (0.016) (0.017) (0.017)
Gross fixed capital 0.1915** 0.1966** 0.1878*
(0.093) (0.091) (0.095)
Human capital 0.2102 0.2988
(0.442) (0.457)
ICT infrastructure —-0.0103
(0.018)
Constant —1.5924*** -1.5809*** —-11116** —2.0009** -2.5062** —2.7690*** —2.7955"**
(0.573) (0.577) (0.528) (0.968) (1.065) (0.897) (0.877)
Observations 909 909 854 842 842 756 756
R-squared 0.427 0.430 0.436 0.441 0.441 0.444 0.444
Number of groups 48 48 46 46 46 4 4

Note: Standard errors in parentheses. (***), (**), and (*) respectively denote coefficients at 1 percent, 5 percent, and 10 percent significance levels.

Each column contains unreported year dummies and regional dummies. The choice of the explanatory variables included in the regression is

informed by the existing literature (see McMillan et al., 2014; van Neuss, 2018; Martins, 2019; Dappe and Lebrand, 2024), while the sample size and
period of analysis are determined by data availability. Regression was done using the least squares dummy variable (LSDV) model with Driscoll-
Kraay standard errors. See text for discussion of the columns.

Source: Staff calculations.

to capture its effect on structural change, which
studies have shown to matter for structural trans-
formation.®” Higher values of the index imply
stringent labor market regulation. Although such
stringency benefits workers by guaranteeing job
security, this often comes at the cost of limited
labor mobility and hence job reallocation. It also
binds employers to retain workers, regardless of
their efficiency and contribution to labor produc-
tivity, which is costly to firms and a major drag
on their productivity. With persistent cross-sector
productivity gaps in multiple African countries, this
suggests that this stringency is likely to impede
structural transformation. The result confirms this
expectation, as the estimated coefficient turns out
negative and statistically significant at the 5 per-
cent level.

Column 4 shows the result when accounting
for institutional quality. The conventional view
is that well-defined and functioning institutions
can positively drive structural transformation by

reducing transaction costs and information asym-
metry.38 The result confirms this view, as the esti-
mated coefficient turns out positive and statisti-
cally significant. More generally, the result aligns
with Mensah et al. (2016), which found that insti-
tutions, governance, and fiscal reforms are essen-
tial drivers of structural transformation in Africa.
Column 5 introduces an index of gross fixed cap-
ital formation. The variable enters the regression
with a positive sign and is statistically significant
at 5 percent, indicating that gross fixed capital for-
mation drives structural transformation.

CHARTING A NEW
DEVELOPMENT STRATEGY
FOR AFRICA

The development discourse on Africa has largely
been shaped by external advice. For a long time,
the Washington Consensus dominated the policy
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A substantial
reversal of
globalization

has complicated
the adoption of
export-oriented
strategies for low-
income countries

space on Africa’s development. More recent evi-
dence from some academics generally debunks
this narrative, however, proposing a rethink of Afri-
ca’s development model that focuses on the role
of emerging new sources of growth. For example,
evidence by Rodrik (2011) promoted manufac-
turing as the driver of economic growth, argu-
ing that developing countries ignore the imper-
ative of building a robust manufacturing sector
at their own peril. More recently he has argued
that, because the bulk of future jobs will more
likely come from services, policymakers should
focus also on industrial policy for that sector.3°
Stiglitz (2021) and Rodrik and Stiglitz (2024) fur-
ther acknowledge the need to incorporate climate
change and the changing geopolitical landscape
into development strategies.

The message on the importance of building
a robust manufacturing sector has made its way
into the development strategies of most African
governments, most notably Ethiopia. And indus-
trialization is one of the African Union’s Agenda
2063 key pillars of development.*® The confluence
of empirical evidence on the changing nature of
manufacturing and on the lack of job creation in
formal manufacturing across Africa has given
pause to a single-minded focus on development
through industrialization.

The new model of development emphasizes
the centrality of raising productivity growth while
recognizing the diversity of countries across the
continent. This perspective underscores the
importance of tailoring development strategies to
the realities of local and unique circumstances.
While much attention is given to fostering quality
employment through government intervention,
it is crucial to recognize that many Africans are
predominantly generating their livelihoods in the
informal economy, mainly in services and without
policy or fiscal support from the government.

This section, after reviewing the evidence on the
significance of manufacturing in driving employ-
ment opportunities and productivity enhance-
ment, considers a development strategy based
on services, drawing on recent empirical work that
has tried to measure services productivity. Sub-
sequently, it delves into transformative processes
that raise productivity, often overlooked within the
discourse on development strategies. The upshot

is that a development strategy that hinges on one
sector alone is likely to disappoint, unlike one that
focuses on more diversified sources of growth.

The role of manufacturing in Africa’s
development

The traditional development path taken in the
19th and 20th centuries was for a shift of labor into
manufacturing. For small and midsize economies,
manufacturing was export focused, albeit with
backward linkages and often including large
features and components of import-substitution
industrialization.*' The world since then has of
course changed enormously and in the 215t cen-
tury this path is going to be harder to follow. Rodrik
(2022) explains that the share of labor in manu-
facturing is peaking across the world—not just in
Africa—at ever lower levels due to technological
changes shifting the relationships between capital
and labor in manufacturing, making capital a more
effective substitute for low-skill labor and thus
undermining the previous comparative advantage
of labor-abundant countries in this sector.

In addition, a substantial reversal of globalization
has complicated the adoption of export-oriented
strategies for low-income countries. Global value
chains are being rebuilt based on geopolitics.*?
The “friend-shoring” of supply chains, popularized
since the COVID-19 pandemic and the race to vac-
cines, illustrates perfectly the strong interlinkages
between global supply chains and geopolitics. It
consists in shifting trade and supply chain net-
works toward multiple trusted countries that share
similar political values, economic policies, and
security interests, so that “friendly” countries can
continue to securely extend market access, with
lower risks to their economy, as well as to their
trusted trade partners.

Structural transformation generally entails a
gradual transition from resource-based and low-
tech, to medium- and high-tech, activities. The
latter are also the high-value-addition manufactur-
ing processes with higher technological intensity
and labor productivity.

An analysis of trends in export technology
intensity shows that in Africa, trade in manufac-
turing was mainly driven by low-tech industries
after 2010, hovering at about 75-83 percent of
manufactured exports (figure 2.15a). Exports of
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FIGURE 2.15 Manufacturing trade by technology intensity in Africa, 2010-21
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medium- and high-tech activities, such as aero-
space, computers, pharmaceuticals, scientific
instruments, and electrical machinery, are emerg-
ing but have not gained sufficient traction in Africa,
although the share increased from 17.7 percent in
2010 to 21.2 percent in 2021.

This pickup suggests that the structure of Afri-
ca’s exports has yet to fully exploit the ongoing
“fourth industrial revolution” and the technological
advances it brings such as big data, the internet
of things, machine learning, artificial intelligence,
robotics, 3D printing, blockchains, biotechnology,
nanotechnology, renewable energy technologies,
and satellite and drone technologies. Africa’s
median share of medium- and high-tech exports
(as a share of manufactured exports) is indeed
among the lowest in the world, at 14.9 percent in
2021, well below the global median (30.3 percent)
and other regions such as Latin America and the
Caribbean (25.6 percent) and Europe and Central
Asia (46.2 percent) (figure 2.15b).

McMillan and Zeufack (2021) argue that man-
ufacturing remains important for African develop-
ment. While acknowledging that this sector may
create fewer jobs than in the past given rising
capital intensity, in a review of 18 African coun-
tries they find that manufacturing employment has

grown rapidly over the past 20 years, paired by
steep increases in the number of small manufac-
turing firms set against limited employment gains
in large firms but robust labor productivity growth
in these large firms. Still, evidence from Ethiopia
and Tanzania indicates that despite contributions
to value-added and export growth, employment
growth in formal manufacturing was subdued;
instead, manufacturing grew rapidly in the informal
sector, where productivity growth was minimal.*3
Informal manufacturing firms also tend to be small,
have few workers, and are less capital intensive.

Special agro-industrial processing
zones as a pathway toward an agro-
led structural transformation in Africa
The expected outcome of a structural transfor-
mation process, already visible on the horizon in
developed countries, is a state where agriculture
as an economic activity has no distinguishable
characteristics from other sectors, at least in labor
and capital productivity, or the location of pover-
ty.44 At that stage, the gap in labor productivity
between agricultural and non-agricultural workers
would approach zero. This suggests that an agro-
led structural transformation should be an integral
part of Africa’s development strategy, in particular
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One promising
way to improve
agricultural
productivity is by
setting up Special
Agro-Industrial
Processing Zones

given the enormous untapped agricultural poten-
tial and rising demand for food driven by the grow-
ing middle class in the continent.

Africa has more than 65 percent of the global
available land for cultivation, providing a strong
basis for countries to develop an agriculture-
based industrial policy and prioritize agro-
processing as one of the key foundations for
industrialization. The current state of the sector,
however—characterized by low uptake of modern
inputs, weak mechanization, lack of access to
credit and finance, insufficient farmer skills, inad-
equate land-tenure systems and property rights,
and absence of strong backward and forward
linkages with other sectors—has held the sector
back from contributing to Africa’s growth. A new
focus is needed.

One promising way to improve agricultural pro-
ductivity is by setting up Special Agro-Industrial
Processing Zones (SAPZs). SAPZs aim to stim-
ulate structural transformation in agriculture by
connecting rural and urban development through
the zones’ ecosystem. These zones integrate
smallholder farmers into value chains through
logistics and infrastructure, linking them to agro-
industrial processors and consumer markets.
The resultant SAPZ-type growth poles have the
potential to develop competitive export-oriented
value-addition agribusinesses that have beneficial
linkages to local producers and other sectors of
the economy, and connections to regional and
global supply chains.*® To date, Africa has more
than 60 agro-industrial zones, clusters, and parks,
scattered across all five regions and covering all
types of economic activities along agricultural
value chains.

These special zones have proven successful
models for economic transformation. For instance,
the ARISE IIP business is operating the successful
$1 billion forestry-based Nkok special economic
zone in Gabon, with more than 100 international
investors having placed more than $1.7 billion.
Ethiopia has 24 industrial parks, some of which
are supported by the African Development Bank
(box 2.2). Evidence from Ethiopia and Morocco
also shows that intermediary cities and agro-
growth poles acting as processing and marketing
hubs for agro-industrialization activities can lead
to economic and social changes that make SAPZs

attractive to local rural youth who otherwise might
have moved to urban centers for work.*®

Can services drive productivity
growth in Africa?

The persistence of growth and structural transfor-
mation without industrialization,*” along with new
evidence on productivity in services,*® has raised
the question of whether services can also plau-
sibly drive a development and growth strategy
within Africa. The centrality of manufacturing has
long been accepted by policymakers in both high-
income and low- and middle-income countries,
despite very limited evidence in the academic
literature for the proposition that manufacturing
is paramount for long-run growth. For instance,
the United States economy has maintained an
approximately constant long-run growth rate for
the past 100 years even as the country has under-
gone massive deindustrialization. The same is true
of many other high-income countries, where the
shift from industry to services has not necessarily
slowed economic growth.

Even in poorer countries, there is little evidence
that productivity growth in manufacturing has
been more rapid than that in agriculture or ser-
vices.*? In today’s high-income countries, manu-
facturing has been associated with higher-quality
jobs, perhaps because of the presence of orga-
nized labor and more easily enforced labor stan-
dards, but it is not clear that the quality of jobs is
intrinsically related to the sector of production.

Data already suggest that services are becom-
ing increasingly important in Africa’s international
trade. The median value of Africa’s services trade
reached 23.6 percent of its total trade in 2022,
above the world average of 22.9 percent and only
outpaced by the Middle East (25 percent) (figure
2.16a). Africa increased the value of its services
trade more than fourfold between 2000 and 2022,
from $66.4 billion to $269.4 billion (figure 2.16b).
The sharp drop in services trade from $309.4 bil-
lion in 2019 to $224.3 billion in 2020 was primarily
due to the stringent measures imposed by coun-
tries globally to contain the spread of the COVID-
19 pandemic, which affected all sectors of the
economy, but especially transport and travel. It
also reflected the disruptions in supply chains, in
which logistics are important.
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BOX 2.2 The African Development Bank’s leading role in establishing SAPZs across the
continent

The Special Agro-Industrial Processing Zones (SAPZ) program is a flagship initiative of the African
Development Bank (AfDB). The zones aim to bring together the production, processing, storage,
transport, and marketing of commodities, including cotton and maize. This will increase produc-
tivity and competitiveness and reduce logistics costs. The AfDB envisages the SAPZs as new
economic zones in rural areas to be fully supported by infrastructure (power, water, roads, digital
infrastructure, and logistics) that will allow food and agribusiness companies to locate within such
zones. This will put them close to farmers in production catchment areas, provide market offtakes
for farmers, support processing and value addition, reduce food losses, and allow the emergence
of highly competitive food and agricultural value chains.

The AfDB'’s flagship initiative has four broad components: (i) support for the development of
enabling climate-adapted infrastructure for agro-industrial hubs; (i) improved agricultural produc-
tivity and enterprise development to enhance value chains and job creation in the SAPZ catch-
ment areas; (i) support for the development of national agro-industrial zone policy and institutional
development; and (iv) program coordination and management.

The AfDB is developing SAPZs in 18 African countries. Among the projects under implementa-
tion, there is one each in Cote d’lvoire, Guinea, Mali, Madagascar, Nigeria, Senegal, and Togo, and
four in Ethiopia. The SAPZ program in Nigeria is the largest, both in scale ($520 million, of which
$210 million is provided by the AfDB) and scope. Phase 1 is being implemented over five years and
began in 2022 in seven states: Cross River (cocoa, rice, and cassava); Imo (beef and dairy live-
stock); Kaduna (tomato, maize, and ginger); Kano (rice, tomato, groundnuts, and sesame oil); Kwara
(livestock); Ogun (cassava, rice, poultry, and fisheries); and Oyo (cassava, soybean, and rice). It is
also being rolled out in the country’s Abuja Federal Capital Territory (beef and dairy livestock). The
program will later be rolled out in more states. States participating in the first phase were chosen
based on their readiness and to achieve a balance across Nigeria’s six geopolitical zones.

In 2023, the AfDB, Afreximbank, Arise Integrated Industrial Platforms, the Islamic Development
Bank Group, and the United Nations Industrial Development Organization (UNIDO) launched at
the 2023 Africa Investment Forum (AIF) Market Days a new private sector—focused Alliance for
SAPZs to bridge the critical financing gap in agriculture. The Alliance, comprising development
financial institutions, the private sector, and development-oriented technical partners, will also help
streamline the development and delivery of SAPZ projects. The AfDB committed $1.1 billion out
of the $3 billion of new investment announced to transform Africa’s underdeveloped rural areas
into “agro-industrial corridors of prosperity.” Meeting this financing goal is expected to deliver an
additional 15 to 20 SAPZ projects across the continent and improve administrative, policy, and
investment incentives.

Domestically, financial services grew strongly,
underpinned by digital-led payment methods
during the pandemic, as nonphysical contact
measures were tightly enforced. A survey of 78
banks active in Africa showed both the resilience
and enthusiastic engagement of Africa’s financial
sector to embrace digitalization during COVID-
19.50 While the share of services in Africa’s total
trade was declining before the pandemic, it has

since gained momentum as economies recover,
accounting for 24.3 percent of total trade in 2022,
2.2 percentage points higher than in 2021.

The possibility of a services-led growth
model seems important to examine, therefore,
given what appears to be a de facto process of
services-sector expansion in low- and middle-
income countries. Abstracting from the difficul-
ties associated with measuring productivity in
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FIGURE 2.16 Services trade in Africa and other regions of the world, 2000-22
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services, several stylized facts about services in
relation to manufacturing can be highlighted.5'
First, firms in the services sector are smaller on
average than manufacturing firms, and this gap is
largest in rich countries.®® Second, size matters
less for productivity; in high-income countries,
small services-sector firms are just as productive
as their large counterparts within the sector. Third,
physical capital is less important for services output
than for manufacturing output. With the advent of
digitalization, the barriers to productivity posed by
lack of physical capital have broken down. And
fourth, productivity growth within services-sector
firms is similar to that in manufacturing. These
features of the services sector appear to be good
news for African countries where labor is abundant,
capital is expensive, and skills levels are low.
Africa’s services sector is highly diverse, how-
ever, and can be clustered into three main catego-
ries:53 traditional, high knowledge-intensive, and
nonmarket services. Traditional services include
transport, travel, and maintenance and repair
services. High knowledge-intensive services are
defined as activities and operations heavily reliant
on professional and high-skill knowledge. They
include, for instance, goods-related services such
as manufacturing services (creating what is known
as “servicification of industrialization”); construction;

insurance and pension services; banking and
financial services; ICT services; and consulting
and other business services. Government goods
and services are nonmarket services, and include
public administration services, community serv-
ices, and health and education services.

Africa’s services exports are concentrated
in traditional services sectors, mainly travel and
transport, which are intensive in the use of low-
skilled labor (figure 2.17). In 2005, they accounted
for 73.1 percent of services exports, but their
share dropped to 63.8 percent in 2022 as high
knowledge-intensive services, in particular insur-
ance, pension, finance, and ICT services, gained
further traction, increasing from 20.7 percent in
2005 to 30.1 percent in 2022.

The predominance of traditional services in
Africa’s services trade may be explained partly
by the high fragmentation of trade in professional,
education, and health services stemming from
restrictive policies that govern participation in
these sectors, such as nationality requirements,
regulatory heterogeneity for licensing, and edu-
cational qualifications—as well as the high cost
of travel and visas. Medical tourism, though, is
gaining traction in some African countries such
as Tunisia and South Africa, with these countries
earning substantial foreign exchange.
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FIGURE 2.17 Sectoral distribution of services exports in Africa, 2005 and 2022
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But a key question remains: Can the services
sector, and in particular retail trade, also be a
source of within-sector productivity growth, per-
haps offering a viable development strategy for
today’s low-income countries? In particular, can
services-led growth be generated beyond the
high-skill tradable services in which African coun-
tries have little comparative advantage at pres-
ent? One suggestive experience is that of India.
In a recent study on services-led growth there,5*
the authors examined India’s extraordinary
growth performance of the past three decades.
It is widely understood that India’s growth has
come from services rather than manufacturing,

but most narratives have tended to assume that
the key subsectors in which India has prospered
have been high-skill tradable services, including
digital-based exports. For instance, India has had
well-documented successes in attracting call cen-
ters, data-entry services, software development,
and other sectors that rely on a well-educated
workforce and good digital connectivity. Some-
what surprisingly, however, the authors find that
an even stronger source of growth has come from
consumer-facing services in India, such as whole-
sale and retail trade, transport, and other nontrad-
ables. As in most African countries, consumer
services account for the majority of services
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employment in India, and the study finds that pro-
ductivity growth within this sector has been strong
and robust.

An important question is the extent to which
employment growth in consumer services is a
source of growth—or simply a consequence of
growth. Because the share of income spent on
consumer services rises with income, increas-
ing employment in consumer services could
simply be a consequence of growth rather than
a driver of sector-specific productivity gains. To
untangle this, Fan et al. (2023) divide services into
nontradable or consumer services (such as retail
trade in local markets) and tradable or producer
services (for instance, ICT). Using a new method-
ology that allows the authors to infer productivity
growth from micro data on employment, wages,
and human capital, they document that productiv-
ity growth in consumer services was an important
driver of productivity growth and accounted for
roughly one-third of aggregate welfare gains in
India between 1987 and 2011. They also find that
these productivity gains were unequal, and that
welfare gains were generally concentrated among
the consumers of these services, who tended to
be richer consumers and those living in cities.

Yet the India study leaves some important
questions unanswered. First, what exactly was the
source of the within-sector productivity growth in
consumer services? One clue is that it occurred
mainly in urban areas. One can imagine super-
markets and fast-food restaurants making serv-
ices more productive through consolidation and
economies of scale, relative to the highly frag-
mented industry structures that currently prevail.
Is this the source of productivity growth? If not,
what are the other sources of productivity growth
within services? Understanding the sources of
productivity growth in consumer services is of
first-order importance for policymakers.

Second, how do the improvements in service
productivity relate to public investments, policies,
and other elements of structural transformation?
This question has important implications for the
potential replicability of India’s experience in Afri-
can countries. Does services-sector productivity
growth require some set of accompanying changes
in transport infrastructure, housing, energy use,
diet patterns, or other dimensions of urbanization?

There are reasons to think that India’s experience
is not unique and could apply to African settings.
Although the case is not exactly parallel, recent evi-
dence from Tanzania (box 2.3) during the COVID-19
pandemic is consistent with India’s experience.

Another study, by Foltz and Jing (2023), uses
Cote d’lvoire’s firm-level data for services and
manufacturing to show that total factor produc-
tivity is 7 percent higher on average in services
than in manufacturing. It also shows that high-
productivity firms in services hire more work-
ers, especially low-skilled workers, than low-
productivity firms in services. They conclude that
there is evidence consistent with the idea that the
services sector is leading structural transformation
and growth in Céte d’Ivoire.

While this evidence is encouraging, measuring
total factor productivity is fraught with problems
and so it remains hard to know how much these
results can be applied elsewhere. Regardless, it
is worth exploring whether it is possible to iden-
tify a causal pathway from productivity growth in
consumer services (low-skilled, labor-intensive)
to economywide growth in African settings. If the
results of the India study hold up in the African
context, Africa’s development strategy and struc-
tural transformation should not be solely based on
industrialization but should be extended to other
productivity-enhancing sectors such as services.

There are other questions, too, about a devel-
opment strategy led by productivity growth in
nontradable services. One is how this approach
would allow economies to earn the foreign
exchange needed to service debt and to pay
for imported goods. Productivity growth in
nontradable services may suffice for creating jobs
and for lifting aggregate output per worker, but it is
not going to generate the hard-currency earnings
essential for African countries.

But perhaps here the point is that the sectors
bringing in foreign exchange do not need to be
identical to those that generate employment and
productivity growth. Primary product exports from
mining and agriculture may remain key export
sectors for African economies, even if they are not
the sectors driving growth.

Another concern with services-led strategies
may be their distributional consequences. India
has only recently relaxed longstanding restrictions
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BOX 2.3 Structural transformation in Tanzania: a tale of services-led growth

Tanzania’s recent experience with structural transformation was broadly like those of other lower-
middle-income countries, with the increase in the employment share of services roughly matching
declines in agriculture’s share. From 2006 to 2014 (the first period), business and trade services
absorbed most of the labor shed by agriculture (6 percentage points of employment share out
of 7). From 2014 to 2021 (the second period), labor flowed from services back to agriculture (2 per-
centage points), reflecting a contraction, especially in demand for services provided by hotels
and restaurants during the COVID-19 pandemic. The employment share of manufacturing barely
changed.

While productivity growth in services was negative over the first period, it turned positive in the
second, dwarfing that in manufacturing. Infrastructure investments, which increased rural elec-
trification eightfold and overall internet access sevenfold in less than a decade, were reportedly
instrumental for this productivity growth. Tanzania’s public gross fixed capital formation increased
from 33 percent of GDP to 43 percent in the second period, and the subsequent improvements in
transport and ICT helped boost market access and reduce operating costs.

However, a second reason for the strong performance in the services sector may be directly
related to COVID-19. Also, during the second period, the share of employment in agriculture
increased by 2 percentage points while the share of employment in nontradable services fell.
Anecdotal evidence suggests that in Tanzania (as in many richer countries), migration out of cities
and back to rural areas was one way of coping with COVID-19. The workers most likely to leave the
city were probably informal workers in the services sector. While this was happening, and some-
what unrelated to COVID-19, the second period also saw a proliferation of small informal firms
employing less than 10 workers, mostly in trade services. In 2013, about 145,000 firms were for-
mally registered. By 2021, this number had increased to almost 400,000. Concurrently, the share
of business and trade services in formal employment climbed from 10.5 percent to 26.1 percent
and that of transport and communications from 18.5 percent to 27.6 percent. In short, services
played a key role in Tanzania’s recent economic growth.

Source: World Bank 2023.

on foreign direct investment in the retail sector, and
many other sectors of consumer services retain

certainly not neglect tradable services such as
tourism, business and finance, and ICT. There

some policy limits designed to protect small-scale
“mom-and-pop” operations from competition with
multinational firms.

This reflects a concern over the potential distri-
butional consequences of opening the traditional
services subsectors to competition. As seen in
Fan et al. (2023), competition and productivity
growth within services will normally tend to drive
profit margins down and low-productivity firms out
of business. While these outcomes may be desir-
able from a long-term perspective, the welfare
impacts may be ambiguous or even negative.

This topic deserves further exploration. A dis-
cussion of services-led growth in Africa should

are a wide range of skills required across these
subsectors as well as public initiatives to train
young Africans in the required skills. For example,
tourism has emerged as a pivotal sector contrib-
uting to Rwanda’s strong economic performance.
The government, with the Mastercard Foundation,
launched youth training in tourism, and it appears
to be paying off (box 2.4).

Digitalization holds promise for supporting Afri-
ca’s structural transformation, and although ICT
does not employ a very large share of the labor
force, digital services are critical to running all
sorts of businesses and organizations, regardless
of sector. Some countries, such as Kenya, have
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BOX 2.4 Tourism and hospitality training in Rwanda

The tourism and hospitality sector has been growing in Rwanda and has emerged as a key con-
tributor to the country’s economic growth, employment generation, and development trajectory.
Recognized for its stunning landscapes, diverse wildlife, and vibrant culture, Rwanda has increas-
ingly positioned itself as a prime tourist destination in East Africa. According to the Rwanda Devel-
opment Board (2021), the sector employed more than 164,000 people in 2020 with different edu-
cation and skill levels.

With this growth, there has been a concerted effort to bolster the labor force within the sector
through training initiatives and educational programs. Universities and vocational institutions have
been extremely important in equipping individuals with the necessary skills and knowledge to
thrive in the industry. These initiatives aim not only to meet the growing demand for skilled profes-
sionals in tourism and hospitality, but also to empower local communities by providing them with
opportunities for meaningful employment and economic development.

One important initiative is the Hanga Ahazaza, also known as Create the Future, a Mastercard
Foundation—supported initiative under the Young Africa Works project, which aims to reduce pov-
erty. Hanga Ahazaza is a $50 million, five-year initiative for increasing job opportunities for young
people through expanding tourism and hospitality, and for equipping 30,000 young people with
skills in communication, customer service, digital literacy, and ICT. The initiative also supports
small businesses in tourism and hospitality, business development skills, and access to financial
services.

Hanga Ahazaza has partnered with 15 different institutions to ensure skills and knowledge
transfer to youth. Cornell University’s school of hotel management is among these 15, and pro-
vides online training programs.

Rwanda is also home to the University of Tourism, Technology and Business Studies, which
has offered degree programs in hospitality and tourism since 2008, as well as short courses,
including a nine-month program in food and beverage operations, and in front-office and house-
keeping skills. Through the University’s international job and internship exposure program, it helps
its best students to go to some of the best hotels in Dubai or Qatar where they acquire the skills
necessary to thrive in hospitality and tourism.

At least four other universities in Rwanda offer courses to prepare people to work in tourism
and at least one—Mount Kenya University—a Bachelor of Science in tourism.

emerged as tech-hub leaders in Africa’s ICT rev-
olution (box 2.5), but the distance from the more
advanced economies remains long, with Africa in
the lowest bracket and far below the world aver-
age (figure 2.18).

Globally, the scope for services productivity
growth seems enormous. Innovation and rising
incomes are leading to consumers demanding
far more services than ever. In the United States
in 2022, services accounted for 66 percent of
consumer spending, up from 42 percent in 1980
and 36 percent in 1960.%° Moreover, technology
has increased the range of services that can be
traded, including ICT; business services including

legal, design, and accounting; back-office work
and finance; and operations through consumer
support/call centers. Africa has scope to deal
more in traditional services like tourism, interna-
tional transport, distribution, logistics, and con-
sulting. Historically nontraded services, such
as education and health, can also be—and are
increasingly being—exported, within Africa and to
the rest of the world.

The role of non-sector-specific
transformations

This chapter has thus far focused on structural
transformation at the level of economic sectors.
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BOX 2.5 Kenya, the “Silicon Savannah” of Africa

In the early 2000s, Nairobi emerged as Africa’s technology epicenter, branded the “Silicon Savannah” after San Francisco’s
Silicon Valley. The defining feature of the Kenyan economy since 2000 has been the development of the information tech-
nology (IT) sector with the dual arrival of internet access and mobile telephones. In 2002, mobile phone penetration in Kenya
stood at 9 percent. By 2018, it had reached 80 percent, against 89 percent in the United States. According to Wired mag-
azine, Nairobi’'s tech sector was worth $1 billion; the city housed incubators like iHub and Nailab and at least 200 startups.
Additionally, Nairobi has become a hub for Microsoft and IBM, which established research centers in Kenya and South Africa.

Mobile money transfers have facilitated innovation and growth in several related sectors, including remittances. For exam-
ple, in 2017, Kenya received more than $2 billion in remittances, up 13 percent from 2016. And in 2018, M-PESA entered into
an agreement with PayPal and Western Union, paving the way for further remittances through mobile banking. This reduced
the cost of remittances to 1.7 percent per $200 transaction. Moreover, people receiving remittances on their mobile money
account could buy government bonds through M-Akiba, helping investment.

Complementing the growth of mobile technology and platforms, Kenya also aimed to build one of the strongest ICT ecosys-
tems in the region. In 2013, it launched its National Broadband Strategy to extend fiber optic cables across the country and install
ICT centers at universities. By 2019, more than 250 government services were available digitally through the country’s e-Citizen
platform. The shift from cash to digital payments also led to an upsurge in tax and revenue collection. Following deployment of
online tax systems, the Kenya Revenue Authority reported collecting Kshs 1.366 trillion ($13.2 billion) in the 2016/17 financial year
—Kshs 115 billion ($1.1 billion) more than that collected in the year before online tax procedures were adopted.

Source: Harvard Business School, Kenya and the Silicon Savannah, April 2023.

But recent thinking has emphasized that sectoral
changes are only one part of the broader struc-
tural changes that accompany growth and
development. Although policy conversations
have focused on sectoral changes—especially
industrialization—as the key drivers of structural
transformation, they embed a strong assumption
about the direction of causation.

At least to some degree, sectoral changes are
themselves a response to other dimensions of 60
transformation. For instance, people may move
of better jobs in industry or services, but because 40

FIGURE 2.18 ICT Development Index by main region, 2021

Index
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World median: 79

out of agriculture not in response to the availability

of the attractions of urban life relative to those in
rural areas. In most cities in the developing world,
a range of amenities are more readily available 20
than in rural areas, such as acoess to (and quality A S e Ss Gnem MR
of) healthcare and education, or the greater avail-
ability of water and electricity.>6

Recent literature®” thus considers structural

Note: The figure presents the interquartile range. Median values are
shown. The ICT Development Index of the International Telecommu-
nication Union (ITU) is harmonized between 0 and 100 and combines
the following indicators: individuals using the internet (percent); house-

transformation beyond sectoral changes. The spa-
tial patterns of economies change during growth,
both through urbanization and the growing spa-
tial integration of economies. Localized autarkic
modes of production (such as quasi-subsistence

holds with internet access at home (percent); active mobile-broadband
subscriptions per 100 inhabitants; 3G and 4G/LTE network cover-
age; mobile broadband internet traffic per subscription; fixed broad-
band internet traffic per subscription; mobile data and voice high-
consumption basket price (percent of GNI per capita); fixed-broadband
internet basket price (percent of GNI per capita); and individuals
owning a mobile phone (percent).

Source: Staff calculations based on International Telecommunication
Union (ITU) dataset.
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Creating policy
environments and
infrastructure to
support domestic
market integration is
not a substitute for
international trade
but it can be an
important source of
productivity growth
for countries

agriculture) give way to more integrated domestic
markets, allowing for economies of scale and spe-
cialization, as well as urbanization. On the produc-
tion side, huge changes take place in the structure
of production. Typically, the locus of production
shifts from home to market.

This move is accompanied by changes in the
scale of production (from micro to larger firms), in
the complexity of management structures (from
self-employment to multilevel hierarchies), and in
the legal structure and visibility of firms (typically
associated with moves from informality to for-
mality). There may also be important changes in
social norms, such as around the participation of
women in labor markets, or around the cultural
acceptability of economic profits.

If structural change encompasses these many
other dimensions, and if these dimensions are in
turn causally linked to sectoral change, economic
growth, and development, the policy space for
development is far broader than a focus on poli-
cies that promote industrialization or exports. As
Gollin and Kaboski (2024) argue, the role of policy
in driving economic growth must be understood
far more broadly than choosing and supporting
specific sectors of the economy. Although there
may be a potential role for effective states in pri-
oritizing certain sectors, there are many other
margins on which policy can affect the economy’s
growth potential.

Some of these margins are not usually seen
as obvious candidates for growth policy, and
may be actively rejected by finance ministries that
see fiscal costs rather than growth benefits. For
instance, improvements in business-to-business
infrastructure—some of them as simple as formal-
izing street addresses—can support the devel-
opment of deeper input-output structures in an
economy. Programs that support the provision
of safe childcare may increase women'’s labor
market participation, not only expanding the size
of the workforce, but also driving up demand for
market services that substitute for what is often
women’s work in the home. Reducing transport
and search frictions in labor markets may allow
for better matching between firms and workers,
expanding productivity across sectors. In the
same vein, reducing frictions in housing mar-
kets may allow people to achieve better matches

between home and work locations, in ways that
have beneficial effects on productivity and eco-
nomic transformation.

Many of these policies are not explicitly linked
to specific sectors. The argument here differs
from an older conversation about whether gov-
ernments should pursue “soft” or “hard” indus-
trial policy, that is, promoting industrialization by
providing infrastructure and investing in education
(soft), rather than promoting specific industries
(hard). The difference in the current discussion
is that it does not identify industrialization as the
target, or even as a useful metric, of success. The
goal instead is to create a functioning economy
with lower frictions and greater internal integra-
tion. Rather than choosing specific directions for
sectoral change, the idea is to make it easier for
land, labor, capital, and talent to move into pro-
ductive uses, and to reduce misallocation of these
resources.

Moreover, rather than focusing explicitly on the
export of final goods, the new literature empha-
sizes the potential gains within domestic econo-
mies, including those from deepening the extent
of market integration, such as the one brought
about by the AfCFTA. Exporting low-skill man-
ufactured goods may be a good source of hard
currency earnings, but if all the intermediate inputs
are imported, the value addition and technology
transfer are limited; essentially, countries hosting
this kind of activity are mostly exporting labor,
almost as though they were sending international
migrants out of the country. By contrast, policies
that focus on reducing spatial and institutional
frictions within the economy can have important
benefits across sectors. By promoting the cre-
ation of value chains within the domestic econ-
omy, such policies can support market integration
with concomitant gains through specialization
and exchange. These value chains often include
extensive services-based components, such as
the linkage of retail supermarkets or retail food
services (restaurants) to the production, packag-
ing, storage, and transport of domestically pro-
duced agricultural goods.®

Creating policy environments and infrastruc-
ture to support domestic market integration is
not a substitute for international trade but it can
be an important source of productivity growth
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for countries. To the extent that they may have
other sources of foreign exchange through mining
or primary products exports, it may be possible
to drive the productivity growth of the economy
through nontradable sectors, so long as the exter-
nal macro position can be sustained through other
means. In short, policy has focused for a long time
on the idea that low- and middle-income coun-
tries need to achieve productivity growth through
the same sectors that generate export earnings;
if those two objectives can instead be separated,
there is scope for a broader set of development
strategies.

FINANCE TO FAST-TRACK
AFRICA’S STRUCTURAL
TRANSFORMATION: HOW
MUCH IS AT STAKE?

Financing needs and financing gap

AfDB estimates point to a financing gap of
$402.2 billion annually by 2030 to fast-track
Africa’s structural transformation and catch up
to high-performing developing countries from
other regions
Better access to finance is one of the key “pull”
factors of structural transformation in Africa—as
highlighted in previous sections. This implies that
African countries will urgently need to mobilize
huge resources to fast-track structural transfor-
mation and sustain the momentum of develop-
ment. The rest of this chapter uses a benchmark
approach linked to SDGs to estimate the financ-
ing needs and resulting financing gap for Africa’s
structural transformation. The interconnectedness
and synergy among SDGs mean that they all con-
tribute directly or indirectly to that transformation in
developing countries. Some SDGs are, however,
more directly linked to achieving the transforma-
tion and require far more financial investment than
others, in particular, Goals 4 (Quality education),
7 (Energy), 8 (Productivity), and 9 (Infrastructure).
The methodology in annex 2.2 quantifies the
annual financing needs and financing gap to
achieve high performance across these four sec-
tors. For each sector, it is assumed that SDG per-
formance is a function of a set of specific input

variables such as education spending per student,
electric power consumption per capita, gross
domestic expenditure on research and develop-
ment (GERD) per capita, road density, and the
like. The median level of these inputs is computed
for non-African developing countries that perform
well today on the four SDGs, with performance
measured by corresponding SDG index scores.

For each African country, annual financing
needs and the associated financing gap are cal-
culated for both the 2030 Agenda for Sustainable
Development and the African Union’s Agenda
2063 by assigning these median input levels and
controlling for other factors such as projected
demographics (population size and composition,
and so on) and the level of GDP per capita. The
approach is not intended to estimate the level of
financing needs and financing gap to meet the
SDG targets by 2030 or 2063, but rather to esti-
mate how much African countries need to spend
—and the financing gap to be filled—if they aim at
reaching the same level of performance as other
developing countries in sectors critical for struc-
tural transformation.

Using this benchmarking methodology, the
AfDB estimates that the continent would need
$495.6 billion annually, or about 17 percent of Afri-
ca’s projected 2024 GDP, until 2030 to accelerate
its structural transformation process and put it at
par with high-performing developing countries
with currently comparable levels of development.®°

When the deadline for Agenda 2063 is used
as a reference, the annual financing needs fall to
$86.7 billion, or about 3 percent of Africa’s pro-
jected 2024 GDP. The bulk of these resources are
in road infrastructure (64.8 percent of the total),
highlighting the dearth of current investment in
the sector, followed by education (17.4 percent),
energy (11 percent), and productivity-enhancing
research and development (6.8 percent)
(figure 2.19a).

Given the current country performance levels
on these critical sectors (annex figure 2.A.2) and
their projected values, which are assumed to
change in line with GDP per capita, the annual
financing gap to fast-track structural transfor-
mation is estimated at $402.2 billion (or about
13.7 percent of Africa’s 2024 GDP) under the SDG
framework and $70.4 billion (2.4 percent of GDP)
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FIGURE 2.19 Estimated annual financing needs and gap to fast-track structural transformation in Africa by 2030 and 2063
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Source: Staff calculations based on the methodology described in annex 2.2 and database from Sachs et al. (2023), UNESCO, CIA, EIA,
NASA, IMF, and World Bank.

under the Agenda 2063 deadline, with a longer
time horizon and spread of investment across
each SDG target. Road infrastructure remains
the main contributor to Africa’s financing gap
(72.9 percent), followed by education (10.4 per-
cent), energy (9.9 percent), and productivity
(6.8 percent) (figure 2.19b).

These huge financing needs and asso-
ciated financing gap reflect mainly Africa’s
underperformance in key SDGs directly linked
to structural transformation (and other devel-
opment indicators). On road infrastructure, the
largest financing needs and financing gap reflect
the continent’s shortfall explained by decades
of underfinancing to upgrade existing road infra-
structure or open new roadways, to match the
growing population and economic dynamism
across the continent. Africa’s median road den-
sity is about 12 km per 100 km?2, compared with
42.5 km in high-performing developing countries
and 136 km in high-income countries. Weak legal,
regulatory, and institutional frameworks also dis-
courage private capital investment,®° especially
in road infrastructure, where the return on private
investment may not be as obvious. In addition, the
transport sector is characterized by mismanage-
ment and poor planning, project preparation, and

weak maintenance, all of which compound the
problem and risk of private investment in Africa’s
road infrastructure. Even where public—private
partnership models have been deployed, invest-
ments have tended to be smaller and adopted
largely for urban roads, where tolls are generally
easier to collect.

On education, fast-tracking structural transfor-
mation will require not only that African countries
ensure full enrollment of their school-age popu-
lation®' and sustain these rates, but also greatly
increase spending per student to upgrade edu-
cation equipment and facilities (such as buildings,
transport vehicles, and virtual learning equipment),
to increase salaries of education professionals (in
particular in public education systems), and to
enhance access to technical and vocational edu-
cation and training. Improving the quality of curric-
ula will further help mitigate the widespread skills
mismatch across the continent and will thus equip
graduates with the required skills when they enter
the labor market.®?

On energy, accelerating structural transfor-
mation will demand not only that governments
ensure universal access to electricity for Africans
by 2030 or 2063—in line with the SDG 7 target, the
AfDB’s New Deal on Energy for Africa, or Agenda
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2063 —but also increase per capita consumption
to align it with that in high-performing developing
countries.

Finally, developing a robust national research
and development agenda (or revitalizing it in coun-
tries where it already exists) and providing means
of implementation (human, financial, and technical
capital) will be vital to support technology upgrad-
ing and innovation to speed up structural trans-
formation. In addition, investment in ICT, consid-
ered one of the means of implementation of all the
SDGs,% will also be critical to accelerate progress
on structural transformation. The AfDB estimates
that $7 billion-$10 billion of investment in ICT is
needed annually in Africa between 2023 and 2030
to ensure mobile coverage of at least 80 percent
of the population.

The enormity of all these figures casts doubt
on the ability of some African countries to mobi-
lize the funding, particularly within the timeframe of
the SDGs, whose deadline is just six years away.
This is a legitimate reservation, especially given
the continent’s current funding and fiscal squeeze

FIGURE 2.20 Estimated annual financing gap (percent of GDP) by African countries for structural transformation

by 2030 and 2063
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brought about by high debt service costs, the
effects of the COVID-19 pandemic and climate
change, and exacerbated by rising costs of fuel
and food as stoked by Russia’s invasion of Ukraine
and likely to be amplified by disrupted trade routes
due to spillover effects of the conflict in Gaza.

The annual financing gap for structural trans-
formation using the SDGs’ 2030 deadline is esti-
mated to account on average for 29.1 percent of
African countries’ GDP (with a median value of
14.2 percent). It represents at least 10 percent of
2024’s projected GDP in 36 African countries (two-
thirds of countries), in nine of which it accounts for
at least 50 percent of GDP (figure 2.20a). Closing
the financing gap by 2030 is, therefore, realistically
impossible for most African countries.

For those countries, spread across all five
regions, a more reasonable target and combination
of financing options would be to allow for a gradual
but steady structural transformation over a longer
period to ensure mobilization of domestic and exter-
nal resources, without jeopardizing the conditions
preserving debt sustainability. When the target is
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Note: Annual financing gap is expressed in terms of 2024’s projected GDP for each country.
Source: Staff calculations based on methodology described in annex 2.2 and database from African Development Bank statistics, Sachs

et al. (2023), UNESCO, CIA, NASA, IMF, and World Bank.
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Government tax
revenues have not
increased much

in most African
countries to reach
the 15 percent of
GDP that developing
countries need to
adequately finance
progress toward
the Sustainable
Development Goals

extended to the Agenda 2063 deadline, the annual
financing gap declines to an average (median) value
of 5.1 percent (2.5 percent) and in 10 and 35 African
countries, and it could stay below 1 percent and
5 percent of GDP, respectively, exceeding 10 per-
cent in only 8 countries (figure 2.20b).

The cross-country heterogeneities in the size
of financing needs and gap reflect mainly differ-
ences in demographics (current and projected
population size and composition, land size, and
the like) and socioeconomic characteristics (cur-
rent and projected GDP per capita, and spending
on education, infrastructure, and so on). Mobiliz-
ing financing resources is also affected by domes-
tic and external disruptions, including pockets
of political instability, weak export demand, and
tighter global financial conditions.

Domestic resource mobilization

Although some African countries may be able
to close the estimated financing gaps through
improved mobilization of government revenues,
many of them cannot

Needless to say, African countries bear the pri-
mary responsibility for financing their structural

transformation. Closing the estimated financing
gap will thus require them, among other things, to
boost government tax revenues, enhance public
spending efficiency, and show strong political will.
Government tax revenues have not increased
much in most African countries to reach the
15 percent of GDP that developing countries need
to adequately finance progress toward the SDGs
(chapter 1). Additional efforts will be required to
improve domestic resource mobilization.

Figure 2.21 displays the required increase in
countries’ current tax-to-GDP ratios to close their
financing gap by 2030 or 2063. African coun-
tries will need to increase this ratio by a median
of about 13.2 percentage points—bringing the
current median ratio to 27.2 percent of GDP—
to be able to close their financing gap by 2030,
assuming that all the mobilized additional tax rev-
enues are efficiently deployed and allocated to
that objective. A median increase of 2.3 percent-
age points will be required to close the financing
gap by 2068. In 17 African countries, the required
increase in tax effort for structural transformation
is estimated at less than 5 percentage points for
the SDG deadline of 2030—or 38 countries for the
Agenda 2063 deadline.

FIGURE 2.21 Required increase in tax-to-GDP ratio to close the estimated annual financing gap
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Source: Staff calculations based on methodology described in annex 2.2 and database from African Development
Bank statistics, Sachs et al. (2023), UNESCO, CIA, NASA, IMF, and World Bank.
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To assess whether such tax efforts could be
reasonably made by African countries, figure 2.22
compares each country’s estimated tax-to-GDP
ratio compatible with the need to fast-track struc-
tural transformation, notably the tax-to-GDP ratio
that allows for closing the financing gap, with
each country’s tax capacity,®* defined as the pre-
dicted value of the potential tax-to-GDP ratio. Tax
capacity provides a benchmark for the maximum
amount of tax revenue that could be collected
given a country’s socioeconomic and institutional
factors. Negative values in figure 2.22 mean that
a country’s estimated tax-to-GDP ratio deemed
necessary to close its financing gap surpasses
its maximum achievable level given its macro-
economic, demographic, and institutional charac-
teristics. Out of the 39 African countries with data
on tax capacity, 18 (46.2 percent) display unat-
tainable tax-to-GDP ratios required for structural
transformation if 2030 is the target year—or three
countries when 2063 is considered.

This finding suggests that, regardless of the
deadline, domestically mobilized resources might
not be sufficient in some African countries to close
the existing financing gap for structural transfor-
mation. The international financial architecture,

with contributions from the private sector, should
therefore be an integral part of the financing strat-
egy, not only to complement domestic resources
but also to facilitate access to more affordable
external resources (chapter 3).

Enhancing efficiency in public spending and

tax collection is as important as mobilizing
more resources

A large portion of public investment in Africa is lost
to inefficiency. Evidence suggests that Africa has
a public investment efficiency gap of 39 percent,
higher than Europe (17 percent) and Asia (29 per-
cent).% In addition, before the COVID-19 pandemic,
Africa recorded the world’s highest average tax
cost—calculated as the ratio of the cost of admin-
istering the tax system to total revenues collected
by the tax administration. For example, the aver-
age cost of tax collection in Latin America and the
Caribbean (1.05) was less than half that of Africa
(2.31): for every $100 collected, Africa’s tax admin-
istration cost $231 on average against $105 in Latin
America and the Caribbean. All other regions—
East Asia and Pacific (1.23), Europe and Central
Asia (0.68), North America (0.72), and South Asia
(1.56)—had lower cost of tax collection than Africa.

A large portion of
public investment
in Africa is lost
to inefficiency

FIGURE 2.22 Required tax-to-GDP ratio for structural transformation and its predicted potential value
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Source: Staff calculations based on methodology described in annex 2.2 and database from African Development Bank statistics, Sachs et al.

(2023), UNESCO, USAID, CIA, NASA, IMF, and World Bank.

CHAPTER 2 TAKING STOCK OF AFRICA'S ECONOMIC TRANSFORMATION PROGRESS




At the median,
African countries
collected annually
in 2000-21 only
24 percent of the
value-added tax
revenues that they
could otherwise
have collected with
full compliance
and without tax
exemptions

Further, due to widespread practices of zero-
ratings and tax exemptions, as well as ineffi-
ciencies in enforcement and frequent noncom-
pliance, Africa lags other regions in efficiency of
value-added tax (VAT) collection, measured as
the ratio of VAT revenue (as a percentage of GDP)
to the VAT rate. At the median, African countries
collected annually in 2000-21 only 24 percent of
the VAT revenues that they could otherwise have
collected with full compliance and without tax
exemptions (figure 2.23).

Enhancing the efficiency of public spending
and tax collection is thus crucial to closing the
huge financing gap for structural transformation.
We estimate that, by just increasing the VAT effi-
ciency ratio to the level currently achieved by
high-performing developing countries in other
regions—those with a VAT efficiency rate of at
least 70 percent®®—African countries can raise
their current median VAT revenues (as a share of
GDP) by as much as 7.9 percentage points (figure
2.24). Improving the efficiency rate in the collection
of other types of tax revenues, such as corporate
income, personal income, excise, and property
taxes, could also help the continent to self-finance
a significant share of its financing gap for struc-
tural transformation.

Resource mobilization from critical
and rare earth minerals

Critical and rare earth minerals present Africa
an opportunity to mobilize resources for
complementing its tax revenues

Africa is rich in natural capital. For instance, the
continent is home to the Congo Basin Rain Forest,
the world’s second-largest rainforest after the
Amazon, accounting for 25 percent of global bio-
diversity. Africa contributes hugely to global pro-
duction of key minerals: 80 percent of platinum,
77 percent of cobalt, 51 percent of manganese,
46 percent of diamonds, 39 percent of chromium,
and 22 percent of gold.®” These natural resources
are fundamental to many African economies, often
constituting a major source of export earnings and
government revenues. In 2021, African econo-
mies earned about $277 billion in resource rents,
accounting for an average of 11.4 percent of GDP
of beneficiary countries (figure 2.25a). These rents
concern mainly forest products, oil, and miner-
als and, to a smaller extent, coal and natural gas
(figure 2.25b). If valued, managed, and harnessed
well, revenues from these natural resources could
generate resources to complement existing domes-
tic resources for financing structural transformation.

FIGURE 2.23 VAT efficiency ratio in Africa vs other regions, average 2000-21

Percent
100
80
60
40
0

Africa South Europe and  Latin Americaand  East Asia Middle North
Asia Central Asia the Caribbean and Pacific East America

Source: Staff calculations based on USAID Collecting Taxes Database.
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Of particular interest are critical and rare earth
minerals. Indeed, Africa is at the center of the
global supply chain of such minerals, given its
substantial endowments in lithium, cobalt, nickel,
manganese, graphite, iron, and phosphate, and
the critical minerals needed for clean energy tech-
nologies such as solar photovoltaic and lithium-ion
batteries used in electric vehicles and electricity
storage. The increase in clean energy deploy-
ment in recent years has led to a huge rise in
demand for critical minerals. From 2017 to 2022,
demand for lithium tripled while that of nickel and
cobalt increased by 40 percent and 70 percent,
respectively.58

Coupled with higher prices, the global market
size of key critical and rare earth minerals—
copper, lithium, nickel, cobalt, and graphite—
doubled, reaching $320 billion in 2022. Invest-
ment in critical minerals development recorded
another sharp uptick worldwide of 30 percent
in 2022, after a 20 percent increase in 2021,
while critical minerals startups raised a record
$1.6 billion in 2022. Global exploration spending
for critical minerals increased by 20 percent in
2022, driven by record growth in lithium explo-
ration (90 percent growth in 2022, after 25 per-
cent expansion in 2021). Exploration interests, as

FIGURE 2.24 Potential increase of VAT revenue (percent of
GDP) from improved VAT efficiency rates in Africa
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high-performing developing countries.

Source: Staff calculations based on USAID Collecting Taxes Database.

FIGURE 2.25 Total natural resource rents in dollars and as a percent of GDP, 2021
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Under the 2050
net-zero emissions
scenario, demand
for critical minerals
will grow by
three-and-a-half
times to 2030
from 2021 levels,
reaching more than
30 million tons

well as extraction and processing activities, are
expanding in Africa, too.

Demand for critical minerals for clean energy
technologies is projected to continue surging in all
scenarios. Projections by the International Energy
Agency (IEA) indicate that, under the 2050 net-
zero emissions scenario, demand for critical min-
erals will grow by three-and-a-half times to 2030
from 2021 levels, reaching more than 30 mil-
lion tons (figure 2.26). Electric vehicles and bat-
tery storage will be the main drivers of demand
growth, in addition to major contributions from
low-emission power generation and electricity
networks.

Under the 2050 net-zero emissions scenario,
global revenues from the production of just four
key minerals—copper, nickel, cobalt, and lithium
—are estimated to amount $16 trillion over the
next 25 years (in 2023 US dollar terms), with Africa
expected to reap more than 10 percent of these
cumulative revenues. For African countries rich in
these critical minerals,®® this boom provides an
opportunity to complement their domestic reve-
nues for structural transformation by moving from
merely extracting and exporting these raw miner-
als to processing them, thereby increasing value
added, creating higher-skilled jobs, and increasing
foreign reserves.

POLICY RECOMMENDATIONS

The above analyses strongly suggest that acceler-
ating Africa’s structural transformation will require
a multipronged approach, consisting of the follow-
ing elements, spearheaded by African countries:

1. Establish and institutionalize endogenous
development plans and policies tailored
to areas of comparative advantage as pri-
orities and implement them consistently,
while avoiding policy reversals that tend to
disrupt progress. To address their develop-
ment challenges, African countries need not
outsource their development plans. Instead,
they should take full ownership by harnessing
local knowledge of their economies and socio-
cultural conditions and other unique areas of
comparative advantage, within the national,
regional, and global contexts. The rate and
pace of structural transformation of African
countries will largely depend on the quality,
relevance, and effectiveness of policies and
on the continued and institutionalized imple-
mentation of development plans and strate-
gies. Therefore, there should be unreserved
political commitment to rally citizens toward a
nationally agreed development plan and vision,

FIGURE 2.26 Trends in global demand for selected minerals by end use in the net-zero scenario,
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avoiding electoral-cycle-induced recurrent and
policy reversals that characterize most African
countries. Continuous and systematic imple-
mentation of public policies, in particular link-
ing fiscal policies to structural transformation
objectives, will create certainty and stability to
attract domestic and foreign capital into areas
supportive of the country’s structural transfor-
mation agenda. Countries operate in a regional
and global village, so national development
plan needs to domesticate regional and global
development goals, such as the SDGs, Paris
Climate Agreement, and Agenda 2063, with
a focus on practical actions that improve the
quality of lives of their citizens. The national
development agenda needs, however, to be
driven by citizens to secure their buy-in and
improve the quality of their lives.

. Scale up investments to build requisite
human capital suited to local realities, cir-
cumstances, and development priorities.
Countries need to scale up investments in edu-
cation at all levels to build and improve the qual-
ity and relevance of technical and soft skills to
drive their development agenda tailored to local
contexts and circumstances. This will require
prioritizing systems of learning and curriculum
that enhance productivity growth in sectors of
comparative and competitive advantages. For
example, countries need to prioritize scaling-up
skills in science, technology, engineering, and
mathematics (STEM). And those rich in natu-
ral resource endowments—minerals and vast
arable land—will need to train enough geolo-
gists, agronomists, and other related experts
to leverage their resources to drive structural
transformation. Furthermore, the domestica-
tion of the education and skills learning and
training systems, including the language of
teaching, will be crucial to improve the qual-
ity and relevance of the education curriculum
and leverage the ongoing technology and ICT
boom. As a matter of policy priority, it is impor-
tant for African countries to establish innova-
tion centers of excellence, in collaboration with
host universities and technical and vocational
training centers; develop demand-driven skills
training programs to better align education

and training systems to labor markets and
thus reduce widespread skills mismatches;
strengthen public—private partnerships to align
skills acquisition of graduates with labor market
needs; and franchise their education system
in partnership with global universities to build
world class education institutions.

Cognizant of the importance of adapting
and upgrading education curriculum in its
regional member countries, the African Devel-
opment Bank has been in the forefront of sup-
porting enabling education infrastructure and
skills acquisition. For instance, the Bank sup-
ported the Regional Center of Excellence in ICT
in Rwanda, in collaboration with the Carnegie
Mellon University, to provide world-class mas-
ter’'s degree programs in computer sciences
and ICTs. The Bank’s Coding for Employ-
ment program is a leading flagship initiative to
equip the continent’s youthful workforce with
demand-driven skills with the overarching
objective of creating a critical mass of digitally
enabled and globally competitive youth who
harness the transformative power of the fourth
industrial revolution.

. Scale up domestic resource mobilization

and prioritize prudence in public finance
management. African countries need to own
their development agenda and have the pri-
mary responsibility for financing their structural
transformation. However, in most countries,
domestic resource mobilization (DRM) has yet
to keep pace with Africa’s enormous devel-
opment financing needs and effectiveness in
public financial management remains weak.
Countries should consider the following:

Tax revenue mobilization. The Bank estimates
that the median African tax-to-GDP ratio
should increase from its current level—about
14 percent—to a minimum of 27.2 percent to
be able by 2030 to close the estimated annual
financing gap of $402.2 billion for structural
transformation. To scale up DRM for struc-
tural transformation, countries need to invest in
systems that improve efficiency in tax admin-
istration and public financial management.
This will require, for instance, enhancing the
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African countries
will need to improve
tax compliance

by enhancing the
social contract

with their citizens

digitalization of tax collection and administra-
tion systems. Evidence has shown that digi-
talization of tax administration would increase
information flows and improve the transpar-
ency of the tax system, widen the tax base,
enhance enforcement, mitigate compliance
risks, and ultimately stimulate voluntary compli-
ance.’® Digital technology allows pre-filling tax
declarations using third-party information, thus
easing the tax compliance burden because
taxpayers can simply check and confirm the
pre-filled information. Electronic cash regis-
ters also help governments track sales and
transactions by transmitting information in real
time to a server accessed by tax authorities.
In addition, the establishment of a solid, reg-
ularly updated database will allow the identifi-
cation and location of the individuals, firms, or
landed properties on which to levy a tax. The
Bank estimates that by increasing efficiency of
VAT collection to the levels achieved by high-
performing developing countries, African coun-
tries can raise VAT revenues by up to 7.9 per-
centage points of GDP.

Nontax revenue mobilization. Countries could
also aim at increasing nontax revenues such as
property income, royalties, fines, penalties, for-
feits, and business permits,”" which are often
neglected or difficult to administer due to the
complexity of processes and widespread infor-
mality of economies. Although some progress
has been achieved over the years, there is still
room for improvement in collecting nontax rev-
enues in most countries. For example, over
2010-22, nontax revenues accounted on aver-
age for only 19.1 percent of government reve-
nues in Africa and just 3.7 percent of GDP, while
tax revenues brought in 80.9 percent of gov-
ernment revenues (15.6 percent of GDP). PFM
systems should incorporate nontax revenue
planning into the budgetary process, ensur-
ing that the revenues collected are not only
efficiently allocated but also well used. Strong
political commitment will be needed to develop
expertise in core departments and fiscal units
in charge of collecting such revenues. Due
diligence, clear guidelines, and built-in reg-
ulatory systems will be needed to design an

effective structure of nontax revenue. And
countries can use innovative instruments to
collect more resources—from levies on natural
resources extraction to pollution fees or mar-
keting associations—that may be hard to reach
through conventional means. Other reforms to
strengthen nontax revenue mobilization could
include investing in enabling infrastructure,
better reporting of nontax revenue collection,
and clearer relationships between the central
government and subnational authorities.

Tax compliance. African countries will further
need to improve tax compliance by enhancing
the social contract with their citizens. Coun-
tries should seek to promote voluntary tax
compliance to increase DRM as enforcement
capacities which are often weak in many coun-
tries and hard-to-tax sectors, such as informal
companies, predominate. More importantly,
governments should visibly use tax revenues
for public welfare—by providing quality public
goods and services—to enhance trust in the
utilization of public resources and significantly
reduce implicit taxation (where citizens self-
provide social amenities because of the failure
of the government to fulfill its regalian functions
such as the provision of basic social services).
In countries that practice federal and devolved
systems of government, there is a need to
democratize DRM and utilization by bringing
tax systems closer to the people.

Informal economy formalization. Enhanc-
ing the formalization of the informal economy
could also boost DRM. The size of the informal
sector in Africa significantly limits the tax base
and revenue collection. For instance, informal
employment in Africa accounts for 85.8 per-
cent of total employment, the largest percent-
age in the world™. To promote formalization,
policymakers could take a broader strategic
approach that seeks to register informal firms
not only to tax them but also to protect their
rights, entitlements, and assets as entrepre-
neurs. The attractiveness of the formal sector
can be enhanced, for example, by providing
greater access to resources and information,
pension schemes, social insurance, or other
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incentives—conditioned on registration—
through intermediaries such as business asso-
ciations, nongovernmental organizations, or
local community groups. A flat rate presump-
tive tax levied on turnover can improve revenue
collection from informal firms. Despite the diffi-
culties and biases associated with estimates of
turnover, especially for small businesses, this
approach appears to have been effective in
taxing the informal sector in Tanzania.”

Public finance management. In addition to
improving domestic revenue mobilization,
countries need to build capacity in prudential
and efficient management of public finance
throughout the public financial management
cycle — from DRM to strengthening supreme
audit and public accountability systems. As
Africa’s premier financial institution, the Bank
is playing a critical role in supporting regional
member countries to increase their DRM and
improve their PFM systems. For instance, the
Bank’s Public Finance Management Acad-
emy (PFMA) responds to the urgent need for
accelerated capacity development (training,
technical assistance, and policy dialogue) in
African countries. Through the PFMA, the Bank
has created a virtual interactive collaborative
environment, virtual knowledge repositories; a
policy lab unit, and a virtual campus on PFM for
real-time support to public officials in African
countries. Its first cohort of 51 public officials
from 26 countries, graduated in December
2023.

. Build and deepen national and regional
markets for goods, services, capital, and
finance. Developing domestic and regional
financial and capital markets will reduce coun-
tries’ dependence on external markets and
thereby minimize vulnerability to global shocks.
Developing robust financial markets will require
improving property rights’ regimes, diversifying
the supply of financial products and services
in the banking sector, and regionalizing finan-
cial markets through legal harmonization and
cross-listing of assets at the regional level.
Capital markets development will require
creating an enabling policy and regulatory

environment to mobilize at scale and channel
resources held by pension funds, insurance
and collective investment schemes for financ-
ing structural transformation. In that regard, the
AfCFTA can be a game changer if fully imple-
mented and domesticated by all African coun-
tries. It will create a single continental market
for goods and services, with free movement of
capital and talent and skills. Implementing poli-
cies that enable free mobility of labor and serv-
ices, such as the open visa entry for Africans
championed by Kenya and Rwanda, would
facilitate the operationalization of the AfCFTA.

Preferred procurement and pan-African pay-
ment policies. The launch in 2022 of the
Pan-African Payment and Settlement System
(PASS) by the African Union and the African
Export-Import Bank to complement trad-
ing under the AfCFTA is a move in the right
direction as it will help address currency risks
between trading partners. The PASS simpli-
fies the historical complexities and costs of
making payments in local currencies across
African borders, providing operational effi-
ciencies that open vast economic opportuni-
ties for all stakeholders. The development of
preferred procurement solutions will further
encourage domestic production and con-
sumption to enhance SME growth by enabling
African countries to source raw materials and
other inputs from each other and thus bene-
fitting from mutual comparative advantages. It
will build a hub of local products and markets,
enhance value addition, create jobs, and help
transform African economies. The continent
has rich endowments in resources across all its
five regions, and some countries have already
managed to build capabilities in different sec-
tors, including motor vehicle manufacturing in
Morocco, Nigeria, South Africa, and Uganda;
thriving tech hubs in Kenya and Nigeria; grow-
ing financial services in Mauritius; and aircraft
parts manufacturing in Morocco. Such intra-
African “friend-shoring” will help protect the
continent from global shocks and strengthen
regional value chains while deepening domes-
tic markets. African countries could also facil-
itate, without nepotism, the emergence of
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The use of
innovative financing
instruments such
as blended finance
could increase
private participation
in infrastructure for
green growth by
derisking the sector

national champions tasked with leading the
economic diversification process and fostering
the creation of backward and forward linkages
with smaller firms, which will result in deepen-
ing domestic markets.

Franchising and local content policies. Coun-
tries should further proactively pursue and
promote a policy of franchising and leveraging
technological know-how of foreign firms can
also promote cross-border investment among
African countries to complement local content
policies and requirements, especially where
capacity—technical and financial—is lacking.
Africa’s integration in global value chains and
fast-paced structural transformation are condi-
tional on technological adoption and innovation
as well as skills acquisition. In the short term,
many African countries will lack sufficient tech-
nical capacities and technology to benefit from
the projected rise in the demand of critical and
rare earth minerals. Through franchising, they
could, however, close that gap by importing
critical technologies, leveraging global innova-
tions, and allowing foreign manufacturing firms
and other producers to set up enterprises on
the continent. Foreign firms should be required
to facilitate the acquisition and adoption of
frontier technologies by local workers through
tailored skill-training modules. But to maxi-
mize the benefits of franchising, countries must
identify domestic capacity gaps and select
franchising models that suit their contexts and
serve best their interests.

. Create targeted and streamlined incentives

to catalyze private capital flows to support
countries’ endogenous development plans
in key sectors for structural transformation.
By making the conditions right for the private
sector and by creating a conducive business
environment and providing carefully crafted
and targeted fiscal incentives, African countries
could stimulate the private sector—domestic
and external—to invest more in critical sectors.
The use of innovative financing instruments
such as blended finance could increase private
participation in infrastructure for green growth
by derisking the sector. The development of

sustainable finance instruments (including
green bonds and loans, and sustainability
bonds and loans) as well as carbon markets
could boost private investment in green sec-
tors. Indeed, the potential of the private sector
to contribute to Africa transformation is huge:
global assets under management amounted
to $98 trillion at end-20227 and are expected
to reach $145.4 trillion by 2025.7° In addition,
remittances—the largest and most stable
source of external funding in Africa—are an
important source of external financing. Their
function in promoting investment for Africa’s
transformation can be enhanced through, for
instance, diaspora bonds and diaspora “remit-
tance securitization.” Countries could also hive
off their subsidies to state-owned enterprises
to allow them to operate efficiently and com-
petitively and contribute to the state budget.
Containing tax avoidance and illicit financial
flows would also curtail the drain of public
resources.

. Invest in natural capital accounting ben-

eficiation and conservation and include
them in the system of national accounts
to expand the size of the economy. Much
of Africa’s natural capital resources remains
largely unexploited, and the values or services
they provide are typically poorly measured and
sometimes completely unmeasured as part
of African countries’ wealth. As a result, the
value of African economies continues to be
underestimated amid the abundance of green
wealth. Investing in, measuring, and valuing
natural capital and integrating it in the systems
of national account will help estimate the true
value of Africa’s green wealth, expand its GDP,
and improve conservation. The Bank, in collab-
oration with many African countries, has been
advocating proper valuation of the continent’s
green wealth and its services in GDP. Indeed,
Africa’s natural resources provide essen-
tial environmental services such as carbon
sequestration, pollution control, and retention of
soil fertility, which sustain human existence. The
inclusion of such critical environmental services
in the valuation of country GDP—the green GDP
—could encourage countries’ green transitions.
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7. Invest in youth entrepreneurship develop-

ment programs to harness Africa’s demo-
graphic dividend. The youth are Africa’s
greatest asset, which, if well harnessed, could
speed structural transformation. By 2030, one
in four youth in the world will be African, and, if
well nurtured, this youthful population can drive
the continent’s future economic growth and
structural transformation. However, reaping the
benefits of the demographic dividend from the
African youth will depend on investing in human
capital development and creating economic
and job opportunities for the youth. Of youth
aged between 15 and 35 years not in school,
one-third are unemployed and discouraged,
another third is vulnerably employed, and only
one in six is in wage employment. The Bank
estimates that 17 million jobs need to be cre-
ated every month between now and 2063 to
keep constant the participation and unemploy-
ment rates of African youth. Supporting youth
to create their own businesses holds promise
in leveraging the continent’s democratic div-
idend and addressing the widespread youth
unemployment and underemployment. That is
why, under its Jobs for Youth in Africa Strategy
and its Youth Entrepreneurship and Innovation
Multi-Donor Trust Fund, the Bank is supporting
countries in establishing Youth Entrepreneur-
ship Investment Banks as a model to address
market failures and fragmentation in the pro-
vision of tailored financing and nonfinancing
services to youth entrepreneurs.’®

. Launch ambitious national infrastructure
programs for broad-based policy imple-
mentation to accelerate structural trans-
formation. While in the long term, all type of
infrastructure is important, in the short term,
countries need to prioritize which infrastruc-
ture to build depending on their geographic
situation and level of development and con-
centrate limited resources on creating “islands
of excellence” with dense and sector-specific
infrastructure to boost productive capacities
and competitiveness. Priority could be given
to the energy sector, which is most likely to
achieve a high social rate of return, and to the
transport sector, which is especially important

for landlocked countries in creating linkages
to coastal countries with seaports. Given the
significant transformational impact of digitaliza-
tion, investing in the ICT sector will close the
existing digital divide between African countries
and the rest of the world. An ambitious national
digitalization program in Africa will increase
economy-wide competitiveness, enhance effi-
ciency and transparency of policy implementa-
tion, improve DRM, and curb illicit capital flows
as well as address widespread market efficien-
cies, facilitate proper measurement and valu-
ation of natural capital, and support the com-
petitiveness of youth-led businesses. Digital
masterplans should clearly identify key pillars
—in digital infrastructure, digital services, data
management, digital skills, and digital innova-
tion for entrepreneurship—with clearly set mile-
stones. In Kenya, for instance, the combination
of the money-transfer system M-Pesa with an
online application for taxes (the iTax System)
has helped increase tax filing, compliance, and
revenues. The Government of Kenya has also
launched a 10-year Information Communica-
tion Technology Digital Masterplan 2022-32 to
align with global technological advances and
enhance the rise of Kenya'’s digital economy.
This will further position Kenya as a technology
hub in Africa.

The Bank has been investing in core digital
infrastructure and skills and in enabling infra-
structure such as connectivity and energy
in African countries. For example, it invested
more than $1.5 billion over the past 10 years in
ICT infrastructure development projects across
the continent.

. Take proactive actions to harness gov-

ernance of macroeconomic policies and
business environment to improve risk pro-
filing and perceptions and attract innova-
tive global capital and financial instruments
to build capacity in project preparation. The
lack of investment-ready project pipelines is
often cited among the most important imped-
iments not only to unlocking private finance
but also leveraging existing innovative finance
instruments. Large infrastructure projects have
extensive development and gestation periods
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and often entail multifaceted feasibility studies
and expert transaction advice. Many African
governments and local private players lack
the capabilities, as well as the resources, to
design and implement infrastructure projects
with commercial potential. In addition, short
political cycles may constrain private sector
financing commitments to long-term infra-
structure projects. Many investors therefore
lack bankable project pipelines as only a few
projects meet financiers’ risk-return expec-
tations, and so fail to reach financial closure.
Building capacity in project preparation and
implementation is therefore crucial. Building
such capacity would require, for instance, that
private financiers not only provide resources
but also participate in building bankable proj-
ects. The participation of financiers across
the entire project cycle from concept to

bankability—from development of strong fea-
sibility studies to analysis of market prospects
and establishment of viable business plans
—and financing will ensure that they have a
stake in and ownership of proposed projects.
That will increase the probability of the proj-
ect receiving finance and succeeding when
it becomes operational. Moreover, enhanc-
ing governance of the macroeconomic and
investment climate will improve risk profiling of
African countries and change external percep-
tions about African markets. The Bank’s Strat-
egy for Economic Governance in Africa aims
to promote transparency and accountability in
public service delivery, stimulate government
effectiveness, building enabling environments
for business, fighting corruption, and enhanc-
ing the institutional frameworks to efficiently
manage the economy.
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ANNEX 2.1 ANNEX FIGURES

ANNEX FIGURE 2.1.1 Relative sectoral productivity and
employment shares in developing Asia, 2018
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Note: The figure shows the average of 14 developing Asian countries:
Bangladesh, Cambodia, China, India, Indonesia, Lao People’s Demo-
cratic Republic, Malaysia, Myanmar, Nepal, Pakistan, Philippines, Sri
Lanka, Thailand, and Viet Nam.

Source: Staff calculations using Economic Transformation Database
(Kruse et al. 2023).

ANNEX FIGURE 2.1.2 Africa’s performance on structural transformation-related SDG targets benchmarked with other
regions, 2022
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Note: High-income countries are countries with GNI per capita greater than or equal to $13,846 in 2022.
Source: Staff calculations based on database from Sachs et al. (2023).
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ANNEX 2.2 METHODOLOGY TO ESTIMATE FINANCING
NEEDS AND FINANCING GAP TO FAST-TRACK STRUCTURAL

TRANSFORMATION IN AFRICA

Estimates of the financing needs and financ-
ing gap to fast-track structural transformation
in Africa are computed building on the bench-
marking methodology linked to the Sustainable
Development Goals (SDGs) developed by Gaspar
et al. (2019) and applied, among others, by Prady
and Sy (2023). For this chapter, the methodology
quantifies the annual cost of achieving high SDG
performance in four areas most directly relevant to
structural transformation (see below).

For each African country, the estimated financ-
ing gap corresponds to the additional total expen-
diture required, compared with what the country
spent in 2023 (or latest available year), to reach
the spending level currently attained by high-
performing countries, defined here as developing
countries in other regions of the world with an
SDG index score above 80 (out of a maximum of
100). These non-African developing countries had
a gross national income (GNI) per capita below
$13,846 in 2022. Since these high-performing
countries are used as benchmarks for each Afri-
can country, costing estimates assume high
spending efficiency. Two deadlines are used as
target years: 2030 for the SDGs and 2063 for the
African Union’s Agenda 2063.

SDG 4: Quality education

Education, considered as “soft” infrastructure, is
a key component to equip the current and future
workforce with the required skKills set for structural
transformation. This chapter uses government
expenditures per student by main education level
(primary, secondary, and tertiary) as a proxy for
government efforts to improve the quality of edu-
cation. For each education level, the methodology
sets values of education spending at the median
levels observed today in other developing coun-
tries with high education outcomes (SDG 4 index
score above 80). Next, for each African country,
the education financing needs are estimated using
the corresponding benchmarked key input vari-
able costs and the country’s school-age popu-
lation for each education level with the targets of

100 percent enroliment rates in primary and sec-
ondary education and 50 percent in tertiary edu-
cation, in line with the SDG 4 target. The educa-
tion financing gap is then defined as the difference
between the financing needs per student and the
current government education spending per stu-
dent, multiplied by the school-age population of
each education level to obtain the total financing
gap by education level for the country.

SDG 7: Energy

Lack of access to affordable, reliable, sustainable,
and modern energy for all is also holding the con-
tinent back from leveraging its full development
potential and accelerating its structural transfor-
mation. For each country, therefore, this chapter
estimates the additional cost needed to provide
universal access to electricity of the projected
population by each deadline, while assuming
that per capita electric consumption will increase
in line with the rise in real GDP per capita. The
projected median per capita electricity consump-
tion (in kWh) in other developing countries with
an SDG 7 index score above 80 percent is then
applied as the benchmarked input variable that
African countries should aim for. The cost asso-
ciated with the financing needs and financing gap
in the energy sector is then obtained by multiply-
ing the corresponding total kWh with the global
weighted average of the levelized cost of elec-
tricity (LCOE) per kWh observed in 2010-21 for
renewables, which was $0.126.”” The LCOE refers
to the cost of producing one kWh of electricity
from a particular technology (in the present case,
bioenergy, geothermal, hydropower, solar photo-
voltaic, onshore and offshore wind, and concen-
trated solar power), including capital costs, fixed
and variable operation and maintenance (O&M)
costs, and fuel costs. Although the LCOE does
not necessarily reflect the true cost of putting up
energy infrastructure and distributing electricity, it
provides investors and governments with an idea
of what it will cost to recoup their investments,
once established.
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SDG 8: Productivity

Closing Africa’s productivity gap—one of the
main proxies to measure progress on structural
transformation—requires technological upgrad-
ing and innovation, as highlighted in the SDG 8.2
target. To measure countries’ technological
upgrading efforts and innovation capacity nec-
essary to improve productivity, this chapter uses
gross domestic expenditure on research and
development (GERD) per capita. The benchmark-
ing exercise is similar to the one applied for educa-
tion: median values of GERD per capita observed
today in non-African developing countries are
computed. Next, for each African country, financ-
ing needs to accelerate technological upgrading
and innovation are obtained as the level of GERD
per capita using the corresponding benchmarked
median cost and the country’s population. The
financing gap is then measured as the difference
between the financing needs and the current level

ANNEX FIGURE 2.2.1 Derivation of benchmarked values for

spending on R&D per capita
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of GERD. It is assumed that GERD per capita of
each country will grow according to the rate of per
capita GDP growth provided in the World Eco-
nomic QOutlook of the International Monetary Fund
(IMF). Given that current IMF projections for GDP

Note: Countries in the box with a SDG 8 index score above 80 are used
to benchmark the level of per capita gross domestic expenditure on
research and development (GERD) of African countries consistent with
high SDG 8 outcomes.

Source: Staff calculations based on database from Sachs et al. (2023),

per capita (and therefore the growth rate) are up
to 2029, GDP per capita was assumed to grow
at the average rate of the last three years in each
country for the years beyond 2029. This assump-
tion allows for the tractability of the approach
and can be relaxed as new growth projections
become available. Annex figure 2.2.1 illustrates the
benchmarking exercise for SDG 8.

SDG 9: Infrastructure

Hard infrastructure such as transport infrastruc-
ture is critical to structural transformation by
facilitating, at lower cost, free movement of labor
between regions with a surplus or shortage of
skills and/or economic opportunities, as well as by
enabling firms to thrive in economic sectors with
strong comparative advantage (AfDB 2018). Road
transport, in particular, is the most frequently
used means of transporting goods and people
across the continent, carrying at least 80 percent
of goods and 90 percent of passengers.”® This
makes Africa’s road transport infrastructure one
of the key enablers of structural transformation.

UNESCO and World Bank.

In this chapter, only power (see previous point)
and transport (road) infrastructure are considered.
These two elements are among the most critical
to Africa’s structural transformation, in addition to
ICT infrastructure as a means of implementation
(SDG 17). For road infrastructure, road density (the
ratio of the length of the country’s total road net-
work, in km, to the country’s land area, in km?2)
and the Rural Access Index—the proportion of the
rural population living within 2 km of an all-season
road—are used as input variables to capture a
country’s current state of road infrastructure.
Benchmarked values of these input variables were
computed for the subset of non-African develop-
ing countries with high performance: SDG 9 index
score and rural access index above 80 (annex
figure 2.2.2).

Using the benchmarked values, we estimate,
for each country, the necessary kilometers of
roads needed to catch up by 2030 or 2063 to the
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ANNEX FIGURE 2.2.2 Derivation of benchmarked values for road density in high-performing peer countries,
road density accounting for the country’s land area. We then
estimate the total cost of road network needs by

Sustainable Development Goal 9 index score multiplying the estimated necessary kilometers by

100 .’.;"O the unit cost of constructing/upgrading one kilo-
o%°%® 5":‘ meter, which is set at a minimum of $500,000,

90 ° o : & following limi et al. (2016). To account for depreci-
oe” o ation, we increase the unit total cost per kilometer

8O werererenennsnnmenmennennens Pt i by 5 percent, following Gaspar et al. (2019) and
... Prady and Sy (2023). The additional road network

70 P (road infrastructure deficit) for each African coun-
® e o s try, compatible with high performance on SDG 9

60 i and the Rural Access Index, was then computed
® as the difference between the median road den-

50 - ® sity in peer countries and the current road den-
sity, multiplied by the country’s land area (net of

40 ® terrestrial protected areas).”® The corresponding
40 S0 60 70 80 90 100 financing gap was then obtained by multiplying
Rural access index the total additional road network by the unit cost

Note: The countries in the box are non-African developing countries  of constructing/upgrading one kilometer.
with high performance on SDG 9, proxied with the SDG 9 index score

and rural access index above 80, used to measure the level of road

density of African countries consistent with high SDG 9 performance.

Source: Staff calculations based on Gaspar et al. (2019), Mikou et al.

(2019) and database from World Bank, CIA, NASA, and Sachs et al.

(2023).
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NOTES

o3 © © N
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12.
13.
14.
15.
16.
17.
18.
19.

https://www.bcg.com/publications/2023/the-tide
-has-changed-for-asset-managers
https://www.pwc.com/ng/en/press-room/global
-assets-under-management-set-to-rise.html

As used in this context, green wealth is a term
denoting “the unmeasured value of Africa’s natural
capital,” as espoused by Dr. Adesina, President of
the African Development Bank Group. See https://
www.afdb.org/en/news-and-events/speeches
/keynote-speech-dr-akinwumi-adesina-president
-african-development-bank-group-40th-anniversary
-guardian-newspapers-lagos-nigeria-28-november
-2023-66327.

Countries that have successfully transitioned
from low-income to high-income status generally
undergo a structural transformation, which involves
four main features: a falling share of agriculture in
economic output and employment; a rising share
of urban economic activity in industry and modern-
services; migration of rural subsistence workers to
urban settings; and a demographic transition in birth
and death rates that always leads to a spurt in pop-
ulation growth before a new equilibrium is reached.
This is a narrow sense of structural transformation
because the concept is often defined to include the
urbanization and demographic transition that typi-
cally accompany economic growth (Timmer 2012).
Fosu 1999; Smith 2021.

lyoha 2000.

Adjei et al. 2014.

Smith 2021.

McMillan and Harttgen 2014.

Structural change is the reallocation of economic activ-
ity across agriculture, industry, and services. It is some-
times used interchangeably with “structural transfor-
mation”, which extends to include social changes such
as demographic shifts, institutional adjustments, and
changes in social structure (see Gollin and Kaboski
2024 for new forms of structural transformation).
Mensah et al. 2023; McMillan et al. 2014.

McMillan et al. 2014.

Diao et al. 2021; Kruse et al. 2023.

Kaldor 1968; Haraguchi et al. 2017.

Hirschman 1958.

Rodrik 2016; 2022.

Rodrik 2013.

Diao et al. 2021; Baldwin and Forslid 2023.

20.
21.
22.
23.
24.
25.
26.
27.
28.
29.
30.
31.
32.
33.
34.
35.

36.

37.
38.
39.
40.
41.
42.
43.
44,
45.
46.
47.
48.
49.
50.
51,
52.
53.
54,
55.

56.

57.

58.
59.

GCA 2021.

Mbow et al. 2019.

Sen 2019.

Lopez et al. 2023.

Caldera Sanchez and Rohn 2016.

McMillan et al. 2014.

Diao et al. 2019.

See McMillan and Rodrik (2011).

Kruse et al. 20283.

Diao et al. 2021; Kruse et al. 2023.

Cust and Zeufack 2023.

Kruse et al. 2023.

Diao et al. 2021.

See Fan et al. (2023).

AfDB 2024.

All the data used to compute this variable are from
Penn World Tables 10.1.

The Balassa-Samuelson effect suggests that an
increase in wages in the tradable goods sector of an
emerging economy will also lead to higher wages in
the nontradable (services) sector of that economy.
McMillan et al. 2014; Mensah et al. 2023.

For instance, Deininger et al. (2014).

Rodrik 2022.

McMillan and Zeufack 2022.

See Weiss (2005) and Tasneem and Biswas (2016).
Shivakumar et al. 2022.

Diao et al. 2024.

Timmer 2012.

AfDB 2021a.

OECD 2020.

Gollin et al. 2016.

See, for example, Nayyar et al. (2021).

Herrendorf et al. 2022.

EIB 2021.

Nayyar et al. 2021.

See, for instance, Bento and Restuccia (2021).
UNCTAD 2022.

Fan et al. 2023.

US Bureau of Labor Statistics 2014 and Miglani
2023.

For a discussion of these amenity differences, see
Gollin et al. (2021).

For example, Gollin and Kaboski (2024).

Barrett et al. 2022.

The World Bank’s current country classification
by income level is used: developing countries are
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60.
61.

62.
63.
64.

65.
66.

67.

68.
69.

70.

defined as those with a gross national income (GNI)
per capita below $13,846, and high-income coun-
tries as those with a GNI per capita of $13,846 or
more.

AfDB 2018.

It was assumed that African countries target
100 percent enrollment rates for primary and sec-
ondary education (with six years of education each)
and a 50 percent enrollment rate for tertiary educa-
tion (Gaspar et al. 2019).

AfDB 2020.

UNCTAD 2019.

See USAID (2023) for more details on the computa-
tion of tax capacity.

AfDB 2021b.

This value represents the 95th percentile of the VAT
efficiency ratio in other developing countries.
https://am.afdb.org/en/programme/thematic
-knowledge-event-2-harnessing-natural-capital
-finance-climate-and-green-growth.

IEA 2023.

The Democratic Republic of the Congo dominates
the global cobalt market with more than 70 percent
of global output and about 50 percent of the world’s
proven reserves. Other producers of critical minerals
include South Africa, Gabon, and Ghana, together
accounting for more than 60 percent of global man-
ganese production. Guinea (bauxite), Mali (lithium),
Mozambique (graphite), Zambia (copper), and Zim-
babwe (nickel and platinum) are poised to benefit
from this mining boom (IMF 2024).

UNCTAD (2018).

71.

72.
73.
74.

75.

76.

77.
78.
79.

The main categories of nontax revenues include:
(i) grants from foreign governments or international
organizations (budget aid, food aid, capital transfers,
current transfers, project grants, program grants,
international debt relief, etc.); (i) rents and royalties
(such as oil or mining royalties); (i) other property
income (interest, dividends and other returns on
government investment); (iv) sales of goods and
services (which include some administrative fees);
(v) fines and penalties (including fines and penalties
due to tax violations), and (vi) miscellaneous and
unidentified revenues (non-tax revenues that cannot
be classified according to the other categories).
Kiaga and Leung (2020)

Monye and Abang (2021)
https://www.bcg.com/publications/2023/the-tide
-has-changed-for-asset-managers
https://www.pwc.com/ng/en/press-room/global
-assets-under-management-set-to-rise.html

For further details on job-rich reforms needed to
stem the high rate of unemployment (especially
among young people) in Africa, see Monga et al.
(2019).

IRENA 2023.

AfDB 2014.

Terrestrial protected areas are totally or partly pro-
tected areas of at least 1,000 hectares designated
by national authorities as scientific reserves with
limited public access, national parks, natural mon-
uments, nature reserves or wildlife sanctuaries, pro-
tected landscapes, and areas managed mainly for
sustainable use.
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FINANCING STRUCTURAL
TRANSFORMATION

IN AFRICA: THE NEED
FOR REFORMS OF THE
GLOBAL FINANCIAL
ARCHITECTURE

KEY MESSAGES

e Since the 1970s, multilateral financial institutions, such as the international
Bretton Woods Institutions—the World Bank, International Monetary Fund (IMF),
and other global institutions—have collectively and individually been vital for
financing development. They have supported countries during major global economic
challenges, such as the Latin American Debt Crisis of the early 1980s, the African Debt
Crisis of the 1980s and 1990s, the Asian Financial Crisis of the late 1990s, the Global
Financial Crisis of 2007-09, and the recent COVID-19 pandemic in 2020-21, to name a
few. They have also supported economic recovery efforts in Africa and other develop-
ing regions by spearheading global response actions in times of crisis. Recent examples
include the Debt Service Suspension Initiative, the G20’s Common Framework for debt
resolution, and the IMF’s general allocation of $650 billion-equivalent in Special Drawing
Rights (SDRs) to ease the fiscal and balance-of-payment challenges that several develop-
ing countries faced during the pandemic.

e  While multilateralism and international development finance institutions have
served the world well, weaknesses remain. The persistent weak global growth and
recurring economic and financial crises. The growing global inequality and continuing
human deprivation due to poverty, hunger, conflict, and fragility. The rising challenges to
an open global trading regime. And the pervasive risks of pandemics, natural disasters,
climate change, and geopolitical tensions. All suggest that more can be done to achieve
the ideals for which these institutions were established. The respite they offer during a
crisis is often short-lived, and the downside trends in economic fundamentals and risks
often return in the medium term. Typical examples are Mexico’s Tequila Crisis in 1994, and
asset selloffs in 2013 after the United States Federal Reserve tightened monetary policy in
the aftermath of the Global Financial Crisis. The same scenario is playing out in the post—
CQOVID-19 period.

e Today, the scale and nature of challenges have morphed into regional, national,
and community crises, at levels where global institutions are ill-equipped
to address them promptly. How can the collective capacity and effectiveness of
multilateralism and the global financial institutions to sustainably address contemporary
global shocks be improved? By examining the changing nature of “global commons” chal-
lenges that the world faces today in health pandemics and climate change. By examining
the changing nature of conflicts and geopolitical tensions. And by examining the inter-
connectedness of global value chains and economies to the extent that economic policy
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management now extends beyond national
boundaries. National tools for policy manage-
ment, such as domestic monetary policy to
tackle inflation, are increasingly weakened by
external shocks.

In addition, the current global finan-
cial architecture (GFA) and system of
multilateralism is not delivering enough
resources in a timely manner and scale
to meet national and global develop-
ment goals in Africa, including the Sus-
tainable Development Goals (SDGs) and
the African Union’s Agenda 2063. Neither
the public nor private sector as currently con-
stituted has been able to channel enough
resources to address the development
financing needs of Africa. The current system
also makes access to development finance
very expensive and cumbersome for African
countries. The high cost of sovereign borrow-
ing by these countries relative to their peers
in other regions of the world often leads to
debt vulnerabilities. The structure and scale
of the current global climate finance architec-
ture mirror the current GFA, making it difficult
for the most vulnerable African countries to
harness climate resilience opportunities. This
climate finance architecture is complicated
and loosely defined, misaligned with climate
vulnerabilities and climate risks, and has
been unable to channel enough resources
to implement African countries’ Nationally
Determined Contributions.

Africa’s sovereigns face higher costs
of financing in international capital
markets than advanced and emerging
economies, given perceptions of risk
and resultant mispricing of their sov-
ereign debt by international investors
originating from unfavorable credit rat-
ings. In 2021, African sovereign eurobonds
were issued with yields above 5 percent and,
in 40 percent of the cases, yields exceeded
8 percent. In contrast, the average sovereign
bond vyield for advanced economies was
1.1 percent and for emerging market econ-
omies, 4.9 percent. It has been estimated

that African countries are paying 500 percent
more in interest costs when borrowing in
international capital markets than when bor-
rowing from the World Bank or other multi-
lateral development banks such as the Afri-
can Development Bank.

To better respond to countries’ devel-
opment aspirations, institutional gover-
nance reforms in the multilateral insti-
tutions are urgently needed, to make
the instruments of global financial gov-
ernance more nimble, inclusive, and
responsive. To meet the scale and scope
of global challenges, global financial institu-
tions need to scale up development financing
from billions to trillions of dollars. Achieving
the required scale of financing will entail close
collaboration between the public and private
sectors across all levels—global, regional,
and national—as well as development of
innovative financing mechanisms to leverage
resources from all sources. The World Bank,
IMF, and regional development banks need to
work more collaboratively and to deploy their
risk capital more innovatively to leverage pri-
vate capital at scale. There is also an urgent
need to reform the GFA to make it nimbler
and fit for orderly debt restructuring.

This need for reform is most evident in
Africa, where the population still living in
extreme poverty is estimated at about 34 per-
cent, debt vulnerabilities are increasing, the
benefits of international trade remain below
expectations, and the impacts of climate
change, to which the continent has not con-
tributed, are costing it 5-15 percent of GDP per
capita growth annually. Further, debt resolution
in Africa, especially outside Paris Club pro-
cesses, has been disorderly and protracted,
with costly economic consequences.

According to the United Nations, the GFA is
plagued with gaps, inequities, and inefficien-
cies, including disproportionate allocation of
emergency funds to developing countries, even
where these may already exist, as was evi-
denced during the COVID-19 pandemic and in
food price hikes. This, on top of higher borrow-
ing costs for developing countries even after
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adjusting for risk; underinvestment in global
public goods, particularly climate action and
pandemic preparedness; volatile capital mar-
kets with recurring global financial crises; and
a less transparent international tax architecture
that enables global tax evasion and avoid-
ance. The G20 has also observed the need
for reforms of the GFA. The 2018 Report by
the Eminent Persons Group on Global Finan-
cial Governance, commissioned by the G20,
recommended reforms of the GFA and gover-
nance of international financial institutions (IFls)
to promote economic stability and sustainable
growth.! The report underlined the importance
of ensuring that the IFls contribute to growth
and development in Africa. It stated that “to
bend the arc of history we must succeed in
Africa, where the poverty, demographic and
environmental challenges are the largest—and
so too are the opportunities to contribute to
world growth and the global commons.”?

Given their membership structures, the
multilateral development banks and
financial institutions—World Bank, IMF,
AfDB, and other regional development
banks—are best placed to lead global
and regional efforts to mobilize and allo-
cate resources at scale toward achieve-
ment of the SDGs in developing coun-
tries and to addressing global commons
challenges. But their governance structures
(shareholding models and weighted voting
systems) and scale of resources available
to them often affect the speed and scale of
financial flows to countries that need funding
the most, as was evident during COVID-19
responses. Access to emergency financing
was largely skewed toward developed econo-
mies that needed it least. For example, of the
$650 billion in Special Drawing Rights (SDRs)
issued by the IMF in 2021 to help countries
navigate the adverse effects of the pandemic,
Africa received $33 billion, or 4.5 percent, of
the total available envelope. In addition, of the
$17 trillion (or 19 percent of global GDP) rolled
out as fiscal measures to fight the pandemic
in 2020-21, Africa’s share was only $89.5 bil-
lion (0.5 percent). And the same trends are

observed in the scale and flows of the global
climate finance architecture, which is mis-
aligned with, for example, climate vulnerability
and voluntary carbon market development.

Measures are needed to strengthen
global, regional, and national institu-
tions, as are subsidiarity agreements
between the global and regional insti-
tutions, to increase responsiveness to
increasingly complex development chal-
lenges in Africa and elsewhere in the
developing world. Multilateralism, including
its development finance institutions, has over
the decades transformed into multilayered
forms of governance. Profound changes are
symbolized by the growing role of regional
development banks such as the AfDB, Asian
Development Bank, Islamic Development
Bank, Latin America Development Bank, and
the Inter-American Development Bank. Most
countries are members of these regional
organizations, with some overlapping
memberships. These banks can enhance
multilateral efficiency by sharing burdens,
exchanging information and best practice,
building capacity, and increasing legitimacy
through positive policy outcomes.

Specific recommendations for multi-
lateral financial institutions to mobilize
resources for Africa’s structural transfor-
mation at scale include recycling SDRs
through MDBs, implementing the MDB
capital adequacy reforms, and reform-
ing credit rating methods. If implemented,
the proposed reforms could greatly increase
financing for Africa’s structural transformation
and move the continent to a higher level of
economic development. Rechanneling SDRs
through the MDBs could increase financing
for Africa by about $46.2 billion a year over the
next 10 years if the recommendations of the
Bridgetown Initiative—to rechannel $100 bil-
lion to the MDBs—are implemented. Reforms
of the MDB Capital Adequacy Framework
proposed by the G20 could increase financ-
ing for Africa by another $5.2 billion a year. In
addition, Africa could save up to $44 billion in
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accumulated debt arrears if the IMF’s lending
into arrears policy is fully implemented. Africa
could also save up to $74 billion a year in
interest payments if the global credit ratings
system were fairer and based on fundamen-
tals. Collectively, these initiatives could secure
$169.4 billion a year in development financing,
or about 42 percent of the estimated annual
financing gap of $402.2 billion to fast-track
Africa’s structural transformation.

Key recommendations for what countries
need to do to address climate change and
leverage the private sector for green transitions
have already been highlighted in the AfDB’s
African Economic Outlook 2022 and 2023.°
Key policies that can drive structural transfor-
mation in African countries, even with a chang-
ing GFA, are in chapter 2 of this report.

However, implementing the following
GFA reforms could unlock substantial
capital for structural transformation in
Africa, but they should not be consid-
ered a panacea. The continent needs to
also capitalize on domestic opportunities and
positive elements already in the current GFA.

1. Accelerate and scale up low-cost
concessional financing for Africa’s
development, through (i) rechanneling
SDRs; (i) making healthy replenishments
of the concessional windows of the
AfDB (the African Development Fund)
and the World Bank (the International
Development Association); (i) reforming
global tax governance to make it more
transparent and inclusive; (iv) maximizing
MDB funding capacity by implementing
the G20’s Capital Adequacy Framework
and Triple Agenda; and (v) improving the
scale of financing and transparency of
bilateral creditors.

2. Reform the global debt architecture
to make it more transparent, nimble,
accessible, and affordable to devel-
oping countries through (i) devising
market-based solutions to unsustainable
eurobonds; (i) providing debt relief to

free resources for climate actions; (iii)
considering proposals to create a sover-
eign debt authority and a sovereign insol-
vency system; (iv) having the G20 coun-
tries consider legislation that encourages
private lenders to participate in debt
workouts; (v) creating opportunities for
MDBs to lend to countries during pro-
tracted debt negotiations by implement-
ing the IMF policy of lending in arrears;
(vi) providing further support to African
capacity development in debt produc-
tivity and public financial management;
(vii) improving the IMF-World Bank Debt
Sustainability Framework (DSF) to make
it adaptable to new economic realities;
and (viii) reforming credit rating meth-
ods used by private agencies to improve
credit ratings. State-contingent debt
instruments can also help reshape Afri-
ca’s public debt risks in a world beset by
heightened macroeconomic uncertainty.

Strengthen climate finance acces-
sibility for vulnerable countries that
need it most. Simplifying procedures of
the climate finance architecture will make
it more accessible to climate-vulnerable
countries that also have limited capac-
ity to fulfill complicated and expensive
project preparation procedures. Also
needed is discouraging the use of debt
as a climate finance instrument and the
existing bias toward adaptation projects,
which often increases the debt vulnera-
bility of climate-vulnerable countries and
deepens their economic vulnerability due
to limited access to finance for climate
adaptation. In addition, there is a need to
scale up the resourcing of the Loss and
Damage Fund, which was announced at
COP27 in Egypt and has attracted about
$661 million, to match the fiscal impacts
of physical climate effects in countries.

Adopt reforms to improve Africa’s
access to emergency financing facili-
ties. Lacking fiscal capacity, most African
countries address temporary shocks by
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borrowing to smooth their consumption
and investment paths and avoid sharp
economic fluctuations. With increased
frequency of recurrent and sometimes
overlapping endogenous and exoge-
nous shocks, reforms of the GFA need
to include actions to enhance Africa’s
access to financial safety nets—delinking
access to IMF financing from quotas,
introducing state contingent clauses in
the loan agreements with the IFls, and
creating an African emergency finance
facility/financial stability mechanism or
institution. African countries should also
implement reforms to strengthen and
deepen their financial sectors so that
eventually they become their own real
cushion against shocks.

Make the governance of the GFA—
more inclusive to enhance Africa’s
participation and strengthen its voice.
GFA governance provides little voice
to countries of the Global South*, and
particularly to Africa. Increasing Africa’s
participation and voice in the GFls will
increase the continent’s ownership of
decisions taken in these organizations, in
line with its growing importance on the
global stage. The realignment of the IMF
quota-based allocation will make it fit-for-
purpose and the IMF has already taken
steps in this direction. Admitting more
African countries as sovereign members
of the G20 would enhance Africa’s par-
ticipation in global policy discourse and
decisionmaking. For the longer term,
African countries need to pursue growth-
enhancing policies, which will increase
the size of their economies and amplify
their voice in the GFls.

Implement a mandatory require-
ment for countries to adopt policies
for greening their GDP. While natural
assets deliver crucial global public goods
—such as carbon sequestration, bio-
diversity conservation, and other ecosys-
tem services—the value of these positive

externalities is not fully factored in the
measurement of countries” GDP. A man-
datory requirement to reinforce meth-
ods of natural capital accounting will
thus ensure proper valuation of natural
capital and accounting for it in systems
of national accounts. In this way, Africa
and other natural resource—endowed
regions can leverage their green wealth
to improve their credit ratings and unlock
resources for structural transformation.

7. Leverage private sector financing for
transformation. The scale of public
resources that can be mobilized through
a scaling up of domestic revenue mobi-
lization and concessional financing from
official multilateral and bilateral creditors
to support Africa’s structural transforma-
tion to meet the SDGs and Agenda 2063
in the near term will be very modest rel-
ative to the scale of resources required,
even in the best-case scenarios. The
private sector offers significant oppor-
tunities to fill the resource gap. Mea-
sures to incentivize private finance in
Africa are therefore critical for structural
transformation in Africa. Reforms of the
GFA could support asset recycling by
transferring existing assets of debt dis-
tressed countries to the private sector
to generate funding for infrastructure
and other catalytic projects to acceler-
ate structural transformation. Reforms
could also embed mechanisms for a
portfolio-based approach toward private
sector investment rather than a project-
by-project approach to leverage econo-
mies of scale and existing synergies of
projects within the same portfolio than
projects managed in silos can achieve.

INTRODUCTION

The current global financial architecture (GFA)
embedded within the principles of multilateralism
is a product of the idea for wider international
cooperation, facilitated through the establishment
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of institutions after the Second World War.
Multilateral institutions and the wider GFA have
undoubtedly contributed greatly to global devel-
opment and to mitigating the impacts of adverse
global economic events. Since the 1970s, institu-
tions such as the World Bank, International Mon-
etary Fund (IMF), and other development finance
institutions have helped finance development in
the developing world. They have supported coun-
tries during major global economic challenges,
such as the Latin American Debt Crisis of the early
1980s, the African Debt Crisis of the 1980s and
1990s, the Asian Financial Crisis of the late 1990s,
the Global Financial Crisis of 2007-09, and the
recent COVID-19 pandemic in 2020-21, to name
but a few.

Since the mid-1970s, there have been more
than 2,200 episodes of economic and financial
crisis, and global development finance institutions
were critical in providing the much-needed coun-
tercyclical response to support economic recov-
ery efforts in Africa and other developing regions
by spearheading global response actions in times
of crises. Recent examples include the Debt
Service Suspension Initiative, the G20’s Common
Framework, and the IMF’s general allocation of
$650 billion-equivalent in Special Drawing Rights
(SDRs) that helped ease the fiscal challenges
countries faced in the pandemic.

However, such respites have often been epi-
sodic and therefore short-lived, and downside
trends in economic fundamentals and risks often
return in the medium term. Typical examples are
Mexico’s Tequila Crisis in 1994 and asset selloffs
in 2013 after the Federal Reserve tightened mon-
etary policy. The same scenario is playing out in
the post-COVID-19 period. Thus, the recurrent
cycles of booms and busts throughout history
and the international Bretton Woods Institutions’
responsiveness and effectiveness in addressing
persistent “global commons” challenges such as
climate change, conflict, and health pandemics
beg fundamental questions. The current tight-
ening of US monetary policy conditions and the
appreciation of the dollar have only amplified the
already dire consequences for emerging markets
and developing economies. They are eroding
access to international capital markets, increasing
the cost of servicing maturing debt, heightening
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the risk of debt defaults, destabilizing currencies,
depleting foreign exchange reserves as countries
intervene to limit the rate of depreciation and vol-
atility, and pushing price stability beyond the tar-
gets of central banks.

Further, the scale and scope of challenges
today have morphed into regional, country, and
community crises to levels at which these global
institutions are ill equipped to address them
promptly. Perhaps the collective capacity and
effectiveness of multilateralism and the global
financial institutions (GFls) to sustainably address
contemporary global shocks is best examined
through the prism of (i) the changing nature of the
global commons challenges the world faces—
climate change, health pandemics; (i) the chang-
ing nature of conflicts and geopolitical tensions,
for example, the Russia-Ukraine conflict; and (iii)
the interconnectedness of global value chains
and economies in that economic policy manage-
ment is externalized beyond national boundaries.
National tools for policy management, such as
domestic monetary policy to tackle inflation, are
increasingly weakened by external shocks.

All these factors have huge implications for
development in Africa and the rest of the devel-
oping world. Recent heightened global risks have
deterred investment flows in, and trade with,
emerging markets and developing economies.
The increased leaning toward trade protection-
ism, friend-shoring, and regionalization of supply
chains means that fragmentation of the GFA,
as we now know it, is more likely than ever. This
could forestall Africa from increasing its share of
global trade from below the current 3 percent
to that comparable with other regions. Equally,
unless trade patterns recalibrate, intra-Africa trade
—estimated at about 14 percent of total trade—
could remain stifled. As in other regions, Africa
established a regional trading bloc to scale up
intraregional trade and has now ratified the Afri-
can Continental Free Trade Agreement, which is
set to foster deeper financial integration and trade,
presenting a unique opportunity for regional pro-
duction and financial value chains.

Yet multilateralism and the associated devel-
opment finance institutions have also created
inequalities. The market conditions, global
challenges, and constraining factors for global
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economic growth, peace, and security today
are not the same as they were post-World War
[l when the rules-based world order was created.
All of the following have exposed limitations in the
GFA’s capacity which is now undergoing a stress
test of historic proportions: persistent weak global
growth and recurring economic and financial
crises; growing global inequality (despite signifi-
cant improvements in living conditions worldwide
in recent decades); persistent human deprivation
due to poverty, entrenched gender bias, hunger,
conflict, and fragility; rising challenges to an open
global trading regime; highly integrated and inade-
quately regulated financial markets which increase
vulnerabilities to cross-border capital flows, and
pervasive risks of pandemics, natural disasters,
technological change such as artificial intelligence,
climate change, and geopolitical tensions. All have
resulted in slowly waning trust in multilateralism
and the GFA. There is a growing consensus
that more could be done to change course and
achieve the ideals for which the GFls were estab-
lished about eight decades ago. Some even argue
that we are on the cusp of an emerging GFA mul-
tipolarization which could translate into lasting
divergence and fragmentation between advanced
countries and developing economies.

The need for reforms is even more evident in
Africa where an estimated 34 percent of the pop-
ulation still lives in extreme poverty, debt vulnera-
bilities are increasing,® the benefits of international
trade remain below expectations, and the impacts
of climate change, which the continent has not
contributed to, are costing the continent 5-15 per-
cent of GDP per capita growth annually. Climate
change impacts are decimating lives and liveli-
hoods across the continent while the promise of
scaled-up climate finance remains a mirage. Fur-
ther, around 85 percent of the continent’s 1.4 bil-
lion people either live in or share land borders
with a conflict-affected country, and key drivers
of fragility—abject poverty, youth unemployment,
and adverse climate change effects—are increas-
ing across the continent.

Since the 1980s, emerging and developing
countries, including those in Africa, have become
more integrated into global financial markets and
have reduced their almost exclusive reliance on
multilateral banks, official bilateral creditors, and
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a handful of commercial banks for development
financing. Against a backdrop of recurrent global
and regional shocks, Africa’s journey toward
structural transformation demands heavy and
well-thought-out investment in infrastructure,
human capital, climate action, and productivity-
enhancing technology to put the continent back
on the path of higher and sustained growth.

Yet, the current GFA and system of
multilateralism are not delivering adequate
resources in a timely manner and at the scale
needed to meet national and global development
goals in Africa, including the Sustainable Devel-
opment Goals (SDGs) and the African Union’s
Agenda 2063. Neither the public nor the private
sector as constituted has been able to channel
enough resources to address Africa’s finance
needs for accelerating structural transformation.
The current system makes access to develop-
ment finance expensive and very cumbersome for
African and other developing economies. The high
cost of sovereign borrowing by African countries
relative to their peers in other regions has exac-
erbated debt vulnerabilities in countries already
facing heightened risk of debt distress. Empirical
evidence shows that in 2021, even after discount-
ing for the risk related to COVID-19, African sov-
ereign eurobonds were issued with yields above
5 percent and, in five countries, yields exceeded
8 percent. In contrast, the average sovereign bond
yield for advanced economies was 1.1 percent
and for emerging market economies, 4.9 percent.

Multilateral and development finance institu-
tions have over the decades transformed into a
multilayered form of governance, with national,
regional, interregional, and global levels of author-
ity. Profound changes are symbolized by the
growing role of regional development banks such
as the African Development Bank (AfDB), Asian
Development Bank, Islamic Development Bank,
Inter-American Development Bank, and Latin
America Development Bank. Most countries are
members of these regional organizations, with
some overlapping memberships. These regional
organizations may enhance multilateral efficiency
by sharing burdens, exchanging information and
best practice, building capacity, and increasing
legitimacy through positive policy outcomes. Still,
measures are needed to strengthen these regional
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and national institutions, and to craft subsidiarity
agreements between the global and regional insti-
tutions for responsiveness to increasingly com-
plex challenges in Africa and the developing world
relating to sustainable development and the global
commons.

The rules and operational processes of interna-
tional development finance institutions need to be
redefined, to make them more nimble, effective,
and efficient in responding to current global com-
mons challenges. They need to be more inclusive
of the diverse states and institutions that have
emerged since their creation. Reform of the GFA is
urgently needed to manage many imbalances and
inequities in the world today, from trade imbal-
ances to unequal access to capital; climate and
energy injustice; and the growing bifurcation in the
global financial systems. Also needed are a more
effective and nimble debt resolution mechanism;
prudent and transparent assessment of sover-
eign risk, based on a more inclusive methodology
that can deliver low-cost, long-term, concessional
development financing; and a system that fos-
ters greater participation of countries in decision-
making in global development finance institutions.

LIMITED ACCESS TO
AFFORDABLE FINANCING
CONSTITUTES A CONSTRAINT
TO FAST-TRACKING

AFRICA’S STRUCTURAL
TRANSFORMATION

Africa emerged from the COVID-19 pandemic
relatively strong, but halfway through to the end
date of the United Nations Agenda 2030 on
Sustainable Development Goals (SDGs), and
mid-way through the implementation of Agenda
2063 of the African Union, reaching these tar-
gets appears extremely unlikely. The quantum
and scale of resources are low, undermining
efforts to end poverty and make the necessary
investments to achieve structural transformation.
The United Nations and the AfDB estimate that
approximately $1.3 trillion will be required annu-
ally to meet Africa’s sustainable development
needs by 2030; and $234.5 billion-$250 billion to
finance climate actions.®
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While much of the investment will have to be
financed by Africans themselves, there is also a
pressing need for increased external financing,
from public and private sources. For instance, in
2022, external financial flows—including foreign
direct investment, official development assistance
(ODA), remittances, and net portfolio investments
—to Africa were only $174.9 billion, a 19.4 percent
decline from the $217.1 billion in 2021. Further,
due to misalignment and donor-centered climate
finance architecture, Africa’s share of global cli-
mate finance remains marginal, despite being
a continent extremely vulnerable to the effects
of climate change. Out of the $652.6 billion of
global climate finance mobilized in 2019/20, Africa
received only $29.5 billion (4.5 percent), 86 per-
cent from public sources and 14 percent from
private sources. In comparison, East Asia and the
Pacific mobilized $293 billion, about 10 times as
much as Africa, Western Europe some 3.5 times
as much ($105 billion), and North America close to
3 times as much ($85 billion).”

Access to emergency financing is also largely
skewed toward developed economies that need
it the least. Of the $650 billion in SDRs issued by
the IMF in 2021, Africa received just $33 billion
(4.5 percent), an allocation inconsistent with the
continent’s development priorities and its under-
lying existing and new challenges. And of the
$17 trillion (or 19 percent of global GDP) as total
fiscal measures to fight the COVID-19 pandemic
in 2020-21, Africa accounted for just $89.5 billion
(0.5 percent) of the global figure. The response by
developed countries to the plight of Ukraine also
highlights the asymmetrical treatment of risks and
development needs. As of February 29, 2024,
the Kiel Institute for the World Economy reported
total bilateral commitments and European Union
(EU) assistance of about $362.8 billion—of which
$181.8 billion were already allocated—for Ukraine
from more than 41 countries, mostly advanced
economies.?

The scale of resources to support Africa’s
structural transformation implies a radically
reformed and strengthened GFA that is nimble and
fit for purpose to mobilize resources at scale and
on affordable terms. International calls for reforms
present an opportunity for Africa to ensure that
the reformed GFA is responsive to its needs. The
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continent has been engaging with international
financial institutions (IFls) and bilateral partners for
decades and, despite the shifting composition of
public debt toward private creditors, multilateral
borrowing has remained relatively stable since
2000, accounting for 34 percent of total external
debt in 2022 (figure 3.1).

Among multilateral creditors, the World Bank
—the International Development Association (IDA)
and International Bank for Reconstruction and
Development (IBRD)—was the top creditor. Afri-
ca’s debt to the World Bank’s IDA and IBRD com-
bined was about 55 percent in 2022, down from
62 percent in 2000. The share of debt held by the
AfDB in total multilateral debt remained relatively
stable from 2000, from 22.5 percent to 19 percent
at the end of 2022, and averaging 22.9 percent
over the last 10 years. This share is expected to
rise based on innovative instruments to raise cap-
ital to support the AfDB’s operations as outlined
in its Ten-Year Strategy 2024-20383. The European
Investment Bank, Islamic Development Bank, and
Arab Fund for Economic and Social development
contributed 5 percent, 4 percent, and 3 percent
of total multilateral debt to Africa in 2022, respec-
tively. Other multilateral creditors accounted for
11 percent in 2022, up from 4 percent in 2000
(figure 3.2a).9

Among bilateral creditors, there has been
a growing shift toward China in the last two

decades. When broken down by bilateral credi-
tors, which accounted for 23 percent of Africa’s
total outstanding external debt stock in 2022,
the top creditors were China (42 percent), France
(10 percent), Saudi Arabia (7.9 percent), Kuwait
(6.4 percent), Germany (6.4 percent), and Japan
(6.7 percent), with other creditors at 21 percent
(figure 3.2b). From a historical perspective, there
has been a growing shift from traditional Paris-
club lenders to non-Paris club lenders, notably
China. The scale of non-Paris club lending has
increased for this group of countries, but with
opacity and a lack of transparency, the precise
sizes and terms of loans are unclear.

The existing incentives for MDBs and other
public financial institutions often lead to subop-
timal coordination between public and private
sector resources in financing development proj-
ects in developing countries, especially in Africa.
There is broad consensus that the bulk of financ-
ing for the SDGs, climate action, and delivery
of other global and regional public goods must
come from the private sector. The private sector
is awash with capital—the private credit market
topped $2.1 trillion globally in 2023 in assets and
committed capital looking for productive and prof-
itable investments).'® Yet African countries face an
uphill task in mobilizing these resources to finance
their development agendas, or to deliver on their
commitments to address the global commons

FIGURE 3.1 Disbursed external debt by creditor types, 2000-22
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FIGURE 3.2 Top creditors to African economies, 2000-22
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challenges that provide regional and global public
goods. For instance, between 2011 and 2020,
financing through debt instruments averaged
about two-thirds of all climate finance channeled
to Africa by developed countries, and about one-
third of projects financed through debt have been
on non-concessional terms.

So, there is a need therefore for greater align-
ment between public and private sector financing
models, standards, practices, and instruments to
achieve greater leverage in driving national and

regional development agendas. The African Eco-
nomic Outlook 2023 established that the leverage
ratio between public and private sector climate
finance in African countries was 0.16 on average.
The same scenario is observed on a global scale
regarding the delivery of global public goods.
Through the Glasgow Financial Alliance for Net
Zero, corporate actors have demonstrated a global
commitment to net zero. But to leverage this com-
mitment for climate action, the mandates, gover-
nance structures, operating models, and financial
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firepower of MDBs and other public finance insti-
tutions need to be augmented and strengthened
to better align with the scale of financing, speed,
and modalities of delivery. MDBs need to be
more prevalent in risk mitigation projects, and
to define the types of risks to be mitigated with
public resources, so as to address growing con-
cerns that public resources might be deployed to
socialize risks and privatize gains. This risk-based
model of deploying climate finance has resulted in
low climate-finance inflows and a high cost of cap-
ital more generally to Africa, which dwarfs invest-
ments in transformational sectors such as renew-
able energy. In addition, the high-risk premium
paid by African countries due to a high-risk per-
ception by global public investors increases the
cost of private climate finance to African countries,
despite the evidence that investments in Africa are
not as risky as often seen.

Most African countries are rated below invest-
ment grade by external rating agencies (S&P,
Moody’s, and Fitch), but these ratings are often
based on subjective assessments due, in part,
to asymmetric information about African market
conditions.'? Thus, contrary to risk perceptions
driven by the sovereign ratings of African coun-
tries, estimates show that Africa has the lowest
risk of default on infrastructure among its peers
—the other main regions—as shown by a 2020
study by Moody’s Analytics covering more than

8,000 project loans from consortium members
originated in 1983-2018. Africa had the lowest
default rate at just 1.9 percent, versus that in
Eastern Europe (12.4 percent), Latin America
(10.1 percent), North America (6.6 percent), Asia
(4.6 percent), and Western Europe (4.6 percent)
(figure 3.3).18

Reforms of the GFA should therefore not only
target the MDBs but also extend to bilateral and
private sector creditors. Some of the commercial
lenders are aligned with bilateral creditors, but with
the terms that have entangled borrowing African
countries into unsustainable debt. The reforms
would therefore be more beneficial to Africa if
they help to (i) mobilize more low-cost financial
resources for structural transformation, through a
reallocation of SDRs and reforms of the MDBs that
allow for increased access to concessional financ-
ing; (i) create a platform for information sharing
on the terms of loans, through a mutually agreed
mechanism/platform that encourages voluntary
disclosure to foster transparency and account-
ability among creditors; (jii) provide quick and less
onerous resolutions for unsustainable debt and
avoid more future debt problems; (iv) reconfigure
the global climate finance architecture to ensure
the mobilization of adequate and affordable
financing for climate action, including honoring
commitment by advanced economies to disburse
$100 billion to developing countries, the significant

FIGURE 3.3 Default rates on infrastructure and other projects lowest in Africa
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share of which should accrue to Africa; (v) improve
access to emergency financing to deal with exog-
enous shocks; and (vi) democratize the gover-
nance of IFls for more inclusive decisionmaking
on how resources are allocated and ensure that
terms for Africa, as their major client, are aligned
with the continent’s needs for structural transfor-
mation and broader development agenda.

GROWING CONSENSUS ON THE
NEED TO REFORM THE GFA

Huge changes in the GFA...

The world has changed in three important ways
that have challenged the ability of the GFA to
handle emerging global and regional dynamics.
First, the share of the Global South in the world’s
GDP has more than doubled over the last three
decades, rising from 16 percent in 1991 to 37 per-
cent in 2021, and its share of the world’s popu-
lation concurrently rose by 5 percentage points.
For Africa in particular, the share of its GDP in
the world economy increased from 1.9 percent
in 2002 to 2.9 percent in 2022, and its popula-
tion from 12 percent of the world total in 1990
to 18 percent in 2022. Africa’s participation in
decisionmaking and in GFA governance needs to
reflect these dynamics for a fairer distribution of
power and influence.

Second, new non-state actors—including
regional organizations, civil society groups, the
private sector and philanthropic bodies—are
increasingly important in the world economy and
in the provision of important global public goods
and services and financing for development,
including in Africa. Two-thirds of private philan-
thropic resources for sustainable development
globally in 2018-20 targeted African countries,™
averaging $2.9 billion a year during the period, fol-
lowed by developing countries in Asia ($1.4 billion),
and Latin America and the Caribbean ($0.4 bil-
lion). These resources are targeted mainly at criti-
cal areas of Africa’s development, including health
and climate actions, the green transition, and
gender and youth empowerment.

Third, the investment needed to deliver on
global public goods—especially climate and pan-
demic preparedness—as well as on the SDGs is
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huge, and the current system has been unable to
mobilize stable and long-term financing at scale
for the continent and for other developing regions.
The world therefore needs a GFA that can support
development of innovative financing mechanisms
and can mobilize resources at scale and afford-
able cost.

... with some constants
Against this backdrop of change, one constant is
that Africa’s sovereigns face high costs of financ-
ing in the international capital market relative to
advanced countries and emerging economies,
due to mispricing of their sovereign debt by inter-
national investors presumably originating from
unfavorable credit ratings by global rating agen-
cies. As shown in Chapter 1, African sovereign
eurobonds in 2021 were issued at yields signifi-
cantly higher than those on comparable instru-
ments in advanced and emerging economies
in other regions of the world. As a result, many
governments dedicate a high share of revenue to
debt service payment while being unable to suffi-
ciently invest in the delivery of fundamental rights
in health, education and social protection.
Moreover, debt restructuring mechanisms,
including that under the G20’s Common Frame-
work, are facing lengthy delays, thereby putting
pressure on public finances and creating liquidity
challenges for countries in debt distress. While
progress has been made recently with the faster
debt treatment for Ghana under the Common
Framework than with Zambia previously and
other earlier applicants to the Common Frame-
work, more needs to be done to ensure its future
credibility. Thus, the GFA needs to be reformed to
empower Africa with stronger voice and to allow
equitable access to emergency financing, debt
resolution mechanisms, and sustainable devel-
opment financing, including for climate action,
while ensuring Africa’s meaningful participation in
resource allocation decisions.

Sources of the calls for change

Repeated calls for reforming the GFA have come
from the UN, the Bridgetown Initiative, and the
G20, as well as from many experts and academic
writers. On the UN'’s 75th anniversary in 2020, the
General Assembly adopted a resolution stating
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that global challenges can only be addressed
by global responses, through reinvigorated mul-
tilateralism.'® In 2021, the UN Secretary-General
presented Our Common Agenda, which out-
lines the global response to global problems.'® It
stresses the need to re-embrace global solidarity
and strengthen the multilateral system, including
the GFA, to make it more inclusive and reflective
of the world of the 21st century. It was followed
by a series of high-level evidence-based policy
engagements in preparation for the Summit of the
Future.””

The UN argues that the existing GFA financial
architecture has failed to mobilize the stable and
long-term financing needed to combat the climate
crisis and achieve the SDGs. According to the UN,
this architecture is plagued with inequities, gaps,
and inefficiencies, including disproportionate allo-
cation of emergency funds to developing coun-
tries, even where these may already exist, as was
evidenced during COVID-19 pandemic and food
price hikes; higher borrowing costs for developing
countries even after adjusting for risk; underinvest-
ment in global public goods, particularly climate
action and pandemic preparedness; volatile cap-
ital markets with repeated global financial crises;
and an international tax architecture that leads to
global tax evasion and avoidance. In response,
the UN recommends reforms in six areas: global
economic governance; debt relief and the cost
of foreign borrowing; international public finance;
global financial safety nets; policy and regulatory
frameworks for capital markets; and the global tax
architecture.'®

The G20 has been a strong advocate for
reforming the GFA. A 2018 report by an Emi-
nent Persons Group on Global Financial Gover-
nance, commissioned by the G20, recommended
reforms of the GFA and governance of IFls to pro-
mote economic stability and sustainable growth.'®
The report underlined the importance of ensuring
that the IFls contribute to growth and develop-
ment in Africa. It stated that: “to bend the arc of
history we must succeed in Africa, where the pov-
erty, demographic and environmental challenges
are the largest—and so too are the opportunities
to contribute to world growth and the global com-
mons.” This declaration is a stark recognition of
the inadequacy of the global financial system to
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adequately address challenges facing Africa but
it also reflects a strong realization of the immense
opportunities that the continent presents to the
world, and that progress in Africa will directly
translate into success for the world.

The report was followed by the Independent
Review of Multilateral Development Banks’ Cap-
ital Adequacy Frameworks.?° It argued that the
world is facing turbulent times with a challeng-
ing combination of short-term crises and longer-
term development requirements, straining the
international community’s capacity. It underlined
the need to maximize MDB funding capacity
through optimizing their balance sheet use and
recommended strategic shifts in five areas: defi-
nition of risk tolerance; use of callable capital;
expanded use of financial innovations; improved
credit rating agency assessment of MDB financial
strength; and increased access to MDB data and
analysis. In July 2023, the G20 issued a Roadmap
for the Implementation of the CAF Report, which
described progress in implementing the CAF rec-
ommendations and suggested some additional
actions to achieve the CAF report’s objectives.?!

In 2023, the G20 proposed The Triple Agenda,
which recommended a three-pronged approach
to reform the MDBs: (i) adopting a triple mandate
of eliminating extreme poverty, boosting shared
prosperity, and contributing to global public
goods; (i) tripling MDBSs’ sustainable lending levels
by 2030; and (jii) creating a third funding mech-
anism that would permit flexible and innovative
arrangements for engaging with private investors
interested in supporting parts of the MDB agen-
da.?? The report argues that implementing all the
proposals in the CAF report “will fall substantially
short of what is needed.” It therefore recommends
a generalized capital increase (GCI) for those insti-
tutions facing a binding headroom constraint.

The report also argues that “new equity in
MDBs would provide extraordinary value-for-
money to shareholders.” According to the report,
“each dollar of new equity could reasonably be
expected to support at least $15 of additional
external financing for sustainable investments: $7
in direct MDB lending and $8 in additional direct
and indirect mobilization of external private capi-
tal.”?3 The MDB role to provide financial assistance
and reform the architecture was buttressed by
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a unified proposal in the Heads of MDBs View-
point Note during the IMF and World Bank 2024
Spring Meetings, which reaffirmed their collec-
tive determination to deliver on commitments and
strengthen collaboration to support sustainable
development using innovative instruments.

Over the past decade, the AfDB has also
undertaken several pioneering initiatives on scal-
ing up its balance sheet to expand lending head-
room to its regional member countries (box 3.1).

The call for reforming the multilateral financial
system transcends the UN and the G20. Afri-
can leaders and heads of regional organizations,
including the AfDB, have highlighted the inability
of the current system to meet the needs of the
Global South in general and Africa in particular.
The latest call championed by the President of
the Republic of Kenya in 2023 at the 28th Confer-
ence of Parties (COP28) on reforming the GFA has
added impetus to voices of the African Union and
other regional leaders.?* The aim is to make Africa

an equal partner in access to international finan-
cial resources to support the attainment of the
SDGs and to address climate change challenges.

This call was underscored by 19 African lead-
ers during the World Bank’s IDA-21 replenish-
ment meeting held on March 29, 2024 where they
reinforced the call for $120 billion replenishment
and reforms to support Africa’s transformation
agenda.?® Qutside policy circles, there is also
increasing recognition of and evidence on the fail-
ure of the GFA and the need for change.?® Nota-
bly, there is near unanimity on the inequities in
access to development and emergency financing,
as was evident during the COVID-19 pandemic
when developing countries had limited access to
vaccines.

The Bridgetown Initiative, led by the Prime
Minister of Barbados, an advocate of reforms to
the GFA, has identified several ways to accelerate
progress toward the SDGs and the Paris Agree-
ment.?’ Priority actions under this initiative include

BOX 3.1 Financial innovation initiatives led by the African Development Bank Group

Since 2015, the African Development Bank has developed several pioneering financial innovations to scale and bolster its
support to Africa’s transformation in the face o